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The Case Against Separation of Current 


pene Profit and Holding Gain 
Prem Prakash and Shyam Sunder 


ABSTRACT: Claims about the benefits to be derived from dichotomizing income into 
current operating profit (COP) and holding gain (HG) are examined in this article. 
Separability of an asset from the risk of change in its price is shown to be a necessary and 


sufficient condition for separate evaluation of the operating and holding decisions with., ^ 
respect to the asset. When risk is separable, the appropriate breakdown of income into 


operating and holding components is defined. When the risk is not separable, no mean- 
ingful breakdown is possible. Other claims for a COP-HG dichotomy, e.g., the usefulness 
of COP in making various business decisions and interfirm and interperiod comparisons, 
are shown to be unjustified. In the absence of benefits, the direct cost of compiling data 
and the indirect cost from induced suboptimal decisions make the COP-HG dichotomy 
positively unattractive. The arbitrary nature of this dichatomy is illustrated through the 
construction of an equally defensible alternative. 


HE proposal to report current-value 

income in two components, current 

operating profit (COP) and holding 
gain (HG), has received wide support. 
Edwards and Bell [1961] put together a 
detailed case in favor of the income 
dichotomy. Only a few arguments have 
been added to the case since then. Some 
arguments against the dichotomy have 
also been made [Drake and Dopuch, 
1965], but the full case against the di- 
chotomy has never been presented. The 
purpose of this paper is to offer a clear, 


concise, and reasonably complete state- 


ment of that case—recapitulating, as 
needed, the gist of the arguments already 
made in the literature, and adding several 
new arguments of our own. In some 
instances, our arguments may seem to be 
merely an echo of those already made by 
others, but a careful comparison will 
show that such an interpretation is obvi- 
ously not valid, since we reach a different 
conclusion. 

Our conclusion is unequivocal: There 
are no valid supports for the claim that 


the COP-HG dichotomy does, in fact, 
possess the benefits usually ascribed to it 
by its proponents (Section 2 of this 
paper) In fact, the dichotomy has a 
positive cost insofar as its use may lead 
to suboptimal decisions (Section 3). The 
dichotomy is artificial and arbitrary, and 
equally defensible (or indefensible) alter- 
native schemes of decomposing income 


We gratefully acknowledge the helpful comments of 
Professors Philip Bell, Jacob Birnberg, Raymond Cham- 
bers, Sidney Davidson, Nicholas Dopuch, Edgar Ed- 
wards, Robert Kaplan, Roman Weil, and participants 
in the accounting workshops at The Ohio State Univer- 
sity, and the University of Pittsburgh. Of course, not all 
of these people agree with our arguments. Financial 
support for Sunder was provided by the National Sci- 
ence Foundation. 


Prem Prakash is Associate Professor, 
Graduate School of Business, University 
of Pittsburgh; and Shyam Sunder is 
Associate Professor, Graduate School of 
Business, The University of Chicago. 


Manuscript received September, 1977. 
Revision received March, 1978. 
Accepted April, 1978. 


2 1 


can be readily constructed (Section 4). 
Sections 2, 3, and 4, which constitute 
the core of the paper, are preceded by a 
brief review of current value accounting 
.and the income dichotomy. This is to 
ensure that these two issues, which are 


often closely entangled in the literature, . 


are kept separate. The results of our 
analysis are summarized in the conclud- 
“ing section. 


SECTION 1. 


. CURRENT VALUATION AND THE 
‚+.  : [INCOME DICHOTOMY 


Current valuation. is a relatively 
straightforward concept: (1) The wealth 
of a firm at any time is defined as the 
aggregate current dollar value of the 
firm's net assets; and (2) the income of 
the firm is defined. as the change in wealth 
of the firm over the accounting period.! 

The above definitions presuppose a 
resolution of the question of what quali- 
fies as an asset and how the quantities of 
_ assets held by the firm are measured. The 
resolution of these questions, which are 
common to all methods of valuation, is 
not an issue here. Accordingly, we assume 


that they have already been appropri- 
корта 
ee corollaries of the definition of 


current valuation should be noted. First, 
in current valuation, the unit for mea- 
suring wealth is current dollars and not 
some measure of physical capital, such as 
` plant capacity. This distinction is impor- 
tant because an increase in the specific 
price of plant capacity increases the 
current-dollar wealth of the firm but 
results in a decrease in the firm’s wealth 
calculated in terms of the plant capacity.” 
Second, the current-dollar wealth of 
the firm at any time depends only on the 
assets held by the firm at that time and 
their current values. The timing or the 
sequence of decisions by which the firm 
comes to have these assets is irrelevant. 
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Third, in measuring current value in- 


‚ come, no distinction is drawn between 


the change in wealth resulting from the 
production and sale of the firm's product 
and that resulting from a change in the 
prices of tbe firm's assets. If a firm 


‘chooses not to return an increase in its 


wealth to its owners, then its wealth at the 
beginning of the succeeding period would 
be that much greater, the increase being 
in the form of expanded physical capital 
or increased value of the existing assets. 
Edwards and Bell [1961], and many 
others after them, have advocated a 
breakdown of current-value income? into 
two main components: (1) current oper- 
ating profit (detined as the excess of cur- 
rent revenue over the current replacement 
cost of services used in producing the rev- 
enue); and the remainder, (2) realizable 
holding gain (or realizable cost saving).* 


The business profit concept requires that 
operating profit be carefully distinguished 


* See Alexander [1950, p. 75] and Edwards and Bell 
[1961, p. 95]. Alexander gives his definition in terms of 
real purchasing power. Edwards. and Bell use the term 
“business income” for income computed from current 
replacement values. 

? A numerical example will illustrate. Consider a firm 
holding 10 units of plant capacity and 20 units of other 
assets; with current values of $20 and $10 per unit, re- 
spectively, the current-dollar wealth of the firm is $400. 
If all else remains the same and the current value of the 
plant capacity increases to $25/unit, the current-dollar 
wealth. of the firm becomes $450, an increase of $50. 
In contrast, were plant capacity the unit of wealth, the 
wealth of the firm would be 20 units of plant capacity at 
the beginning and 18 units of plant capacity after the ` 
change in price—showing a decrease of two units. — 

3 Edwards and Bell’s “business profit" is the entry- 
value version of current-value income; it is not synon- 
ymous with the latter. However, for the purpose of 


evaluating the merits of income dichotomy, the distinc. . - 


tion among various forms of current valuation, or even 
between current and historical valuation, is not im- 


portant. 

* Edwards and Bell [1961, p. 26] note that Schmidt 
[1929] argues for division of current value profit into 
three components: gains due to change in form (manu- 
facturing), place (distribution), and vintage (holding) of 
assets. Paton's [1913] proposal for income dichotomy 
has been discussed in Zeff [1976, p. 7]. 
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from gains resulting from holding activities. 
[Edwards and Bell, 1961, p. pem (Emphasis 
added.) 


While the wealth of the firm at the 
beginning and end of the period is suffi- 
cient to determine its income for that 
period, it is not sufficient to determine the 
current operating profit or the holding 
gains. Information on the timing of sale 
transactions and purchase prices pre- 
vailing at the time of these transactions 
is also needed. | 

Neither the definition nor the imple- 
mentation of current value accounting. 
requires that income be dichotomized. 
Conversely, dichotomy of income is not 
unique to current valuation; historical 
cost incomecan also be broken down into 
two components—current operating 
profit and “realized holding gain." Thus, 
the dichotomization of income into COP 
and HG is not a valuation issue. Of course, 
the dichotomy may well have different 
interpretations in different systems of 
valuation, but an argument for or against 
а particular approach to valuation can- 
not, by itself, be regarded as an argument 
for or against the dichotomy. Hence, 
the dichotomization of income must be 
argued on its own merits. 

To eliminate any misunderstanding 
rooted purely in the valuation issue, we 
assume current valuation as the basis of 
accounting unless stated otherwise. Ac- 


.. cordingly, our case against the income 


dichotomy should not be construed as a 
case against current valuation. Also, we 
assume? that a primary purpose of ac- 
counting information is to serve the 
evaluation function of both management 
and external users, thereby contributing 
to the managerial control of the firm as 
well as to the formulation of better future 
decisions by management and external 
users alike. Therefore, the differences 
between our conclusions and those of the 
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proponents of the COP-HG dichotomy 
‘should not be attributed to a difference 
in the postulated goals of accounting 
information. Finally, to simplify exposi- 
tion, we assume that the general price 
level remains constant; only the relative 


. prices may change (this does not affect the 


generality of our arguments). 


SECTION 2 


EXAMINATION OF THE MERITS CLAIMED 
FOR THE INCOME DICHOTOMY 


In this section, we present a detailed „ 
examination of the advantages com- 
monly attributed to the COP-HG di- 
chotomy, grouping them for convenience 
under the following six headings: 


. Evaluation of past performance 

. Aid to business decisions 

. Physical capital maintenance 

. Interperiod and interfirm compari- 
sons 

. Taxation 

. Additional айаш 


Aw dU 


Evaluation of Past Performance 


The claim that the COP-HG dichot- 
omy is useful for the evaluation of 
management’s past holding and produc- 
tion decisions is based on the thesis that 
these two types of decisions are separate 
and independent, and that management 
has considerable freedom of choice with 
respect to each.’ For instance: 


These two kinds of gains are often the result 
of quite different sets of decisions. The busi- 
ness firm usually has considerable freedom in 
deciding what quantity of assets to hold over 
time at any or all stages of the production 
process and what quantity of assets to com- 
mit to the production process itself. ... The 
difference between the forces motivating the 
business firm to make profit by one means 


5 Also see Drake and Dopuch [1965, p. 193]. 

$ See, for example, Edwards and Bell [1961, рр. 4—5}. 

? For a comparative review of two other statements 
of this argument, see Drake and Dopuch [1965, р. 195}. 


rather than by another and the difference 
between the events on which the two methods + 
of making profit depend require that the two 
kinds of gain be carefully separated if the two 
types of decision involved are to be meaning- 
fully evaluated. [Edwards and Bell, 1961, p. 
73], (Emphasis added.) 


This thesis is effectively refuted by Drake 
and Dopuch [1965] and Chambers 
[1965]. Edwards [1975] and Bell [1975] 


agree that holding gain and operating 


gain may be intertwined. We shall not 
repeat their arguments; the interested 
reáder should consult the above-men- 
tioned references. 

However, two basic questions remain: 
(1) What are the necessary and sufficient 
conditions for the independence of the 
production and holding decisions? and 
(2) What is the proper dichotomy for 
separate evaluation of the two types of 
decisions? 

Characterization of independence of 
production and holding decisions. Con- 
sider a few situations in which the oper- 
ating and holding decisions are truly inde- 
pendent of each other. One example is 
that of a broker who is engaged in the 
business of matching suppliers and cus- 
tomers and derives his income from 
commissions. It is not necessary to hold 
inventory in order to operate such a 
business. Accordingly, the holding de- 
cisions of the broker are truly inde- 
pendent of his operating decisions, and 
the COP-HG dichotomy is useful for 
evaluating the two types of decisions. 

' Asa second example, consider a trader 
who buys and sells in different markets, 
at least'ohe of which is liquid. Although 


‘this trader may hold inventory as an 


operational necessity, he needs to do so 
only for relativey short periods of time. 


А decision to hold long or short positions 


of inventory for extended periods of time 
is independent of the operating decisions 
and, once again, the income dichotomy 
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- is useful for pants the two types of 


decisions.. 

Or consider а merchant who holds 
inventory “on consignment,” reserving 
the right to renegotiate the buying price 
at the time of sale. The merchant does 
not have to buy inventory outright. Any 
decision to do so is clearly independent 
of the operations of the business. In this 
case also, the income dichotomy is useful 
for an evaluation of the two types of 
decisions. 

What makes the operating and holding ` 
decisions independent in the above exam- 
ples is the fact that, in each instance, it is 
possible for the firm to hold the assets 
without also having to bear the economic 
risk of specific price changes. We call the 
economic risk of specific price changes 
“holding risk” and define it as being. 
separable only if it is possible for the firm 
to hold the asset without having to bear 
its holding risk. We then have the fol-, 
lowing necessary and sufficient condi-' 
tion: Operating and asset holding de~ 
cisions are independent of each other’ 
only in those situations where the firm’s: 
operating assets carry a separable holding : 
risk. 

Most industrial corporations engaged 
in merchandising or manufacturing“ ‘must’ 
hold inventory and fixed assets. The: 
holding risk of such assets is often not 
separable because the opportunity to . 
shift it to someone else is simply not 
available. The availability of plant and 
equipment on long-term lease does not 
imply that the holding risk of such assets 
is separable, for in long-term leases, the 
lessee takes over substantially all risks 


8 Note that the definition does not require that the 
asset-risk actually be transferred to someone else. For 
this reason, the question of whether firms try to shift 
diversifiable risk is aot relevant to income dichotomy. 
Incidentally, there is some evidence that firms do try 
to shift the diversifiable risk through insurance buying 
and “hedging” behavior. 
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associated with the assets, including the 
risk of changes in specific prices. Whether 
the holding risk of the assets of the firm 
is separable depends on the type of busi- 


ness as well as the state of development - 


of the relevant risk markets. For example, 
well-developed futures markets exist in 
the U.S. for many commodities and 
currencies, and managers have the oppor- 
tunity to insulate the firm against holding 
losses or gains on these assets without 
affecting its operations.? In such in- 
stances, a decision to bear any holding 
risk is a purely speculative decision, and 
an appropriate income dichotomy may 
indeed be useful in making a separate 
evaluation of production and holding 
decisions. t° 

Having identified a necessary and 


sufficient condition for the independence ` 


of production and holding decisions, we 
now address the second question: What 
is an appropriate breakdown of income 
for evaluating the two decisions sepa- 
rately? 

In constructing the income dichotomy, 
we must be careful to avoid two fallacies, 
the fallacy of timeless production and the 
fallacy of..decomposed attributes. Had 
these fallacies been clearly recognized, a 
considerable; amount of controversy 
about income Menotomy could have 
been avoided. 

The fallacy of timeless ploduction: To 
“form 
change” occurs in a series of timeless 
stages, and to conclude that all gains due 
to the passage of time are attributable to 


` holding activities independent of pro- 


duction is to commit what. we call the 
“fallacy of timeless production." Pro- 
duction, or form change, is defined only 
with respect to time intervals, not timeless 
moments. The correct assumption is that 
infinitesimally small changes in form take 
place in. infinitesimally small intervals of 
time—not in “timeless stages." Unlike 
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the sum of timeless moments, which is 
always timeless, the sum of all infinitesi- 
mally small intervals needed for the total 
change in form is not negligible. The 
correct conclusion is that the total change 
of form takes place in a non-negligible 
“production time." 

The fallacy of timeless production is 
closely related to Zeno's paradox: Con- 
sider an arrow released from a bow. At 
each timeless moment after it is released, 
the arrow is at some place in the air but 
not moving, for there can be no move- 
ment in zero time ;.yet in the totality ‘of . 
all timeless moments, the arrow moves 
from the bow to the target. So the arrow 
hits the target without moving. Here 
again, the fallacy is that movement or 
position change (like production or form 
change) is defined only with respect to 
time intervals and not timeless moments. 
That production does not take zero time 
is as obvious as the fact that an arrow 
does not reach its target in zero time. To 
assume that production takes place in a 
series of timeless stages is to assume away 
the time: necessarily needed for produc- 
tion. When it is the hole of the donut that 
is in question, you cannot assume' it 
away. 

The fallacy of decomposed attributes. 
Once the fallacy of timeless production 
is recognized, it is immediately obvious 
that a production decision has two conse- 


? For example, a flour mill could buy spot wheat at 
four dollars per bushel and fully hedge by simultaneously 
selling a nine-month futures contract at $4.05 per bushel. 
Then the holding gain (loss) on selling the flour—as _ 
calculated according to Edwards and Bell, [1961]— 
would be almost fully offset by the holding loss (gain) 
on the lifting of the hedge at the same time. The residual 
loss (if any) and commissions cost must be regarded as 
premiums which the flour mill has to pay to shift the 
holding risk to the speculators in the market. 

1? Note that Sterling [1970] confines his analysis to a 
wheat futures trader, a case very similar to the examples 
discussed above where assets carry a separable holding 
risk. Also see Nelson’s remarks 11973] on Map 8 


. paper. 
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quences: change in form and holding of 
assets needed to effect the change in form. 
To regard “holding decisions” as sepa- 
rate from “production decisions” is to 
treat two attributes of a single object of 
choice as if each attribute were an inde- 
.pendent object, or to treat two conse- 
quences of a single decision as if each 
were the outcome of an independent 
decision. We call this the “fallacy of de- 
composed attributes." Let us illustrate 
this fallacy by two examples.. 

Suppose a grocer must buy his require- 


. ments of both cheese and milk from the 


same dairy. Then his choice among 
alternative dairies constitutes only one 
decision, with the objects of choice, the 
dairies, having two attributes related to 
the supply of cheese and milk, respec- 
tively. It would be fallacious to argue 
that the grocer faces two decisions, or 
that his decision should be evaluated 
separately with respect to each item, 
cheese and milk. 

Next, consider the variable mix prob- 
lem of a manufacturer who wishes to 
optimize the contribution margin from 
two products, A and B, subject to some 
resource constraints. Then, each product 
mix decision has two consequences, the 
contribution margins from products A 
and B, respectively. But both outcomes 
are the result of a single decision, namely, 
the simultaneous determination of the 
quantities of the two products, so it would 
be fallacious to argue that the manufac- 
turer faces two decisions, or that the 
consequences of his decision should be 
evaluated separately. 

The proper breakdown of income. The 
income breakdown appropriate for sepa- 
rate evaluation of holding and operating 
decisions should then be: 


(1) Holding component. This includes 
all gains (losses) on those assets of 
the firm whose holding risk the 
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firm was not obliged to carry in 
order to conduct its operations. 


More specifically, the holding com- ` 


ponent consists of the following: 


pP 


—gains (losses) on speculative as- . 


Sets, 

—carrying cost of speculative as- 
sets, 

—gains (losses) on operating assets 
carrying separable risk, 

—saving of (imputed) risk pre- 
mium on the separable risk 
which management chose to 
carry instead of shifting it to 
someone else. 


(2) Operating component. This is the. 


complement of the holding com- `. 


ponent, as defined above.: 


The income dichotomy proposed by 
Edwards and Bell [1961] is deficient in 
several respects. Their “holding gain" 


includes the effect of specific price . 


changes on all assets, whether speculative : 


or operating, and, іп the case of operating . 


assets, whether the holding risk is sepa- 


rable. They do not charge the cost of. 


carrying the speculative assets to tbe. 
holding gain component. They do not . 


take into account the (imputed) risk 


premium which management is able to. - 


save by choosing to carry the separable 


ing it to someone else. Finally, they spe- 
cifically exclude from their computation 
of holding gains changes in labor costs on 


the specious ground that the current and ` 


historical costs of labor coincide [Ed- 
wards.and Bell, 1961, p. 113].. To the 
extent that the timing ofi incurring labor 


cost is determined largely by operating 


. 1 The fact that, at the optimum solution, the marginal 
effect of changing the quantity. of éacfi product, is 
identifiable does nct imply that the value of the objec- 


tive function can be meaningfully кое between the: 


two products. 


risk (on operating assets) instead of shift- - | 
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considerations, gains on labor costs held 
in asset accounts are indeed a conse- 
quence of operating decisions, just as we 
have argued above for other operating 
assets. However, if, for speculative rea- 
sons, labor costs are incurred earlier or 
later than what is dictated by operating 


considerations, the related holding gains 


should also be excluded from the oper- 
ating profits. : 

Separation of gains on purely specu- 
lative assets has been advocated by 
Gordon [1963] Drake and Dopuch 
[1965, fn. 18], Gossett and Newlove 
[1965], and Burgert [1972].1? More 
recently, Petri and. Minch [1974] and 
Beli [1975] have explored the methods of 
isolating purely speculative assets from 
operating assets. We shall not repeat the 
details of their procedures here. It is 
sufficient to note that in order to isolate 
the two types of holding, one must delve 

_into management’s motivations and mea- 
‘sure their expectations, all of which 
. renders such an analysis too subjective to 
- fulfill the requirements of external re- 
. porting, although it may well serve the 
. purpose of internal evaluation. 
' А proper accounting of the (imputed) 
` “tisk premium on separable risk is an issue 
. which has.not been considered in the 
. "literature on income breakdown. Pro- 
' ‘cedures for measurement of risk pre- 
mium need further investigation. 


Aid to Business Decisions 
" It has been claimed that the COP-HG 
income dichotomy is helpful in making 
business decisions because (1) COP is 
indicative of the long-run profitability of 
. the firm (2) alternative production pro- 
. cesses can be (and ought to be) ranked 
for their economic desirability by refer- 
ence to their COP; and (3) COP is a more 
stable predictor of the long-run profit- 
ability of the firm than historical-cost 
profit, so that using COP for making 
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business decisions will lead to an in- 
creased stability at both the firm and the 
economy level. We believe that these 
claims are invalid. 

As indicative of long-run profitability. 
The claim that COP measures the current 
profitability of the production process 
has been shown to be based on the falla- 
cies of timeless production and decom- 
posed attributes. In addition, it is not 
clear how the premise of current proceeds 
covering current factor costs can support 
the conclusion that the firm is profitable 
in the long run. We show that the'con- 
nection between the premise and the 
conclusion is either false or trivial. 

Edwards and Bell [1961, p. 99] state 
their position as follows: 


Current operating profit can be used for 
predictive purposes if the existing production 
process and the existing conditions under 
which that process is carried out are expected 
to continue into the future; current operating 
profit then indicates the amount that the firm 
can expect to make in each period over the long 
run. The assumption that production pro- 


12 See, for example, Burgert [1972, р. 115]: 


In order to bridge the gap between the theoretically ideal 
situation and reality, the theory has been extended by 
recourse to the concept of "normal stock,” that is, a 
stock of goods of such quantity that the company can be 
sure of being able to continue its production process 
without disturbance. Speculation occurs when real 
stock differs from normal stock. 

. . [O]nly alterations in the value of normal stock 
are credited or debited to the "revaluation account." 
Price changes on a surplus or shortage of stock give rise 
to profits or losses from speculation, which are entered 
directly in the income statement. ` 

. It is implicitly assumed that the normal stock of 
a certain fixed asset, ¢.g., machinery, consists of a num- 
ber of entirely new machines. As soon as a machine has 
been used for a certain period e.g., for a year, then there 
is a shortage of normal stock. ...In periods of rising 
prices, such a shortage of normal stock leads to conse- 
quences comparable with a “loss by speculation." This 
loss is taken as such in the income statement under 
“additional (make-up) depreciation.” 

.-. Пе income statement for year 2, for instance, 
has to be charged with depreciation based on the re- 
placement value at the end of that year and also for the 
“additional (make-up) depreciation" for year L 


cesses will iot change is rather unrealistic, : 
| however. (Emphasis added.) - 
Vancil and Weil [1976, р. 58]. take a 
‘similar position, using. “шн ешеш 
_ terminology: : 


‚ Ап important characteristic of distributable , 


income from operations is that it is sustain- 


able. If the world does not change, the com-. ~ 


. pany can maintain its physical capacity next — 
~ year and have the same amount of distrib- 
`- utable income that it had this year. .- 


' The “no change" assumption is crucial . 


to. the predictive ability or sustainability 
argument. Let us grant this "rather 


unrealistic” assumption and examine the ` 


content of the argument. Neither Ed- 
: wards and Bell nor Vancil and Weil 
specify clearly what they mean by “соп- 


tinuation of existing. conditions."- One ` 


possible interpretation is continuation of 
existing technology and levels of prices 


and production of various goods апа. 


‘services. Under this interpretation there 
are no holding gains (see Drake and 
Dopuch. [1965, p. 202]; current operating 
profit, total current value income and 
- historical cost income are all equal, and 
‚ current operating profit i is therefore- an 
empty construct. It is ironic that claims 
of merit for COP are based on precisely 
the ваше assumption which.caused Ed- 
wards and Bell to criticize and reject 
historical cost accounting: 


To. summarize, present accounting practices 

would be fully valid only if prices, quantities, 
and qualities of both he md pee ро 

were unchanging over time. . .. But isa 

Situation clearly ^ Kin to the stationary state, 

The certainty it implies bars by definition the 
. very existence of profit as a return for bearing 

- uncertainty. The implicit assumptions of 
-; accounting eliminate that which it has set out 
* to measure! [1961, p. 9]. 


= 


|. Alternatively, ‘ ‘continuation of exist: 
ing conditions" may be taken to mean 
continuation of existing rates of change 


‚ in technology, and in price and produc- 


The Accounting Review, January-1979 i 


tion-levels of goods and services. In this 
case, operating margins on individual 


` goods and services will also change with . 


time. Management will adapt to the. 
changing circumstances Бу adjusting the” 
operating plans and asset mix. of the 


firm. In such a situation, current орег-. ` 
ating: profit cannot be expected to remain: 
stable or to change at a predictable rate - 


over the long run. On the contrary, if the 
asset mix does not change too quickly: 
(though it could, for instance,. due to. 
inventory liquidation), the holding gain: 
may well be:the more stable component 
of income when the rates of price change" 


are constant. Thus, there is little basis fof ` 
‚ {һе conclusion that current operating 


profit will be useful for predictive pur- 


poses. 
Consider now "the second “more 


limited but realistic approach to the 


problem of prediction.” It is claimed 
that, in the absence of specific expécta- 
tions to the contrary, the relative current: 


operating profits obtainable today from ` 


alternative production processes are in- . 
dicative of relative current operating 
profits. to be obtained in the’ future. 
[Edwards and Bell, 1961, pp. 99-100]. 
This statement is empirically. empty, for 
it is the logical sum of opposites; it is of 


the same form as, “Unless you specifically. © 


expect it not to rain, it will rain." The 


emptiness of the claim can be seen by · 


noting that it extends equally to holding `. 
gains—in the absence of specific | expec- 
tations to the contrary, the holding gains 
of this year are indicative of holding gains 
to beobtainedinthefuture. _. 

A third argument has been brought to 


‚ош attention during discussions of this . 
paper: If the firm were a monopoly or if 


it were to use-a cost-plus pricing policy, 
current operating profit would be a good 


predictor -of future income,’since such. - 


pricing “policy will -maintain the : unit 


margins; However, this argument ignores 


N 
` 
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the basic economic fact that any firm can’ 
control its product price but not the: 


quantity demanded at. that price, and, 


P sd even if the cost-plus pricing. 


policy stabilized the unit margins, the 


total margins will remain dependent on. 
the demand, Even given evidence that. 
firms do engage in cost-plus pricing, 
- predictability of COP does not. follow 


from such a policy. · 


- Evaluation or production processes. Let. 


us examine, with the help of a numerical 


illustration, how the COP-based ranking 


might be used to choose among alterna- 
tive production processes. A firm has 


' $100 in cash and faces a choice between ` 
two processes, А апа В, with factor-- 
bundle A costing $10 per unit and factor- 


bundle B costing $20 per unit. Assume 
that each production: process takes ex- 
actly one year from the date of acquisition 


.. to the. date of sale of products. Purely . 


speculative holding of factors or products 


. is not allowed, and all other outlays are 


` the same for both processes. Which. 
production process should the firm 


choose? 
Horngren [1972] would have us make 


_ е decision by maximizing net contribu- 
` tion margin. For example, suppose’ the 


selling prices of products A and B which 


_ are expected to prevail one-year from now, 
are, with the same uncertainty, $15/unit 
‚ and $28/unit, . a. Then the 


choice is process A 
: $100 


. (its: contribution 


с matgin=3 $ jg% 815 $10) =$50 is more 


Xi 


.$100 - 


than the contribution margin of —— $ 20 
- ($28 — $20) $40 for B.) Horngren also 


instructs us that the current selling prices. 


of products A or B, or the one-year-from- 
. now cost of factor-bundle A or B is 
totally irrelevant for this decisions. ` 


In contrast, Edwards and Bell would’ 


have us select the production process on 
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· the basis of the difference between cur- 


rent selling price and current factors cost 
to maximize the margin between one- 


- year-from-now selling price and the 


one-year-from-now factors cost. This so- 

lution ignores thé economic purpose of 

the case, which is to select the process 

having a greater margin between the one- 

year-from-now selling price and factors . 
cost of today: ; 

Edwards and Bell state that current 
operating profit is a useful measure for 
choosing among alternative production 
processes for the same product except. 


"when the prices of some factors go down 


and those of othérs increase [cf. 1961, 
pp. 99-100]. In other words, current 
operating profit is not useful in the all- 


- important case of uncorrelated price 


changes. But, in these limited circum- 
stances (ie. when current operating 
profit is useful), the. economic choice 
among alternative processes can be made 
more ‘directly simply by minimizing 
current. factor costs; one does not need 


-. Current operating profit to- make such 


decisions. Under other circumstances— 


such as those in which the alternatives ` 
_involve different products, uncorrelated . 


price movements of products and factors 
of production, unequal production dura- 
tions, unequal plant lives, and varying 
degrees of monopoly and monopsony— 
there is no guarantee that the production 


process presently yielding a larger current 


operating profit will also yield a larger 
curreht operating profit in the future. 
Indeed, Edwards’ [1977] agrees that 
expansion decisions should be made on 
the basis of total current income and not 
on COP. 

In short, it is economically ЕТИ to 


tank the processes by current operating 


profits, except in very special situations; 


and in these special situations, the rank- 


ing can be obtained more directly by 
using cost data. x 
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Stability of current operating profit. 
Finally, consider the claims that (1) 
current operating profit is more stable 
than the reported accounting profit (i.e., 
total income under historical cost valu- 
. ation) and (2) “to the extent that oper- 
ating activities [as opposed to. holding 
activities] are fundamental to business 


. activities, the stability of current oper- 


. ating profit relative to accounting. (op- 
. erating) profit would be likely to have a 


stabilizing effect on business decisions - 


and on the economy as a whole" [Ed- 
watds and Bell, 1961, p. 229}. 

Edwards and Bell [1961, Table 13, p. 
228; and Figure 8, p.. 230] present esti- 
mates of current operating profit (COP) 
and historical cost profit (HCP) for the 


U.S. corporate sector for the years 1929- - 


1949. From these data they conclude that 
the reported. accounting profit grossly 
exaggerates both the magnitude and 
timing of fluctuations in current oper- 
ating profit. Tables 1 and 2 present a 
summary of our statistical analysis of 
those data, as well as of the more up-to- 
date series for the years 1929-1974. Based 
on this analysis, we conclude that: 


(1) The variability (measured by the - 


coefficient of variation) of HCP and COP 
is almost equal. The coefficient of vari- 
ation for one-period changes in COP 1з 
slightly higher than for the corresponding 
changes in-HCP. The data do not sup- 
port Edwards and Bell’s assertion that 
the HCP. “grossly exaggerates” the vati 
. ability of COP. ` 

(2) The correlation analysis pisicii 
in Table 2 confirms Edwards and Bell’s 
observation that COP lagged behind 
HCP during 1929-1949. The implication 
of this observation, not mentioned by 


. Edwards and Bell, is that the HCP of the. 


previous period is a better instrument for 
predicting COP than the COP of the 


previous period. However, for the 1929- 


1974 data there is practically no differ- 


The Accounting Review, January 1979 


ence in the predictive ability of COP and 
HCP. | 

(3) For 1929-1949, one-period change: ^ 
in HCP predicts the next year's change 
in COP better (correlation 0.77) than the. 
change in COP predicts the change іп . 


COP ‘(correlation 0.47). If COP is re- 


garded' as the object of prediction, 
HCP . was clearly a better predictive 
instrument in the years 1929-1949, con- 
trary to what Edwards and Bell conclude 
from those data. However, over the 46 
years considered (1929-1974), changes in, 
COP and HCP possess little predictive 
power (as can be seen in the data in the 
last four rows of Table 2). 

The above analysis should not be con- 
strued as advocating the use of historical 
cost accounting. It simply demonstrates _ 
that the income dichotomy and current 
operating profit fail to. show the virtues 
of stability and predictive ability claimed 
for them. 
` Consider now the rernaining part of the 


. argument, that is, to the extent that op- 


erating activities (as opposed to holding 
activities) are fundamental to business 
activities, the use of COP for business 


decisions is likely to have a stabiliz- 


ing effect at both the firm and the 
economy level. The stability of dynamic 
systems requires careful mathematical 
analysis and often defies intuitive reason- 
ing. Furthermore, stability is a systemic 
property—it would be naive to believe 
that a complex system such as the U.S. 
economy is likely to become more stable 
if total business income, a variable 
endogenous to the system, were dichoto- 
mized into two components, one of which 


23 For analysis et individual firm level, see Frank 


[1969]. Simulation studies such as Greenball's [1968a ~ 


and 1968b] and Simmons and Gray [1969] only tell ús 

us the characteristics of what the model assumes. The 

predictive ability issue is not to be settled by reference 

to simulations, but Dy reference to the real word whose, 
events we wish to predict.: 
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TABLE 1 
VARIABILITY OF CURRENT OPERATING Рконт (COP), HISTORICAL Cost Prorrr (HCP) AND THEIR 


First DIFFERENCES (ACOP, AHCP) 
(in billions of dollars) 
















Standard Deviation 
Mean 


9 29.9 11.6 


174 37.9 13.3 





Coefficient of Variation 0.79 





1929-49 1929-74 1929-49 1929-74 | 1929-49 
3.5 

















АНСР 








1929-74 


32.6 


41.2 1.1 i3 





Sources and Notes: The data have been taken from The National Income and Product Accounts of the U.S. 1929-74, 
Statistical Tables, Supplement to the Survey of Current Business, U.S. Bureau of Economic Analysis, U.S. Department 
of Commerce, 1977. COP is “Corporate Profits with Inventory Valuation and Capital Consumption Adjustments" 
given in Table 6.18 of the source; HCP is “Corporate Profits Before Taxes," given in Table 6.18 of the same source. 
The data for 1929-49 used by Edwards and Bell [1961] have since been revised, but the results of the analysis for the 
unrevised data are the same as those shown above in all essential respects. 


TABLE 2 - 


PREDICTIVE ABILITY OF CURRENT OPERATING Рконт (COP), HisroricaL Cosr Prorir (HCP), 
AND THEIR First DIFFERENCES (ACOP, AHCP)* 








Product Moment 
Correlation 


Levels of Variables. 


HCP, as a predictor of COP, 
COP, as a predictor of HCP, 
HCP,., as a predictor of HCP, 
HCP,- ; as a predictor of COP, 
COP,.., asa predictor of COP, 
COP,.., as a predictor of HCP, 


First Differences of Variables 
AHCP, as a predictor of ACOP, 
ACOP, as a predictor of AHCP, 
AHCP,. , as a predictor of AHCP, 
АНСР, _ , as a predictor of ACOP, 
ACOP,.., as a predictor of ACOP, 
ACOP,.., as a predictor of AHCP, 


* For sources and definitions of data, see footnote in Table 1. 


is relatively stable, and business decisions 
were then based on the more stable com- 
ponent. Also, it is not clear why manage- 
ment, in its quest for enhancement of the 
firm's net wealth, should ignore the 
holding gain component of profit in 
making its decisions. In any case, the 


Simple Regression Model 


Root Mean? 
Difference yf Resi R-Square 


0.96 0.96 
0.96 0.96 
0.88 0.96 
0.94 0.95 
0.88 0.96 
0.78 0.94 


0.64 0.54 
0.64 0.54 
0.10 0.05 
' 0.60 0.00 
0.22 0.01 
0.00 0.02 





preceding analysis of aggregate data did 
not reveal any significant difference be- 
tween the variability of the current 
operating profit and the historical cost 
profit. 

We shall briefly discuss five defects in 
the arguments relating to the predictive 


i2 


ability of COP. First, since the process of 
enhancement of net wealth of the firm 
(i.e., the “earnings process") is not cap- 
tured in the firm's current operating 
profit series, but is captured in its total 
(current-value) business income series, 
the interesting questions are how well 
business income predicts itself, and 
whether current operating profit or some 
other construct enables us to predict 
business income better. 

Second, it is fallacious to argue in 
favor of a dichotomy of income on the 
groünds that one of the components is 
more stable over time and predicts itself 
better. If this were the purpose of di- 
chotomizing income, it could easily be 
accomplished by taking any arbitrary 
constant for one component of income 
and allowing the residual component to 
. carry all the variability of business in- 
come. What makes a measure useful and 
theoretically significant is not whether it 
can predict itself, but the relationship it 
has to other measures and concepts, or 
its ability to predict values of other con- 
structs which might be of substantive 

interest.!^ The case for income dichot- 
‘omy must rest either on the merits of 
COP and HG as concepts of substantive 
interest in their own right or on their 
ability to predict values of other con- 
structs of substantive interest. The COP- 
HG dichotomy fails on both these 
counts. 

Third, there is an inherent contradic- 
tion in the arguments claiming predictive 
ability and long-run stability of current 
operating profit on one hand, and rejec- 
tion of exit prices for valuation on the 
other. The uncertainty about whether 
and at what price the firm can sell its 
products to realize the operating margin 
is the basic justification for retaining the 
sales realization principle. If current 
operating profit is as stable as the propo- 
nents of the stability and predictive 
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ability of COP would have us believe, 
why should one wait until the actual sale 
to count the current margin as part of 
income? 

Fourth, the predictive ability argument 
for income dichotomy all but explicitly 
assumes that the temporal changes in 
prices of goods which lead to holding 
gains are somehow transient and unpre- 
dictable, while current operating margins 
are stable and predictable. In introducing 
income dichotomization, Edwards and 
Bell state, 


-..the final profit reported according to 
present accounting procedures will be partly 
a result of holding activities and only partly a . 
result of operating activity. The apparently 
favorable result of the production decision 
may lead the firm to make similar production 
decisions for the future. In this case, however, 
price changes may not occur, and gains from 
holding activitizs will not inflate reported 
operating profit. [1061, p. 74.] 
This is too simplistic a characterization 
of the business environmerit. What guar- 
antee can there be that the anticipated 
current operating profit will be realized? 
Finally, predictive ability arguments 
overlook the economic mechanism un- 
derlying the market economy. Continual 
changes in the zross margins available to 
merchandisers and manufacturers consti- 
tute the fundamental mechanism of a 
free market for allocating productive 
resources. If management is unable to 
exercise some (monopoly) power over its 
product prices, it strives to increase its 
margin by technological innovation or 
by leaving the markets with tight margins 
and expanding into markets with better 
margins, this interindustry mobility being 
governed by technological considera- 
tions. Thus, current operating profit is not 
a property of the production process; 
rather it is an outcome of the decisions of 


44 Also see Revsine [1973, p. 131] on this issue. 
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management in an interactive environ- 
ment. The outcome may well be different 
from the one contemplated by manage- 
ment at the time the production decision 
is taken. The cobweb model of business 
cycles, the maturation delay of orange 
orchards leading to a ten-year cycle in the 
orange industry, and the gestation and 
growth period of hogs leading to a three- 
year cycle in the pork-belly business are 
examples of how management decisions 


of today, based on today’s lucrative. 


operating margins, can lay the grounds 
for a reduction of the operating margins 
of tomorrow when the goods in the 
pipeline become available. 

In summary, there seems to be no 
foundation to the claim that COP can aid 
in making business decisions. 


Physical Capital Maintenance and COP 


Those who favor physical capital main- 
tenance as the basis of measuring wealth 
have argued that COP is income itself 
and not merely a component of total in- 
come. COP has been referred to as dis- 
tributable or sustainable income on the 
grounds that it is the amount which the 
firm can didtribute without impairing its 
physical capital.!5 A discussion of these 
arguments will take us deeper into the 
controversies surrounding valuation of 
assets, an issue we would like to avoid, 
restricting the. present paper to the in- 
come dichotomy only. 

The essence of the arguments against 
using the physical capital maintenance 
notion is that if the firm is viewed as a 
source of cash by its owners, its wealth 
should be measured and its income 
should be evaluated in terms of dollars, 
and not in terms of physical capital. The 
reader should consult the available well- 
known references for details.!ó We have 
only one comment to add. 

The appeal of COP as the income 
allowing for physical capital maintenarice 
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makes sense in the context of national 
income and product accounting: For the 
economy as a whole, it is indeed proper 
to remove the effects of specific price 
changes in the calculation of total prod- 
uct or, symmetrically, total income, 
because specific price changes merely 
give rise to internal redistributions of 
wealth among economic agents, But, it: 
seems to us, that at the level of individual 
economic agents (such as the firm), it 
does not make sense to calculate income 
using concepts such as physical capital 
maintenance, which ignore the redis- 
tributive effects of specific price changes. 


15 This use of concept goes back to TheodoreLimperg 
[1964, Part VI. p. 282, cited in Burgert [1972]] who called 
it “consumable income.” Revsine [1973] uses "'dis- 
tributable operating flow” in several different meanings 
7—as ex ante current value income [pp. 96-97], income 
under physical capacity maintenance rule [pp. 34, 97, 
126], and current operating profit [p. 99]. More re- 
cently, Vancil and Weil [1976] have used the term “dis- 
tributable or sustainable income," by which they clearly 
mean exactly the same as current operating profit. They 
prefer the term simply because it is more descriptive of 
their normative recommendation that COP should be 
viewed as distributable to the shareholders and the tax 
collector. 

16 In discussions of valuation problems, many refer- 
ences to "economic income” appeal to the authority of 
Hicks, leaving the impression (1) that there is consensus 
among economists on the definition of income, and (2) 
that Hicks himself settles on a clear statement of that 
definition. This is far from true. In fact, after a pene- 
trating examination of the notions of i income, savings, 
and depreciation, Hicks [1946, p. 171] arrives at the 
following conclusion: 


In spite of their familiarity, I do not believe they are 
suitable tools for any analysis which aims at logical 
precision. There is far too much equivocation in 
their meaning, equivocation which cannot be re- 
moved by most painstaking effort. At bottom, they 
are not logical categories at all; they are rough ap- 
proximations. . . . But if we try to work with terms 
ofthissort in the investigation we are here concerned 
with, we are putting upon them a "m of refine- 
ment they cannot bear, 


A detailed discussion of the problem of defining income 
will take us too far from the main thrust of this paper. 
For an excellent discussion of the issues involved, see 
Sidney Alexander's "Income Measurement in a Dy- 
namic Economy," in Alexander et al. [1950], Dopuch 
[1961, pp. 21-32] and Edwards [1961]. i 
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The income due to the redistributive 
effect of price changes is as far from being 
“illusory” as that due to the production 
activity itself. To view COP alone as the 
“true profit” of the firm is to confound 
the basis of national income and product 
accounts with that of firm-level accounts. 


Interperiod and Interfirm Comparisons 
We have already shown that unless the 


-holding risk of the operating assets is 


separable, the holding gain on all assets 
necessary for the implementation of 
operating decisions is as much a conse- 


quence of the operating decisions as is. 


the COP. The appropriate basis for 
niaking interperiod and interfirm com- 
parisons of operating decisions is the 
operating component defined earlier in 
this paper. 

` Edwards and Bell have argued in favor 
of using current operating profit for 
interperiod and interfirm comparisons of 
efficiency. They present the following 
example of the usefulness of current 


' operating profit for this purpose: 


` A wise management enters an industry at a 
time when the necessary assets can be pur- 
chased at exceedingly favorable prices. As 
time passes, other firms enter the industry pur- 
chasing their assets at substantially higher 
prices. If all firms now in the industry are 
equally efficient in their operating activities, 
the first firm will record a substantially larger 
"operating profit" than the other firms in the 
industry. After all, the depreciation charges 
of the first firm are substantially lower in 
terms of historic cost than are those for the 
newer firms in the industry. But this excess 
does not result from the wisdom with which 
the management operates its assets; it is the 
result of the wisdom which the management 
displayed at the time it purchased the assets 
and in its many subsequent (perhaps passive) 
decisions to hold the asset. [Edwards and 
Bell, p. 224.] 


Thus far, we have a straightforward 
argument in favor of current valuation 
instead of historical cost as the basis for 
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accounting. Current valuation, it will be 
recalled, depends solely on the current. 
state of the firm, irrespective of the 
history of events by which the firm 
arrives at that state. Accordingly, the 
business income of any period includes 
the effect of all economic events, and 
only those economic events, which tran- 
spire during the period. However, Ed- 
wards and Bell [1961] proceed to justify 


the dichotomy of business income: 


Suppose for example that the firm's man- 

` agerial efficiency had deteriorated over time . 
to the point where its reported operating ~ 
profit was identical to that of the other firms : 
in the industry. The inefficiency of the firm's 
operating activities would now be disguised © 
by the gains realized through its holding ac- 
tivities. [p. 224.] 


But the above is a non sequitur as far as 
the income dichotomy is concerned. In 
the above exarnple, it is true that the 
inefficiency of the firm is disguised by the 
historical-cost income because holding 
gains which occurred in the earlier period 
are recognized in the present period. The 
correct conclusion is that all holding 
gains that occurred im earlier periods 
should be excluded from this period's. 
profits. It does not follow that all holding 
gains, i.e., holding gains of earlier periods 
as well as of the current period, should be 


_ excluded from this period’s profit. The 


inefficiency of the firm in the example 
will be indicated by the firm's (current 
value basis) business income; it would be 
incorrect to base the comparison on 
current operating profit. | 

Drake and Dopuch [1965] argue that . 
current operating profit is of limited use 
in comparing performance, primarily 
because valuation of each fixed asset 
requires the use of some specific price 
index. But the problem with the COP as a 
basis of performance comparisons is far . 
more serious than the inaccuracy result- 
ing from the use of specific price indexes - 
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instead of specific prices. In the absence 
of price changes, holding gain is zero and 
COP is identical to historical cost profit 
and business income. In the presence of 
price changes we have already shown 
that COP provides an incorrect basis of 
comparison. It is business income and 
not current operating profit which traces 
the progress of the firm as an earnings 
process; and, to be meaningful, compari- 
‘sons of operating performance should be 
based on total business income less net 
gains on assets held for purely speculative 
reasons, with no distinction to be made 
for this purpose between inventories 
and fixed assets. Only when the holding 
- risk of the assets held for production is 
separable should the holding gain on 
such assets be excluded in making oper- 
ating comparisons. The appropriate 
breakdown to be used has already been 
_ presented. 


Income Dichotomy and Taxation 


Taxation is a matter of public policy, 
and tax laws cannot be seriously re- 
garded as a basis for a theory of income, 
although a theory of income may form 
the basis for tax laws. The fact that, in the 
U.S. under the present tax law, taxable 
amount is called "taxable income" and 
capital gains and operating profits are 
treated differently is no justification for a 
theory of income in which income is 
broken down so that all holding gains 
are reckoned together regardless of 
whether they arise from speculative hold- 
ing of assets or productive holding of 
assets. 

The fairness of the tax system is a dis- 
tribution issue, and no tax policy can be 
wholly neutral in its impact upon those 
concerned. To argue that a tax system 
based on current operating profit would 
be fairer than one based on, say, (current- 
value) business income requires an im- 
plicit assumption of what constitues 
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fairness. In the COP-based tax system, 
those who enhance their net wealth 
through appreciation of asset values will 
escape taxation (wholely or partly) at the 
expense of those who gain economic 
wealth through productive transforma- 
tions. So, the tax system will certainly not 
be neutral in its distributive effects. 

In a recent paper, Edwards [1977] has 
shown that a tax system based on business 
income with no distinction between COP 
and HG is expansion-neutral in the sense 
that it does not affect the choice of the 
expansion path. As a matter of public 
policy, the government may or may not 
choose an expansion-neutral tax system. 
Financial accountánts, whose job it is to 
serve the diverse needs of the society 
for business data, have little justification 
for jumping into the arena of macroeco- 
nomic policy making by trying to help 
pro-expansion or anti-expansion legis- 
lation. 

Will a COP-based tax system result in 
lower taxes for the business sector? There 
is some evidence that the answer is not 
necessarily yes [Davidson and Weil, 
1978]. In any case, the question has, at 
best, limited relevance to accounting 
theory. Taxation is an integral part of a 
country's fiscal policy. If the tax laws 
were revised to become COP-based for 
all businesses, then surely tax rates would 
also need to be adjusted in order to 
collect for the state a total tax revenue of 
about the same magnitude as that col- 
lected under existing laws. Unless the tax 
laws grant relief to one sector of the 
economy at the expense of another, tax 
advantages gained by changing the basis 
of taxation are largely redistributive 
within the particular sector. Whether the 
dichotomization of income will prove to 
be a useful device for persuading Con- 
gress to transfer the tax burden from the 
business to the household sector is not 
an issue of accounting theory and should 
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probably be relegated to those concerned 
with lobbying and public relations, 


Additional Disclosure 


A final argument for an income di- 
chotomy is that the information available 
under the dichotomy can be no less than 
the information provided by a single 
number, and, hence, there can be no dis- 
advantage in reporting the details, for a 
user can always choose to ignore them. 
There are three objections to this argu- 
ment. 

First, as we show in Section 4, there 
are several ways of breaking down in- 
come, with corresponding interpretations 
of the components. The choice of one 
breakdown over all others must have 
some rational basis. The reasons advo- 
cated for the COP-HG dichotomy have 
been shown, on close and careful exami- 
nation, to be indefensible. 

Second, the argument that more detail 
means more information does not have a 
stopping rule—where do we stop in our 
pursuit of detail? 

And, third, there is an asymmetry in 
the situation as seen from the information 
sender’s viewpoint compared to the re- 
cipient’s viewpoint. If the information 
sender were to disclose more detail than 
desired by the recipient, then the sender’s 
argument would, indeed, be valid that 
extra detail does not subtract anything 
from the more condensed information— 
assuming that the sender also supplies 
the condensed version, thus avoiding the 
imposition of an information-processing 
burden on the recipient. But, if it is the 
recipient who demands more detail—and 
the COP-HG income dichotomy must 
be viewed from this perspective—then 
the recipient cannot support the argu- 
ment that more detail is no worse than 
condensed information. The burden is on 
the recipient to show that the benefits of 
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details desired by him outweigh the cost 
of making the details available. 


SECTION 3 
Cost OF DICHOTOMIZING INCOME 


In this section, we address the question 
of the cost of dichotomizing income. The 
proposition that the costs must be justi- 
fied by the corresponding benefits can 
hardly be disputed. In Section 2, we 
examined the benefits usually attributed 
tq the income dichotomy and found little 
direct empirical evidence or valid reason- 
ing to support such claims. Are the costs 
of income dichotomy sufficiently small 
to be ignored? 

The crucial issue here is what. consti- 
tutes cost. Considered narrowly, the cost 
of income dichotomy is simply the incre- 
mental cost of compiling and reporting 
such information. This cost is probably 
small relative to the cost of the accounting 
system. But it could be sizable in absolute 
magnitude and, so, should not be sum- 
marily dismissed. 

Considered more broadly, the cost of 
income dichotomy should include losses 
that may arise due to both information 
use and information inductance. Use of 
dichotomized income as advocated by its 
proponents could lead to suboptimal 
decisions by investors as well as man- 
agers. We have already argued that in- 
vestment decisions should not be based 
on COP, for it is the total (current value) 
business income that measures the en- 
hancement of the firm’s wealth. If we turn 
now to management decisions, it is ques- 
tionable in the first place how much 
control management can exercise over 
the COP and HG components separately. 
The effect of the dichotomy is to segment. 
the target variable, income, by reference 
to factor costs at the time of sale, and 
management has little control over these 
costs. In the second place, most asset 
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holding is an integral part of the oper- 
ating plan, so the COP and HG com- 
ponents do not represent outcomes of 
independent decisions. An attempt to 
manage the two components separately, 
when in fact they are interdependent, can 
only lead to suboptimal planning, de- 
cision making, and control. The problem 
is analogous to the well-known problem 
of control in decentralized organizations. 

There is another side to the conse- 
quences of income dichotomy in addition 
to the one related to its use. This is the 
side related to information inductance 
[Prakash and Rappaport, 1977]. The 
information issuers own decision- 
making behavior may be affected by the 
information he is required to communi- 
cate. Inductance arises not because the 
issuer uses the information, but because 
he is concerned about how it might be 
used by the recipient and how such use 
might in turn affect him. Accordingly, 
the issuer alters his behavior or the de- 
scription of his behavior to produce 
information closer to what he believes it 
ought to be. For instance, in the firm, the 
internal evaluation of managers, their 
‘compensation, bonuses, and perquisites, 
may all be tied to criteria based on mea- 
sures generated by financial accounting. 
To managers, then, financial accounting 
rules are indeed “scoring” rules, and 
there is nothing irrational about their 
changing the operating and investment 
decisions to suit the scoring rules. 

If financial information were to relate 
to inanimate objects, or to human beings 
who did not know that they were being 
measured or evaluated, there would be no 
information inductance. One could then 
accept the dictum that more detail ob- 
tained at zero cost of collection and com- 
munication can cause no harm, for the 
user of information can always choose to 
ignore the detail. This is the essence of 
the fineness theorem of Blackwell [1953].. 
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But the dictum is not applicable to ex- 


` ternal accounting, where a human organi- 


zation is required to communicate to 
external users some information relating 
to its own performance. If the firm were 
required to report income in a dichoto- 
mized manner, pressures would build for 
management to believe that it ought to 
control each component of business in- 
come separately. As stated earlier, exer- 
cising separate control on each com- 
ponent can only enhance the possibility 
of suboptimization of the total business 
income. * 
For the above reasons, the question of 
whether the COP-HG income dichotomy 
is useful must first be answered with a 
categorial “‘yes” before the dichotomy 
can be regarded as.a viable alternative. 
And, in judging the desirability of dichot- 
omized income, one must look at the 
problem from both sides, the user and 
the issuer of information, the use and 
inductance. We find the proposed income 
dichotomy undesirable on both counts. 


SECTION 4 
ALTERNATIVE INCOME DICHOTOMIES 


In this section, we illustrate the arbi- 
trariness of the COP-HG income dichot- 


. omy by constructing an alternative di- 


chotomy and showing that the alternative 
is as descriptively valid, as feasible, and 
as defensible (or indefensible) as the 
COP-HG dichotomy. 

Consider a merchandising operation, 
purchasing goods at time 1 when the 
purchase price is P, and the sale price is 
$,, and selling them at time 2 when the 
prevailing purchase price is Р, and the 
sale price is S,. To keep the exposition 
simple, assume zero beginning and end- 
ing inventories. Then the firm's historical 
cost profit, business income (in the sense 
of Edwards and Bell), and exit value in- 
come (in the sense of Chambers) are all 
equal and can be referred to simply as 
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“total income (TI).” This assumption 
serves to avoid any confusion between 
the attributes of valuation rules and in- 
come dichotomy. The following “holding 
gains” and “operating margins” can be 
constructed. 
Holding gain on purchase price 
HPG = Р, ~ P 
Holding gain on selling price 
HGS = $, — S, 
Holding gain on operating margin 


HGOM = (5, - P3 - (S, — Py) 
Operating margin at purchase . 
OMP-S,-P, 
Operating margin at sale 
OMS = S, — P, 
Operating margin “hybrid” 
OMH = S, – P, 


Contribution margin or Total income 
CM Or TI = 5, = P 1 


In the COP-HG dichotomy, total in- 
come is broken down by inserting the 
purchase price P, prevailing at the time 
of sale in the following manner: 


= (S2 — Pj) + (Р, — P4) (1) 


A symmetrical dichotomy is obtained: 


if, instead of inserting the purchase price 
at the time of sale, we insert in the me 
sion for total income the sale price $1 at 
the time of purchase: 


TI = 62 -S$) + (5, – Pi). (02) 


Before proceeding further, let us check 
the descriptive validity of the alter- 
native dichotomy, (S,—P,) is the 
operating margin at the time that man- 
agement makes the decision to commit 
resources to implement а particular 
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operating decision ; (S, —S,)is the gain or 
loss that comes about due to the fact that 
the economic circumstances are different 
at the actual time of sale. Also note that 
the alternative dichotomy is feasible. For 
products with established markets, the 
sequence of selling prices can easily be 
traced, and S, is readily available. For 
products introduced into the market for 


- the first time, there are some problems of . 


implementation, problems which are not 
unlike the ones which arise in the case of 
the COP-HG dichotomy when complete : 
markets do not exist for factórs of pro- - 
duction. 

Let us now consider briefly whether it 
is possible to make a case for the useful- 
ness of the alternative dichotomy. Cer- 
tainly, the operating margin at the time 
of purchase is much closer to the oper- 
ating decision than the margin realized 
at the time of sale. The operating margin 
at the.time of purchase can be “соп- 
trolled” by management for example,- 
by choosing to enter or not.to enter.the 
market. In contrast, operating margin àt 
the time of sale cannot be controlled: by 
management. Further, it is often claimed 
that today's operating margins are the 
numbers to be used both fóÑevaluating 
alternative production processes and 
taking future decisions. (Of course, we: 
have argued against this position, but let . . 
us see where it takes us.) Since informa- 
tion concerning expectational errors is. 
essential for improving the decision- 
making process, it seems quite reasonable 
that the business income of the firm be 
dichotomized into components, (1) oper- 
ating margin at the time of making the 
operating decisions, and (2) the (residual) . 
holding gain on sales, representing the 
change in selling price during the. time 
required for production. 

This alternative dichotomy even has 
the virtue that the two components are 
independent of each other. The holding 
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gain on sales represents. the effectiveness 
of management in foreseeing where the . 
selling prices are headed in the future (and - 
in exercising . monopoly power: if it- 
exists). To bé sure, a negative holding . 
gain on sales is not to be construed ás 

. necessarily ‘bad, for management might ` 
. have anticipated it and taken it into con- - 
sideration while making the operating: 
: decisions. However, if the current-value-: 


basis rate-of return (i.e., business income 


' as a proportion of net wealth) were to. 

fall below some norm, then a negative _ 
` holding gain clearly would indicate mis- : 
- - taken expectations. Thus the alternative : 


income: dichotomy is quite. useful for 


(comparative) evaluation. of firms, espe- - 


cially in conjunction with the information 


· contained in: the total business i income. - 


Finally, note that the total. income 
(85 — P.) сап be expressed in terms of any 


. of the other three operating margins by 
appropriately ‘using two of the three 


TE gains defined earlier: 


=S Py + (6 -РӘ- (5, 
OMP HGOM 
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. Should not be left as a trichotomy. Can 
. any one trichotomy be defended? 


SECTION 5 


SUMMARY: THE CASE AGAINST | 
- THE INCOME DICHOTOMY - 


The COP-HG income dichotomy is 
commonly acclaimed to have several 


. benefits. It is now well understood in the 


literature that the operating and holding 
activities of the firm, whose outcomes 
COP and HG purport to measure, are in 
general not independent activities. We 
have shown that for the two activities to 
be independent, it is necessary and 


sufficient that the holding risks of the 


firm's «assets be separable; that is, it 
-should be possible for the firm to hold the 
assets without also having to carry the 
economic risk of specific price changes. 
It is fallacious to argue independence of 
the two activities by assuming timeless 
production. Furthermore; when the two 
activities are not independent, it is 


— Ру} + (Р; Р). 


= (S2 — Р) — (6. = Р) = (S, - = P,)} + (5 Si) - 
OMS `: HGOM 


| = (51— PJ +P, = Р) + (8; — Sa). 


OMH +. HGP 


A шше examination Ё (зу and (4) 

' shows that, for each, if the middle term: 
- HGOM (=holding gain on operating © 

margin) were merged with the corre- 

. sponding “‘operating-margin” term on its 


left, we would get one of the dichotomies 


‘under discussion, and if the middle term. 
“were merged with the term on the right, | 
we would get the other. We cannot think 


of any convincing reason why the middle 
term should be merged with the term on 


‚ one side rather than with the term on the -- 
‘other side, or, for that matter, why it 


+ HGP 9) 
+ HGS @ 
(5) 


+ HGS 





fallacious to argue that it is possible 
meaningfully to disaggregate the out- 


. comes of what is clearly a joint decision. - 


When the holding risk of the firm's 


` assets is separable, the management is 


indeed free to choose whether to carry 
the risk independently of the operating 
decision to hold the assets. The proper 
income dichotomy in such cases is not the 
one proposed by Edwards and Bell. In- 
stead, the (imputed) risk premium which 
the management is able to save by choos- 
ing to carry the separable risk should be 
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charged against the current operating 
profit and credited to the holding gain. 
Ideally, a distinction also should be 
drawn between assets held for purely 
speculative reasons and those held for 
operating reasons. And, in all of the 
above, changes in the labor cost should 
be treated no differently from those for 
other factors of production, and should 
not be excluded from the computation 
of holding gains as suggested by Edwards 
and Bell. 

For the case when the asset risk is not 
separable, we examined the claimed 
benefits and possible costs of the COP- 
HG dichotomy. First, in regard to bene- 
fits, we showed that there is no valid 
reason or empirical evidence to support 
the claim that COP is a better indicator 
of the long-run profitability of the firm 
than the total current value income, that 
COP is the appropriate index for ranking 
the production processes according to 
their economic desirability, or that COP 
is a more stable predictor of the long- 
run profitability of the firm than the 
historical cost profit. For this reason, 
COP is not valuable in making inter- 
period or interfirm comparisons. The 
appeal of COP as the income which 
allows for physical capital maintenance 
is of no consequence if the focus is on the 
firm and not on the national economy. 
Specific price changes are significant in 
accounting for the firm, because a change 
in wealth due to the redistributive effects 
of price changes is as far from being 
“illusory” as is a change in wealth due to 
production activity itself. Some have 
argued in favor of the dichotomy on the 
grounds that, for purposes of taxation, 
it is desirable to have a disaggregation of 
the total wealth change into that due to 
the redistributive effects of specific price 
changes and that due to production 
activity. But, surely, taxation cannot 
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provide a justification for a theory of | 


income or its breakdown for purposes of — 


financial reporting. 
Turning to the cost of the dichotoniy, 


we argued that the cost must include not. 


only the incremental cost of compiling 
and reporting the dichotomy, but also 
the loss associated with suboptimal de- 
cision behavior that may result from the 
use of the dichotomized information, as 
well as from the inductance effects on 
management due to a required reporting 
of the dichotomy. The claim. that there is 
no consequential cost attached to re- 
porting the dichotomy because the recipi- 
ent of information can always choose to 
ignore it is false. This claim (and its 
associated mathematical proof} is based 
on the assumpzion that alternative infor- 
mation requirements will have no in- 
ductance effect on the issuers of informa- 


tion—an assumption that cannot be 


defended in the case of financial re- 
porting. 


Finally, we showed the arbitrariness of — 


the COP-HG dichotomy by dichotomiz- 
ing income in an alternative way: (1) 
operating margin at the time of purchase 
and (2) the holding gain on the sale price. 
We showed that this second dichotomy 
is as descriptively valid, feasible, and 
defensible (or indefensible) as the COP- 
HG dichotomy. 

In closing, it should be noted that de- 
scriptive validity and feasibility of imple- 
mentation, while necessary, are not suffi- 
cient in themselves, to recommend the 
adoption of any particular scheme for 
financial reporting. Financial accounting 
is a pragmatic activity; and the merits 
of suggested accounting procedures need 
to be judged on the basis of their useful- 
ness commensurate with their cost. It is 
this acid test that the COP- HG dichot- 
omy fails. 
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"Demand for Social Responsibility In- 
formation by University Investors 


Stephen L. Buzby and Haim Falk 


ABSTRACT: This paper presents the results of a mail questionnaire survey of 500 uni- 
versity chief financial officers. The survey attempted to assess the demand for and impor- 
tance of nine social items of information to universities as investors. Despite the available 
literature which suggests a growing demand by universities for external corporate social. 
responsibility reporting, the authors advance the tentative conclusion, based on their 
analysis of 292 usable returns, that university investors may not be a strong source of 
demand for information about social responsibility. 


EVERAL accountants, as well as a 
number of non-accountants, have 
suggested that the accounting pro- 
fession should expand the contemporary 
accounting measurement and disclosure 
model to encompass corporate social 
responsibility reporting. The advocates 
of the suggested disclosure expansion 
cite various sources of evidence in sup- 


` - port of their contention that there is now 


. a sufficient demand for corporate social 
‚ responsibility reporting. Universities rep- 
resent one of the commonly cited sources 
of demand. However, there is also some 
. evidence which tends to indicate that 
interest in corporate social responsibility 
reporting may not be as widespread as 
some writers would have us believe. In 
particular, there is reason to believe that 
universities as investors may not be a 
strong source of demand. Therefore, the 
primary purpose of the study reported in 
this paper was to examine several ques- 
tions related to the potential demand by 
university investors, for information on 


corporate activities in nine selected areas ` 


of social concern. 


In order to examine the issue of poten- | 


tial demand for information related to 


nine selected social responsibility ac- | 
Y 193 


tivity areas, we mailed a questionnaire 
to a random sample of 500 university 
chief financial officers. A total of 306 
questionnaires were returned of which 
292 were usable in our study for the pur- 
pose of classifying our responding uni- 
versities by their investment management 
practices. After eliminating those uni- 
versities that could not or did not exercise 
control over their investable funds, we 
were left with 132 responding universities 
that could and did exercise such controk 
For these 132 respondents we collected 
four types of investor-oriented data on 
each of nine potential areas of social 
concern. The four types of data collected 
were: 
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a. perceptions of information avail- 
ability, 

b. perceived relative importance for 
investment decisions, 

с. current investment policies, and 

d. willingness to incur a financial 
cost for unaudited and audited in- 
formation. 


The remainder of this paper is organ- 
ized as follows. First we discuss the back- 
ground and rationale for our study. Next, 
the nature of the survey is described. 
Then, we present our survey results under 
the following six headings: (1) invest- 
ment practices, (2) availability, (3) rela- 
tive importance, (4) investment policies, 
(5) unaudited versus audited information, 
and (6) summary preference ordering of 
the nine social items of information. The 
final section contains a summary of the 
study and our conclusions. 


BACKGROUND AND RATIONALE 
FOR THE STUDY 


It appears that several segments of 
society are now demanding that corpora- 
tions assume a larger role in advancing a 
number of social goals [e.g., Sethi, 1975]. 
In addition to the demands that corpora- 
tions act in a more socially responsible 
manner, there also appears to be a de- 
veloping demand for increased disclosure 
by corporations with respect to their 
activities in areas of social concern. 
Evidence of the potential interest in 
disclosure can be found in the fact that 
many of the shareholder proxy cam- 
paigns involve at least one question 
concerning disclosure [Longstreth and 
Rosenbloom, 1973]. Additional support 
for disclosure has been provided by 
Shapiro [1972, p. 81], who reported that 
many foundations in voting their shares, 
have “shown much more enthusiasm for 
proposals requiring disclosure of infor- 
mation on controversial corporate ac- 
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tivities than for proposals dealing with 
the activities themselves.” 

The potential interest in disclosure is 
also illustrated by the fact that a federal 
district court ordered the Securities and 
Exchange Commission (SEC) to hold 
hearings “to consider how much interest 
‘ethical investors,’ such as churches and 
universities have ‘in the type of informa- 
tion’ the public interest groups have 
requested" [The Wall Street Journal, 
1974]. The hearings began on April 14, 
1975, and have resulted in requirements 
that firms disclose more data on the 
impact of environmental legislation [The 
Wall Street Journal, 1975]. Numerous 
other sources of evidence which support 
the existence of a potential demand for 
corporate social responsibility reporting 
are summarized elsewhere in the litera- 
ture [e.g., Estes, 1976]. - 

Given the available evidence cffered in 
support of an increasing demand for 
corporate social responsibility reporting, 
it is not surprising that some accountants 
believe that “1118 apparent that the issue 
of external reporting of corporate social 
performance is building up a bead of 
steam" [Dilley, 1975]. Several accoun- 
tants have suggested that the accounting 
profession should become involved with 
corporate social responsibility reporting 
[e.g., Estes, 1972; Linowes, 1972; Tipgos, 
1976]. Additional evidence of the ac- 
counting profession's growing awareness 
of the potential need for involvement in 
social responsibility reporting can be 
found in the American Accounting As- 
sociation's Report of the Committee on 
Social Costs [1975] and the AICPA's 
Report of the Study Group on the Ob- 
jectives of Financial Statements [1973, 
pp. 53-55]. 

While we believe that the available 
evidence is sufficient to warrant a con- 
tinued investigation into the relative 


, merits of social responsibility reporting, 
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it is our opinion that the evidence is not 


sufficient to support a conclusion at this 
time that there is widespread interest in 
social responsibility reporting. Our posi- 
tion stems in part from the fact that much 
of the literature in the area of social 
responsibility is basically normative in 
nature. Relatively little empirical re- 
search has been generated to support the 
normative arguments advanced in the 
literature. Also, there is some empirical 
evidence which indicates that major 
segments of shareholders are not very 
interested in such information. For ex- 
ample, a review of the outcomes of 58 
socially oriented proxy resolutions sub- 
mitted to shareholders in 1974 indicates 
that of those shareholders who voted 
their shares, relatively few supported the 
resolutions, many of which involved 
disclosure issues. Forty-four (76 percent) 
of the resolutions failed to receive as 
much as five percent of the vote. Only 
three (five percent) of the resolutions 
received more than ten percent of the vote 
[Corporate Information Center, 1974]. 

Further evidence on the lack of agree- 
ment concerning the desirability of social 
` responsibility reporting can be found ina 
survey of ten different groups with a 
potential interest in financial statements. 
The survey was performed by Opinion 
Research Corporation [1974] and cov- 
ered a wide variety of questions related 
to the role of independent accountants 
and the corporate reporting controversy. 
One question [p. 64] asked, “What is the 
proper role of the accounting profession 
in terms of advocacy and encouragement 
of corporate social auditing?” An analy- 
sis of the answers led the researchers to 
conclude that: 


There is much wider agreement among key 
publics on the issue of what the proper role of 
the accounting profession should be with 
respect to the advocacy and encouragement 
of corporate social accounting. The findings 
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suggest that having the accounting profession 
play an active role in this area is an idea which 
is popular only in academic circles and among 
corporate social activists [p. 53—54], 


The conclusion arrived at by Opinion 
Research Corporation is echoed by Duff 
and Phelps Inc. [1976]. In a report pre- 
pared for Arthur Andersen & Co., Duff 
and Phelps concluded that: 


The question for the corporate reporting 
system is whether these matters are relevant 
to investors’ needs. If not, are they unfairly 
burdening the system with unnecessary infor- 
mation?...It is our observation, however, 
that much of the information disclosed is 
disregarded by investors as immaterial to 
investment decisions [p. 49]. 


We believe that the questions raised in 
this section dictate that additional em- 
pirical research may be needed in order to 
ascertain the relative importance of dif- 
ferent types of social responsibility data 
to various potential user groups. In 
essence, then, we agree with Epstein, 
et al. [1976, p. 35] who pointed out that 


. *we need to know more about...the 


audiences to which social accounting 
reports are being addressed." Therefore, 


. we examined the demand for and relative 


importance of nine different types of 
socially oriented information items to a 
group of investors, i.e., universities. 

A number of interrelated. reasons led 
us to select universities as our target 
group. First, we were interested in asses- 
sing demand from the standpoint of 
investors, because investors are often 
mentioned as one of the primary targets 
of external financial statements [e.g., 
FASB, 1976, p. 3]. Thus, groups that did 
not have a primary investment demand 
for the information (e.g., some public 
interest groups) were ruled out. 

Second, there is some reason to believe 
that universities are concerned about 
corporate social responsibility [e.g., Bow- 
man, 1971; Malkiel and Quandt, 1971]. 
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Hence, universities might be predisposed 
to use corporate social responsibility 
information in their investment decisions. 
In essence, we were attempting to use our 
scarce resources to maximize the prob- 
ability of finding a group with a demand 
for corporate social responsibility re- 
porting. Third, universities represented 
an institution for which it was possible to 


identify the individual elements of a po- 


tential sampling frame, i.e., the persons 
involved in the investment decision pro- 
cess. 

A fourth reason behind our selection 
of universities was that they were one of 
the groups of specific interest to the SEC 
in its 1975 hearings on social responsi- 
bility reporting [The Wall Street Journal, 
1974]. Fifth, universities are cited by 
some of the proponents of corporate 
social responsibility reporting as a strong 
source of demand for social responsi- 
‘bility information. For example, Estes 
[1976, p. 8] states that “large universities 
make very substantial investments, and 
many are seeking social performance 
information as a routine part of the 
evaluation process.” 

Finally, in contrast to the indicators 
cited above which.tend to show that 
university investors may be a source of 
demand for corporate social perfor- 
mance information, there is some limited 
evidence which supports an alternative 
view. Longstreth and Rosenbloom [1973] 
contacted 28 large universities concerning 
their interest in corporate social responsi- 
bility. Based on an analysis of 22 re- 
sponses, they concluded that: 


Universities expressed a belief that their insti- 
tutional purposes and the financial require- 
ments for pursuing such purposes impose 
serious limitations on the degree to which 
they can and should take social considerations 
into account in their investment EAS 


[p. 49]. 
In summary, there appears to be a 
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relatively popular tendency to point to 
university investors as a source (or at 
least a potential source) of demand for 
corporate social performance data. How- 
ever, there is some evidence which tends 
to contradict the preceding notion. Un- 
fortunately, this evidence is limited in 
that it is based on only one study and the 
sample was quite small and non-random. 
Therefore, we undertook our study in 
order to help clarify the extent of uni- 
versity investor demand for corporate 
social performance information. Further- 
more, our examination went beyond the 
assessment of general interest in social 
responsibility reporting by considering 
interest in specific social responsibility 
topics. We felt that a topical approach 
would provide more specific guidance to 
policy makers and others interested in 
the potential advisibility of disclosure by 
corporations of their social responsive- 
ness. 

The data for our project were col ected 
by use of a mailed questionnaire. ric 
nature of our survey and the specific © 
types of information collected are de- 
scribed in the next section of this paper. 


THE NATURE OF OUR SURVEY 


Questionnaire Contents, Sample, and Re- 
sponse Rate 


Our university questionnaire contained 
five questions.’ The first question was 
used to determine the extent to which the 
universities managed their own invest- 
ments or provided guidance to an ex- 
ternal investment manager. Each of the 
remaining four questions dealt with a set 
of nine potential social reporting topics, 
e.g., pollution, minority hiring, and 
illegal payments (see Table 2 for a com- 
plete list of the topics). Selection of the ^ 
topics was based on our perception of the 


! A copy of the questionnaire is avaiable upon re- 
quest for either examination or replication purposes. 
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frequency of their mention in the litera- 
ture dealing with corporate social re- 
sponsibility and the result of a pilot 
study program conducted by us. Ques- 
tions 2 through 5 collected the following 
four types of information: 


2. Perceptions of the current avail- 


ability of information on corporate. 


involvement in each of the nine 
social topic areas. 

3. Perceived relative importance to 
investment decisions of information 
on each of the social topics. The 
nine social topics were interspersed 
among six standard financial report- 
ing information items. 

4. For each of the nine social topics, 

current policy regarding investment 

‘in companies negatively engaged in 

each topic. 

For each of the nine social topics, 
willingness to incur a financial cost 
for unaudited and audited infor- 
mation. 


An initial draft of the questionnaire 
was pilot-tested on a random sample of 
50 university chief financial officers. The 
pilot sample was drawn from the same 
population used for the main study.” The 
final form of the questionnaire was 
mailed to 500 university chief financial 
officers drawn at random from the Na- 
tional Association of College and Uni- 
versity Business Officers’ (NACUBO) 
mailing list. Since 12 of the questionnaires 
were returned as “non-deliverable,” а 
maximum of 488 questionnaires were 
delivered to the addressees. Each member 
of the original sample (minus the first 
mailing non-deliverables) was sent a 
second copy of the questionnaire ap- 
proximately two weeks after the first 
mailing. A total of 306 questionnaires 
were returned (excluding those returned 
as “non-deliverable”) for an overall, 
delivered response rate (returned+ de- 
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livered) of 62.7 percent. Fourteen of the 
returned questionnaires were not usable, 
leaving us with 292 usable responses and 
a usable, delivered response rate of 59.8 
percent.? Я 


Consideration of М on-response Bias 


Given the magnitude of our non- 
response rate (37.3 percent), we at- 
tempted to examine our data for non- 
response bias. Our non-response bias test 
was based on what has been called the 
“early/late hypothesis.” The early/late 
hypothesis suggests that late respondents 
are sometimes roughly similar to non- 
respondents [e.g., Pace, 1939; Ferber, 


1948; Oppenheim, 1966, p. 36]. 


Our test consisted of a comparison of 
the response distributions for a random 
sample of 21 questionnaires from the 
first mailing with the distributions for 
the last 21 questionnaires received in the 


. second mailing,* for each of the nine 


social reporting topics within each of the 
questions 2 through 5. Since question 3 
on relative importance contained 15 
items of information, the nine social 
topics plus six standard financial items, 
and question 5 required responses on: 
both an unaudited and audited basis, a 
total of 51 individual tests were con- 


2 A second pilot test was conducted on a sample of 30 
chief financial officers in order to validate the changes 
made to the questionnaire as a result of our analysis of 
the responses to the initial pilot test. 

3 The ability to achieve a gross response rate of 62.7 
percent probably resulted, at least in part, from the fact 
that NACUBO granted us permission to use their en- 
dorsement of our survey in our cover letter to the uni- 
versities. It should be pointed out that NACUBO did 
not sponsor our study. Rather, upon our request, they 
reviewed our proposed questionnaire and then granted 
us permission to use their endorsement. Therefore, the 
purpose, content, conclusions, and any possible errors 
and omissions of this study are the sole responsibilities 
of the authors. 

* The 21 second-mailing questionnaires represented 
all of the returns received during the final return period, 
i.e., the period represented by a substantial decrease in 
the daily response rates. 
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ducted for significant differences between 
the distributions for the sample of first 
mailing questionnaires and the distri- 
butions for the last 21 questionnaires 
from the second mailing, based on the 
calculation of Mann-Whitney U values. 

The test results indicated that 13 of the 
51 response distributions were signifi- 
cantly different at an alpha of 0.05. Thus, 
this test provides evidence indicative of a 
bias in several of the item response 
Scores. Furthermore, an examination of 
the mean, differences between the two 
mailing subsamples indicates that the 
potential bias may be negative for ten of 
the 13 items with statistically significant 
differences. That is, the response scores 
for these ten items may be too low with 
respect to the 100-percent sample re- 
sponse means implied by the trend from 
the first to the second mailing. Thus, our 
sample of respondents may contain an 
above-average representation of universi- 
ties with an interest in several of our 
study’s nine social items of information. 

A few additional comments are needed 
in order to interpret the preceding re- 
sults. First, it should be pointed out that 
a non-significant (significant) difference 
between the first and second-wave mail- 
ings should not be considered as conclu- 
sive evidence of a lack (presence) of non- 
response bias, since some studies have 
found that late respondents are not al- 
ways similar to non-respondents [e.g., 
Ellis, et al., 1970]. Second, as pointed 
out by Ferber [1948], one of the prob- 
lems with the use of the early/late hy- 
pothesis is in the determination of what 
constitutes a sufficiently late return. Thus, 
our results may be dependent on our 
definition of lateness. 

In essence, then, our test results do 
not provide conclusive evidence regard- 
ing the lack or presence of non-response 
bias. However, as Scott [1961, p. 164] has 
pointed out, based on his extensive review 
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of the available evidence, the use of the 
early/late hypothesis is beneficial more 
often than not. Also, an analysis of an 
extensive number of studies in which 
there were variables with a known bias 


indicated that the use of the early/late 


hypothesis in predicting the direction for 
the biased items was “superior tc chance 
in all respects" [Armstrong and Overton, 
1977, p. 399]. Thus, while there is reason 
to caution the reader against an excessive 
reliance on the results of our test, it seems 
reasonable to state that the test should 
provide a useful indicator of non-re- 
sponse bias more often than not. 

In our subsequent tables we indicate 
the 13 items from our test for which we 
found significant differences. The ten 
items which exhibited a potential nega- 
tive bias, i.e., the reported response means 
may be understated, are shown by super- 
scripted minus (—) signs. Conversely, 
the three items which exhibited a poten- 
tial positive bias are shown by super- 
scripted plus (+) signs. 


SURVEY RESULTS 


Investment Management Practices of . 
Universities 


Based on the results of our pilot test, it 
was obvious that a significant number of : 
universities could not or did not exercise 
control over their investments. There- 
fore, we asked our respondents to indi- 
cate their university’s investment man- 
agement practices for their intermediate 
to long-term investable funds. The re- 
sults for this question are presented 
in Table 1. 

The contents of Table.1 reveal that 44 
(15.0 percent) of our responding uni- 


5 It should be pointed out that given our large number 
of individual significance tests, we would expect from 
two to three of the tests to show significance solely by 
chance. Hence, the relevance of a particular шш 
difference is difficult to interpret. ; 
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TABLE 1 
INVESTMENT MANAGEMENT PRACTICES OF UNIVERSITIES 
Response Percent of 
Frequencies : Total Responses 

a. We manage our own investments. 64 21.8 
b. We do not manage our own investments but we provide our external 

manager (e.g., a bank trust department) with specific guidelines ге- 

garding our investment policies. 58 19.7 
c. We do not manage our own investments and we do not provide 

our external manager with specific guidelines. However, we are cur- 

rently considering the need for a set of future guidelines. 10 3.4 
d. We do not manage our own investments, do not provide our external . 

manager with specific guidelines, and we are not currently consider- 

ing the need for a set of future guidelines, 116 40.1 
e. Law restricts our investments to certificates of deposit and/or gov- к 

ernment securities. 44 15.0 

292 100.0 





versities could not by law invest in cor- 

porate securities. In essence, then, the 

- potential interest of these universities in 
corporate social responsibility reporting 

. Should be classified as that of an institu- 
tional citizen rather than as that of an 
institutional investor. 

In interpreting response categories 
a-d in Table 1, it should be mentioned 
that these categories may not be mutually 
‘exclusive with respect to some of the 
responding universities. The results of 
our pilot test tended to indicate that the 
investment management practice cate- 
gories identified in Table 1 would be 
mutually exclusive. Also, we did not 
detect any material indications in the 
actual results that these categories were 
not mutually exclusive. However, our 
retrospective consideration of this ques- 
tion led us to the recognition (per the 
suggestion of a reviewer) that it is still 
possible that some of the responding 
universities may manage one part of their 
investments, while using external man- 


agers for the other part. Thus, some of the 
responses may represent the “typical” 
practice for some of the universities, i.e., 
the practice applicable only to the ma- 
jority of its long-term investments. There- 
fore, the responses to categories a-d may 
be, to a degree, best viewed as a repre- 
sentation of the predominant practices 
for some of the respondents. 

In effect, category d tends to indicate 
that there is a significant number of uni- 
versities that do not provide policy 
guidelines to their external managers. 
It should be noted that the preceding 
Observation is subject to the qualification 
that category d may contain some state 
universities who by law cannot accumu- 
late or invest long-term capital funds. 
Unfortunately, our questionnaire does 
not permit us to identify universities who 
are part of state systems. To the extent 
that such respondents selected category 
d, these results are overstated. However, 
this set of respondents, members of state 
university systems who Бу: law cannot 
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TABLE 2 
AVAILABILITY, RELATIVE IMPORTANCE, AND UNAUDITED Vs. AUDITED MEAN RESPONSE SCORES 




















{0 2 (3) 
Availability 
Information Related To: Mean Rank 
1. The firm’s involvement in improper or illegal business 3.53 9 
орон practices such ss contributions and 
b 
2. Equal opportunity employment practices of the firm. 2.98 3 
3. The firm's sale of tobacco or alcoholic beverages. 224 1 
4. The firm's sale of products, other than tobacco or 3.26 6 
alcoholic beverages, which are potentially hazard- 
он to human health and safety (е.8., inadequately 
tested drags and highly flammable clothing). 
3. Pollution of the environment by the firm (c.g, alt, 3.14^ 4 
water, and noise). 
6. Business activities of tbe firm In countries with 3.17 5 
limited civil rights. 
7. Other nonpollution-related environmental issues such 3.42? 8 
as the destruction of scenic beauty. 
B. The firm's involvement in the sale of military equip- 2.77 2 
ment. 
9. The firm's charitable contributions. A34 7 


10. The leasing of assets (firm is the lessec). 

11. The firm's stock option plan. 

12. Breakdown of tangible assets into a form such as 
land, equipment and buildings. 

13. Explanation (reconciliation of the calculation of pri- 
mary and fully diluted earnings per share. 

14. The firm's forecast of next year's carnings per share. 

15. Changes in accounting methods. 











(4) ‹) (6 0 © (9 ao 
Unaudited Vs. Audited 
Relative Importance Interest Scores 
Rank: Unandited Axdited 
Rank Sozial M 
All Items Mean Mean 
Mean Items Оліу Scores Rank Scores Rank 
t! 

2337 4 1 412 1 2.99 1 
271 8 2 4.39 3 3. 2 
3.23 14 3 4.57 5 423^ 6 
2.82 9 3 4337 2 3.91 3 
292 10 4 454 4 404* 4 
3.11 13 7 4.59 6 4.07 5 
3.04 12 5 4.60 7 4.26 7 
298^ 41 5 468 9 435 9 
3353 95 9 461^ 8 428* 8 
271 7 
2.56 6 
2.38 5 
2.19 3 
2.05 1 

1 





NOTE: A superscripted minus ( —) sign for a mean indicates a potential negative bias; 1.е., the mean may be understated, 
A superscripted plus (+) sign for a mean indicates a potential positive bias; i.e., the mean may be overstated. 


invest long-term funds, have little impact 
on the placement of investable funds. 
Consequently, they have little demand for 
information on social responsibility ac- 
tivities. 

Since we were primarily interested in 
active investor policies and perceptions, 
we instructed those universities who, 
checked items d and e to return the ques- 
tionnaire without completing the remain- 
ing questions. While those universities 
who checked item c did not provide 
investment guidelines to their external 
managers, we requested that they com- 
plete the questionnaire, because they 
were actively engaged in considering a 
set of guidelines. Therefore, the remain- 
ing sections of this paper are based on 
analyses of the responses of the 132 
universities who checked items a, b, or с.б 


Information Availability 


We asked our respondents to indicate 
their perceptions of the current availa- 
bility of information about the involve- 
ment of publicly traded companies in 
each of our nine social activities by as- 
signing a code number to each activity 
from the following scale: 5=none, 4= 
very little, 3=little, 2 = moderate, and 
1=sufficient. The resulting mean avail- 
ability ratings and their accompanying 
ranks are presented in columns 2 and 3 
of Table 2. 

With respect to the mean availability 
Scores in Table 2, it is not surprising that 


$ None of the response frequencies totals to 132 in the 
following tables due to the failure of some respondents 
to answer all of the questions. There were rarely more 
than six omitted responses per response category, 
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information relating to the sale of to- 
bacco and alcoholic beverages (item 3) 
and military equipment (item 8) were 
viewed as relatively more available than 
that for the remaining seven items. Ele- 
ments of information relating to these 
two items have long been part of standard 
financial reporting. However, even for 
these two items, availability is viewed as 
somewhat less than moderate. As for the 
seven remaining items, their availability 
is placed somewhere between little and 
very little. It appears that our respon- 


dents believe that there is not much . 


available information on corporate in- 
volvement in most of the listed activities. 
But this lack of availability may not be 
inappropriate to the level of importance 
attached to the items by our university 
investors. This question is addressed in 
the next two sections. 


Relative Importance of the Social Items 


Question 3 asked the respondents to 
indicate the general degree of importance 
of each of 15 items of information to 
their investment decision process or to 
the implementation of their guidelines by 
their external investment managers. The 
importance of each item was based on the 
assignment by the respondent of an 
integer from the following five-point 
scale: 1=extremely important, 2=im- 
portant, 3=neither important nor un- 
important, 4=unimportant and 5=ex- 
tremely unimportant. 

Nine of the 15 question items consisted 
of the social responsibility topics, and the 
other six were traditional financial items, 
such as information on the firm’s stock 
option plan. The six selected non-social 
items of information were included in the 
question in order to supply some bench- 
marks for judging the relative impor- 
tance of the social items. The non-social 
items of information were drawn from an 
earlier survey by Buzby [1974], which 
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measured the relative importance of 39 
items of information. To select the items 
we used Johnson’s [1967] hierarchical 
approach to cluster analysis in order to 
cluster Buzby’s results into six homo- 
geneous relative importance groups. We 
then selected the most important item 
from the highest relative importance 
group and the lowest item from the 
lowest relative importance group. The 
median item was then selected from each 
of the four remaining intermediate rela- 
tive importance groups. Random assign- 
ment was used to position the 15 itenis in 
the question list. The mean response 
score for each of the 15 items, their ranks, 
and the ranks of the social items taken 
alone appear in Table 2, columns 4, 5, 
and 6, respectively. 

Table 2 shows that, with the exception 
of item 1 dealing with improper or illegal 
business or political practices, all of the 
social items have lower mean response 
scores than any of the six non-social 
items. It seems that our respondents find 
eight of the nine social items of lesser 
importance to their investment decisions 
than any of the six non-social items. In 
spite of the lesser importance of the social 
items vis-d-vis the nonsocial items, it is 
still possible that some of the social 
items are used in the university invest- 
ment decision process. This point is 
examined in the next question. 


Investment Policies 


As a measure of university interest in 
corporate social responsiveness and its 
impact on their investment decisions, we 
asked each respondent to indicate his or 
her university’s position with respect to 
an investment in companies that are 
negatively involved in this study’s nine 
selected areas of social responsibility, by 
assigning an appropriate code number to 
each topic. The code numbers and their 
explanations are presented below. 


Explanation 





1 Wehavea policy which precludes investing in 
2 company which is engaged in this activity, 


2  Wecurrently consider the impact of such an 
activity on our investment decisions on a case 
by case basis, however, we are also reviewing 
the need for a formal policy in this area. 


3 We currently consider the impact of such an 
activity on our investment decisions on a case 
by case basis and weare not reviewing the need 
for a formal policy in this aree. 


4  Wedo not currently consider this actívity in 
our investment decision, but we are reviewing 
e the possible need for such a censideration. 


5  Wedo not currently consider this activity in 
our investment decision and we are not re- 
viewing the possible need for such a considera- 
tion. 

re Ó—M M M ———— 


The response frequencies for this ques- 
tion are presented in Table 3 along with 
relative response percentages (in paren- 
theses). Also, mean response scores for 
each of the social activities and their 
relative intraquestion ranks are reported 
in Table 3 in order to provide a summary 
indicator of relative interest in the items." 

Table 3 reveals that from 56.7 (item 1) 
to 74.6 (item 9) percent of our respon- 
dents selected either policy (code num- 
ber) 4 or 5 as representative of their 
positions. Apparently, a majority of our 
responding universities do not take cor- 
porate involvement in the nine social 
activities into consideration in their in- 
vestment decisions. Referring back to the 
preceding section, the low relative im- 
portance scores reported in Table 2 are 
consistent with the apparent lack of usage 
of the social items in the investment 
decision process. 

It is possible that the availability of in- 
formation might influence perceptions 
of relative importance and information 
usage. That is, our measures of relative 
importance and usage might be con- 
founded with availability. In order to 
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examine this possibility, we calculated 
Spearman rank-order correlation coeffi- 
cients for availability versus relative 
importance and availability versus in- 
vestment policies. The resulting correla- 
tion coefficients were quite low, relative 
importance — —0.200 and investment 
policies = 0.067, and were not significant 
at an alpha equal to or less than 0.05. 
These results indicate that there is no 
statistically discernible association be- 
tween availability and the other two 
measures (relative importance and in- 
vestment policies). 

To gain a more complete perspective 
on the magnitude of the potential lack of 
investor oriented demand for the nine 
items, recall that Table 1 showed that 
15.0 percent of our responding universi- 
ties by law could not invest in corporate 
securities. Also, subject to the potential 
limitation that some of the universities in 
category d might in fact have some invest- 
ment funds over which they exercise some - 
control, Table 1 indicated that a maxi- 
mum of 40.1 percent of the universities 
could not invest or, if they could invest, 
they did not appear to provide guidelines 
to their external managers. Thus, a po- 
tential maximum of 55.1 percent of our 
total sample did not exhibit an invest- 
ment-oriented demand for social re- 
sponsibility information. If we add to the 
55.1 percent figure the percentage of the 
remaining sample analyzed in Table 3 
who chose either code 4 or 5, we get a 
minimum demand measure for the total 
sample. For example, Table 3 represents 
an analysis of 44.9 percent of the total 
responses. So, as a percentage of the total 
responses, 25.4 percent (.449 x .567) 
chose either policy 4 or 5. Therefore, 


7 While the data in Table 3 may appear to be categori- 
cal, the response code order (1 to 5) does correspond toa 
decreasing order of interest in the activities. Therefore, 
we felt that mean scores were reasonable as a method of 
summarizing the distributions. 
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| TABLE 3 
RESPONSE FREQUENCY DISTRIBUTIONS REGARDING INVESTMENT POLICIES 
Code Numbers 
1 2 3 4 5 Mean Rank 
). Involved in improper or illegal business or po- 16 6 33 14 58 
litical practices such as contributions and (12.6) . (4.7 (26.0) (11.0) (457) 3.72 } 
bribes. . : 
2. Does not engage in equal opportunity employ- tt 10 3] . 10 65 
ment practices. (8.7) (Ээ) Q44 Q9) (12 385 2 
3. Sale of tobacco or alcoholic beverages. 19 7 20 8 72 
(15.1 (5. (159) (63) (571) 3.85 2: 
4. Sale of products, other than tobacco ог alco- 13 7 30 10 67 
holic beverages, which are potentially hazard- (10.2) (55) (23.6) (7.9) (52.8) 3.8? 4 
ous to human health and safety (e.g., inade- 
quately tested иа and highly flammable 
clothing). 
5. Pollutes the environment (e.g, air, water, noise). 2 6 38 13 68 
(66) (47) (29.9) (102) (53.5) 409 5 
6, Conducts business activities in counttíes with — 6 6 30 10 75 
limited civil rights. 47) (47 (23.6) (7.9) - (59.1) 442^ 6 
7. Causes other nonpollutíon-related environ- 2 7 34 14 70 
mental damage (eg., destruction of scenic (16) (5.5) (26.8) (11.0 (551) 9 4.137 ? 
beauty). 
8. Involved in the sale of military equipment, 9 5 24 6 83 
б!) GH (89) (47у (64 417 8 
9. Fails to contribute to charitable causes. 2 ? 23 12 827 0 
(160 (56 (18.3) (9.5) (51) 413. 9 





NOTE: A superscripted minus (— ) sign for a mean indicates а potential negative bias; i.e., the mean may be un- 


derstated. 


80.5 percent of our total sample could not 
or did not take item 1 into consideration 
in their investment decisions. 

Since the process described in the 
preceding paragraph does not alter the 
order of demand exhibited in Table 3, the 
complement of item 1’s 80.5 percent 
represents the maximum demand among 
our nine items (19.5 percent) while the 
minimum demand is represented by item 
9 at 88.6 percent. Thus, depending on the 
item, 11.4 to 19.5 percent of the respond- 
ing universities took the social items into 
consideration in their investment de- 


\ 


cisions. This represents the maximum 
demand for the social items of informa- 
tion. From these results, we advance the 
tentative conclusion that universities as 
investors may not be a strong source of 
demand for corporate social responsi- 
bility reporting. In support of our tenta- 
tive conclusion, it should be pointed out 
that to the extent that some of our re- 
sponse-score means in Tables 2 and 3 are 
negatively biased, our demand estimates 
presented above may be somewhat over- 
stated. Also, our tentative: conclusion 
agrees with that of Longstreth and 
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Rosenbloom [1973] with respect to their 
limited study of universities. 

It should be noted that the preceding 
tentative conclusion applies only to uni- 
versities as investors, i.e., to their appar- 
ent interest in information as an input to 
their investment decision process. We did 
not survey their potential interest, as 
institutional citizens, in corporate social 
responsibility reporting. It is possible 
that as institutional citizens, universities 
might exhibit a high demand for infor- 
mation relating to corporate social re- 
spofisiveness. 


UNAUDITED VERSUS AUDITED 
INFORMATION 


Our questionnaire also gathered evi- 
dence on whether our university respon- 
dents preferred audited rather than un- 
audited information relating to our nine 
social items. It did not seem unreasonable 
to suspect that, all else being equal, many 
respondents would prefer audited to 
unaudited information. However, all 
else is not equal, since an audit is not 
costless. Therefore, we attempted to 
„guard against the possibility that the 
respondents might ignore the cost of 
providing audited information by asking 
them to rate each of the nine social items 
on the degree of financial sacrifice that 
they would be willing to make in order 
to obtain the information. Each item was 
to be rated on both an unaudited and 
audited basis by assigning a number from 
the following scale: 5=none, 4=very 
little, 3=little, 2=moderate, and 1— 
substantial. The respondents’ mean 
rating scores and the relative ranks for 
the means for both unaudited and audited 
information are presented in Table 2, 
columns 7 through 10. 

The mean scores represent the degree 
of willingness to incur a financial sacrifice 
for audited versus unaudited informa- 
tion, as evidenced by the presence or lack 
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of a statistically significant shift in the 
rating distributions. As seen in Table 2, 
all of the audited mean-rating scores are 
lower than their unaudited counterparts. 
Also, all but two (items 8 and 9) of the 
nine unaudited/audited rating distribu- 
tion pairs are significantly different at an 
alpha of 0.05, based on our application 
of the Mann-Whitney U test to the 
paired distributions. The seven signifi- 
cantly different rating distributions tend 
to indicate that to the extent that infor- 
mation is to be presented, some of our 
respondents prefer audited to unaudited 
information enough to incur a differential 
cost to obtain it. 

There is a high degree of correspon- 
dence between the unaudited and audited 
relative rankings. The Spearman rank 
order correlation coefficient between the 
two sets of ranks is 0.967 and is significant 
at an alpha of 0.01. Thus, it does not 
appear that an audit would significantly 
change the relative preference ordering 
of the items vis-d-vis unaudited informa- 
tion. If the preference ordering had 
changed due to an audit, the results might 
then have been interpreted by some 
readers as additional evidence pointing 
toward the need for an audit for some of 
the items. 


SUMMARY PREFERENCE ORDERING OF 
THE NINE SOCIAL ÍTEMS 


In a preceding section, we advanced a 
tentative conclusion that university in- 
vestors may not represent a strong source 
of demand for social responsibility re- 
porting. This was a general conclusion 
in the sense that it was derived from an 
aggregate impression created by the 
data. However, we recognize that the 
decision as to whether one or more of the 
items should be disclosed, as part of the 
corporate financial reporting process, is 
ultimately a policy question. As a policy 
question, the disclosure decision may 
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TABLE 4 





SUMMARY PREFERENCE ORDER OF THE NINE SOCIAL INFORMATION ITEMS 








Information 


1. Improper or illegal business or political practices 
2. Equal opportunity employment practices 
. Sale of tobacco or alcoholic beverages 


A w 


ardous to human health or safety 
. Pollution of the environment 


Nonpollution-related environmental issues 
. Sale of military equipment 
Charitable contributions 


о фо га кл 





involve factors not comprehended by our 
empirical study. Hence, this section at- 
tempts to provide a potential summary 
evaluation of our respondents’ prefer- 
ence ordering of the nine social informa- 
tion items. 

The intraquestion ranks for relative 
importance, investment policies, and au- 
dited information,® as presented previ- 
ously in Tables 2 and 3, each implies a 
relative preference ordering for the nine 
social items. Table 4 repeats the three sets 
of rank-ordered preferences contained 
in earlier tables. 

' In examining Table 4, a question arises 
as to which set of ranks best represents 
the ordered preferences of .our respon- 
dents. One of the striking features of 
Table 4 is that, with the exception of item 
3, it does not make much difference on 
which set of ranks we focus, since the 
three sets of ranks exhibit a high degree 
- of interquestion consistency. 

As statistical support for the visual 
impression of the high degree of inter- 
question consistency exhibited in Table 4, 
we calculated a Kendall coefficient. of 
concordance (W) for the three sets of 
ranks in Table 4. W measures the degree 


Policies Importance Audited 
(Table 3) (Table 2) (Table 2) the Ranks order 


. Sale of products (other than 3 above) potentially haz- 


Business activities in countries with limited civil rights 


Ranks ; 
Overall 
Sum of Rank- 


1 1 1 3 1 
2 2 2 6 2 
2 8 6 16 5 
4 3 3 10 3 
5 4 4 “13 4 
6^7 7 5 18 6 
7 6 7 20 7 
8 3 9 22 & 
9 9 8 9 





of association among k sets of rankings 
and is linearly related to the average 
Spearman correlation coefficient taken 
over all groups of ranks. The resulting W 
was equal to 0.977 and was significant at 
an alpha of less than 0.01. Since the upper. 
limit for W is equal to 1, our high W and 
its significance confirm a high degree of 
interquestion consistency in the rankings 
of the nine items. . 

As pointed out in Siegel [1956, p. 237],. 
Kendall “suggests that the best estimate 
of the ‘true’ rankings of the N objects is 
provided, when W is significant, by the 
order of the. various sums of ranks." 
Therefore, we have provided in the last 
two columns of Table 4 the sum of the 
ranks for each item and the overall rank- 
order of the items based on their sums of 
ranks. Assuming that each of the three 
sets of rankings is an equally valid mea- 
sure of interest, the overall rank-order in 
the last column of Table 4 might repre- 
sent a reasonable guide to the respon- 


8 Since the unaudited and audited ranks are highly 
correlated, it does not make much difference which set 
of ranks we chose for the display of implied order of 
preference. We selected the audited ranks because there 
appears to be some preference for audited information. 
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dents’ order of interest in each of the nine 
items of social information.? 


SUMMARY 


We mailed a questionnaire to a sample 
of 500 university chief financial officers 
and received 292 usable responses. The 
questionnaire sought evidence relating 
to university investor interest in, and 
demand for, information concerning nine 
areas of corporate social responsibility. 
Our results indicated that 15 percent of 
our respondents had their investments 
restricted by law to certificates of de- 
posits and government securities. Fur- 
thermore, as many as 40.] percent of our 
respondents could not invest or, if they 
could invest, they did not appear to pro- 
vide guidelines to their external man- 
agers. Of the 44.9 percent of our respon- 
dents who did or were thinking about 
providing guidelines, a substantial ma- 
jority did not consider a firm's degree of 
negative involvement in the nine social 
activities as variables in their investment 
decision-making process. Also, the rela- 
tive importance to their investment de- 
cisions of information relating to eight 
of the nine items was lower than any of 
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the six standard financial items included 
in the survey. From these results, we 


advance the ientative conclusion that ^ 


universities, as investors, may not repre- 
sent a strong source of demand for many 
of the topics that might be covered by 
external corporate social responsibility 
reporting. 

Our results also tended to indicate that 
our respondents had a preference for 
audited versus unaudited information. 
Furthermore, they appear to believe 
that there is a limited availability of in- 
formation relating to corporate involve- 
ment and perrormance in many of the 
nine social activity areas covered by our 
survey. 


9 With respect to item 3, we are at somewhat of a loss 
to explain the large variation between the rank assigned 
under “Policies” and the ranks for the other two ques- 
tions. We do know that some church-related universi- 
ties have for some years maintained a policy against 
smoking and drinking. Thus, the only information that 
they would need to make operational a non-selective 
policy against investment in such firms is readily avail- 
able. This could account for the high policy rank and 
the low importance and audit value ranks. Hence, it is 
possible that the policy rank of 2 overstates,vis-d-vis the 
other item ranks, tke interest in this item. If this i is true, 
the overall rank of 5 may be too high. 
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The Nature of Income Measurement 


William Н. Beaver and Joel S. Demski 


ABSTRACT: Theory and practice of financial reporting are typically centered on the 
notion of income measurement. \п this article, the authors adopt a fundamental measure- 
ment perspective. Income measurement is then argued to exist in a world of complete 
and perfect markets, but not necessarily otherwise. Hence, at a fundamental level the 
central feature of financial reporting cannot be income measurement. The writers then 
offer a reinterpretation of income reporting and accrual notions in terms of a "cost- 


effective’ communication procedure. 


INANCIAL reporting is heavily con- 

cerned with income ‘measure- 

ment.” Theorists have, for decades, 
argued the nature of income and how best 
to measure it. Practitioners define their 
task in terms of income measurement. In 
turn, the FASB’s reaffirmation of the 
importance of income [FASB, 1976] 
raises renewed interest in the measure- 
merit issue and provides a motivation for 
our paper.  - 

In particular, the purpose of this paper 
is to explore the nature of income mea- 
surement. We offer initially a strict 
fundamental measurement perspective 
in which income measurement is viewed 
as the representation of a preference 
ordering on a firm’s production plans. 
Such a measure exists and is open to a 
straightforward present-value interpre- 
tation in the usual economic setting of 
perfect and complete markets. Unfortu- 
nately, these market assumptions render 
the measure superfluous. Movement to a 
setting of imperfect or incomplete mar- 
kets is necessary for economic returns to 
such measurement to exist, but the de- 
sired measurement does not necessarily 
exist in such a setting. 

Abandoning the fundamental mea- 
surement perspective, we then offer a 
reinterpretation of income measurement 
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as а noisy communication process that 
may be more useful than a strictly cash 
flow measure and more cost effective than 
a more ambitious disclosure policy. In 
this communication setting, however, we 
do not view the reported, datum as a 
measure in the fundamental sense. 

The paper consists of four sections. 
In the first we review the traditional 
notion of income measurement in a con- 
ventional neoclassical setting under sub- 
jective certainty. In the second section we 
extend the discussion to an uncertain 
setting where complete and perfect mar- 
kets are retained. Incomplete markets 
and the possibility of fundamental in- 
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come measurement in such a setting аге 2s 
discussed in the third section. Finally, 


our reinterpretation of financial. reporting 
as a noisy communication process in the 
light of potentially impossible funda- 
mental measurement is procedi in ше 
fourth section.. 


incon Mitra TOC CERTAN 
WORLD WITH PERFECT AND | . 
COMPLETE MARKETS 


Consider a conventional economic 


setting іп which non-satiating households : 


supply various factors of production and 
consume various commodities that are 


produced by various firms employing the 


supplied factors. The market structure is 
complete in the sense that all consump- 
tion goods as well as all factors of pro- 


duction are traded in organized markets. - 


And each such market is perfect in the 


sense that prices are known by all-agents, - 
no transactions costs of any form аге. 


present, all agents behave as strict price 
takers, and the transaction technology is 
convex. 


the prevailing price. - 

Initially, we focus on an instantaneous 
setting in which some firm acquires re- 
sources and instantaneously transforms 
these factors into salable consumption 
goods. Let the m dimensional vector 


{= (d, 


(у 
consumption goods produced. Finally, 
let P denote the m+n dimensional price 


vector. We call the ‘receipts less the ex- · 


penditures of this income: 
же а Es NT 
I= Y Рр > Pay 0 
desti 


Ata fundamental feni we would term 


Moreover, we presüme the- 
economy is: at an equilibrium, in which · 
supply and demand offers are equated a at 


*, qs) denote the list of factor _ 
quantities acquired by our firm in ques- ` 
: tion. Also let the n dimensional vector 
r,) denote the quantities of. 
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this an income measure. One of the fea- 


_ tures of the neoclassical setting is that the 
_heterogeneous individual shareholders . 


are unanimous in their rankings of 


.alternative production plans for the 


various firms in the economy [Radner, 
19741]. 
This ranking is represented by the 


P income ‘measure in Equation (1) In 
.. particular, one production planis as good 


as. another if and only if it leads to an 
income measure that is not lower.” Each 
individual is assumed to be nonsatiating, 
(i.e. each prefers more consumption 
to- less). With perfect and complete 
markets, an increase in the individual’s 
wealth is commensurate with more con- 
sumption. And with the firm’s income 
increased, each shareholder’s wealth is 
increased. Thus, the income measure 
is well-defined here—receipts less ex- 
penditures—and the firms are described 


as behaving as if "hey. maximized the 


income measure. ^ 

Extension to a multiperiod . setting 
retains the income measure description, 
but in a more familiar present-value for- 
mat. We merely recognize production 


` factors and consumption goods in each 


period and decompose the initial period 
measure in the obvious manner: that is, 
a period’s income is now defined as the 


change in the present-value of the future, 
 réceipts during that period. This provides 
a Series Of income measures, one for each 
"period, such that their sum equals the 


firm's net receipts over the horizon and 
such that vector „maximization of- the 


1 Fractiorial qiantitics of, all factors and commodities . 
are available. 
S io ore preciso onus, we have (wit a given ad of 


| endowments and prices) a set of production plans that 


is rank-ordered їп a complete. and transitive manner. 
This is then represented by an income measure mapping 


* the production‘ plans into ‘the real numbers and using 


the >relation. defined on the real numbers. See Jjrii . 
[1967], Coombs s et al. 1970) Krantz ег al. [1971], and 


Mock E 
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measures is equivalent to present-value 
maximization. 

We conclude this brief summary of in- 
come measurement in a conventional 
neoclassical setting with several addi- 
tional points. First, the emphasis is on 
fundamental measurement. We have 
existence of a mapping from alternative 
production plans into the real line that 
(using the > relation) represents a 
complete and transitive ranking of pro- 
duction plans.* The measure is by no 
means unique, but it surely exists and is 
open to straightforward, conventional 
interpretation. Second, since plans, possi- 
bilities, and market prices are all known, 
no one would pay an agent to report this 
measure. Income is already known or is 
costlessly constructable by each agent. 
This, of course, follows from the assump- 
tions of certainty and perfect and com- 
plete markets. 

Third, the distinction between ex post 
and ex ante measurement is unimportant. 
At each intermediate point in time, the 
market value of the firm’s assets (and 
claims against those assets) is known 
because complete and perfect markets 
exist. Moreover, an outcome which re- 
sults in higher market value and higher 
net income is preferred. Hence, the net 
income measure easily and unambigu- 
ously performs the role of ranking out- 
comes as well. Indeed, with subjective 
certainty assumed, the ex ante and ex 
post measures will be identical. 


INCOME MEASUREMENT IN AN UNCERTAIN 
WORLD WITH PERFECT AND 
COMPLETE MARKETS 


Movement to an uncertain world 
leaves the above argument intact, pro- 
vided we endow the economy with an 
appropriately rich set of perfect markets. 
In such a setting, the precise productive 
outcome is unknown at the time of 


production. We model this uncertainty: 
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in the usual way, by introducing a state 
variable, denoted seS, such that any 
productive outcome is precisely deter- 
mined by the productive act chosen and 
which state of nature obtains [Debreu, 
1959, especially Chapter 7]. 

This provides a basis for trading in 
factors and consumption goods con- 
tingent on which state actually obtains. 
That is, complete insurance arrange- 
ments are possible, through the mecha- 
nism of event contingent trading. (Note 


that we assume all agents eventually ~ 


learn which state does obtain, otherwise 
their trade arrangements would be con- 
strained to be equal across state occur- 
rences they are unable to distinguish.) 

Return now to our instantaneous pro- 
duction setting in (1). With state indexing, 
q' —(qi,**. Чы) now denotes the quanti- 
ties of factors acquired if and only if state 
s obtains. Similarly, 7° = (01, °°°, 7%) de- 
notes the quantities of consumption 
goods produced if and only if state s ob- 
tains; and P* denotes the corresponding 
price vector. Suppose there are / possible 
states. Then the firm's production plan is 
an ¢ dimensional list of puts output 
combinations: 


3 An interesting feature of this income measure is that 
none of the usual income measurement conundrums, 
such as depreciation in the sense of cost allocation, arise 
in this setting. To be sure, we may interpret the periodic 
income measure as consisting of periodic cash flow less 
depreciation. But it is unnecessary to view the deprecia- 
tion datum as an allocation of some cost. To see this, 
consider a situation in which factors acquired in one 
period produce receipts in several future periods. In a 
completely rich market setting, any factors carried over 
from one period to the next are marketable with a known 
price. In that sense no conventional accrual concepts are 
involved; nor, for that matter, is any conventional de- 
preciation in the sense of interperiod allocation of a pur- 
chase price involved. Moreover, the perfect markets 
assumption ensures the equivalence among present 
value, replacement cost, and exit value measures. 

+ Somewhat casually, we say a ranking of elements in 
a set is complete if all elements in the set are ranked. 
Similarly, the ranking is transitive when one element is 
ranked ahead of a second and the second is ranked 
ahead of a third necessarily implies the first is ranked 
ahead of the third. 


м 


` Beaver and Demski ` 


(a, 7), Gr) 


and thé income of such a firm with such a 
plan is defined as 
mtn 


4 m 
m p 2, 1 Ру) - È ғи) 2) 


Note in particular that—with the com- 
plete and perfect markets assumption— 
there is a market valuation of each possi- 
ble production plan. That is, even ack- 
nowledging uncertain returns, the pre- 
sumed rich set of perfect markets allows 
for an unambiguous (market) valuation 
of the firm's production plan. And now 
repeating the prior argument, we again 
view this valuation as representing the 
unanimous preference ordering on the set 
of possible production plans. 

Of course, we have merely expanded 
the notions of factor and commodity in 
the original setting. Thus, with such a 
rich set of markets, all that was said before 
extends with equal force. In particular, 
the income measure exists in a funda- 
mental sense, and we would not pay any- 
one to provide it because the component 


items are already assumed known. In . 


sbort, existence of uncertainty in and of 
itself creates no problems with, or interest 
in, income measurement. 

Further note that the ex ante and 
ex post measures are now influenced by 


‘the state variable. Before the event, the 


firm's production plan called for pro- 
duction.of r^ if state 1 obtains, r? if state 2 
obtains, and so on, using some appro- 
priate ‘state contingent factor schedule 
and resulting in the contemporaneous 
income measure in Equation (2). After 
the fact, state $ has obtained, г" was ac- 
tually produced, and qf was actually used. 


However, under either perspective, the 


income measure. represents a unanimous 
ranking (of production plans in the ex 
ante perspective and outcomes in the ex 


. post perspective) Hence, as in the cer- 
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tainty case, the distinction is a trivial one, 
because both perspectives can be easily 
reconciled. 

It is clear, however, that such a rich 
set of markets is incongruent with the 
existent economic structure. We, there- 
fore, turn to the incomplete markets 
setting, in which all conceivable state 
contingent trades are not available; 
rather, only a proper subset are. 


INCOME MEASUREMENT IN AN UNCERTAIN 
WORLD WITH INCOMPLETE MARKETS 


A setting of imperfect and incomplete 
markets is important because it is more 
realistic than the setting discussed above. 
Concentration on the incomplete setting 
is, however, sufficient for our purpose. In 
this setting, the firm is still envisioned as 
specifying a production plan consisting 
of state-contingent inputs and outputs. 
The only difference is that some of the 
inputs and outputs cannot be traded in 
organized markets. At one level, the 
firm may not have markets for certain 
assets and liabilities, such as outcomes 
from research and development expendi- 


.tures, petroleum reserves, rights to ac- 


celerated depreciation for tax purposes 
on its assets, used equipment and the like 
[Arthur Andersen, 1977]. At another 
level, the non-existence of futures and 
insurance markets (except in a limited 
number of cases) provides prima facie 
evidence of the lack of such completeness. 

Without marketability of all of the 
factors and commodities, it is possible to, 
lose the unanimous ranking of-alterna- 
tive production plans. Some shareholders 
may prefer one plan over another based 
on nonmarketable commodities. And 
without trading opportunities, there is no 
way to resolve, via the implicit compen- 
sation mechanism of trade, the differ- 
ences in taste. That is, in a regime of 
complete and perfect markets, income 
maximization is unanimously preferred 
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because it is commensurate with in- 
creased consumption. But without access 
to some markets, irreconcilable conflicts 
may arise. Shareholders may, for exam- 
ple, display heterogeneous tastes in rank- 
ing production plans because of non- 
marketable assets which each possesses.? 

It is, of course, possible to construct 
settings in which unanimous agreement 
on production plans does exist in an 
incomplete market setting. For example, 
if a proposed production plan is spanned 
by existing plans (from an existing 
equilibrium) unanimity will exist and 
prices can be used to evaluate the 
proposed plan. Similarly, unanimity ex- 
ists in the mean-variance world of modern 
finance. [Ekern and Wilson, 1974; Rad- 
ner, 1974b.] 

But even when unanimity does occur 
‚ in this setting, it is not necessarily repre- 
sented by an income measure in апу 
traditional sense. Under monopolistic 
conditions, the firm’s owners, for exam- 
ple, may be unanimous in not seeking to 
maximize the firm’s market value. And 
їп such a setting representation of the 
unanimous tastes amounts to representa- 
tion of subjective tastes. The measure, in 
other words, becomes entirely subjective; 
and in this sense it does not enjoy the 
supposed objectivity of the traditional 
income measure of resting on observed 
prices. 

The important point, though, is that 
unanimity in the rankings of production 
plans is not necessarily present here. In 
such a case, the firm may simply be 
unable to select between two alternative 
production plans. (Game theory solu- 
tion concepts, for example, often result in 
exasperatingly rich sets of possible solu- 
tions and no basis for distinguishing 
among them.) Thus, some plans are 
non-comparable. Indeed the ranking may 
even be intransitive. 

Income measurement, on the other 


The Accounting Review, January 1979 


hand, is viewed as a mapping from a set 
of production plans into the real line 
(with plans ranked by the magnitude of 
this income). If such a measure represents 
a ranking of the alternative production 
plans, then that ranking must be com- 
plete and transitive. The income measure, 
that is, maps from the entire set of plans 
and it is surely transitive. Hence, what- 
ever it represents must be complete and 
transitive. But the ranking of production 
plans is not necessarily complete and 
transitive in this setting. Thus, funda- 
mental income measurement, in the sense 
of representing a unanimous ranking of 
alternative production plans for the firm, 
is not necessarily possible here. 

Financial reporting cannot, therefore, 
be described in terms of income measure- 
ment in this setting of incomplete mar- 
kets. 


A POSSIBLE REINTERPRETATION 


What, then, is the nature of income? 
One possible answer is available if we 
more closely examine the nature of the 
economy with incomplete markets. A 
particular firm offers a complex set of 


5 To illustrate, corsider a three-commodity world (x, 
В, and y) and a firm that must select one of the three pro- 
duction plans listed below (For example, the three com- 
modities could be consumption in three states of the 
world.): 





Net Production Pian 1 Plan 2 Plan 3 
a 45 40 35 
В 20 30 34 
7 8 5 10 


Three owners equally share in the returns and no market 
for either commodity exists. Their respective utility 
functions and evaluations are: 


Indi- U, U, U, U, 








vidual (а, В, у) (45, 20, 8) (40,30, 5) (35,34,10) 
1 Met Bey 18 115 114 
2 а+8 65 70 69 
3 y 8B 5 10 


Observe that all three disagree on the best plan and that, 


under majority voting, they will be intransitive. 
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state-contingent production plans, but 
many individuals (e.g., investors) do-not 
distinguish among the various states to 
the extent that the firm’s management 
does. This is a major reason for market 
incompleteness. Hence, the firm now 
possesses information that is potentially 
useful to individuals external to its direct 
operations, 

Such information may be useful in the 
sense of revising beliefs before decisions 
(e.g., investment decisions) are made 
(termed pre-decision information). It 
may also be useful in terms of providing 
a basis for contracting, as exemplified by 
cost-plus payment arrangements, divi- 
dend restrictions stated in terms of in- 
come, managerial incentive arrangements 
based on income, and so on (termed post- 
decision information). Of course, these 
two roles may occur simultaneously in a 
multiperiod world [Radner, 1974a]. 

In transmitting this information, for 
either or both purposes, a number of 
options become interesting once we 
recognize costliness of the communica- 
tion process. The firm might list its speci- 
fic (r$, 4) realizations, which would be 
potentially useful because not everyone 
(or anyone) is presumed to observe $, 
But this is a vast undertaking. Alterna- 
tively, it might list its ending cash 
balance, say qf. An intermediate role is 
to aggregate the (rf, 4“) realizations with 
the introduction of various groupings 
and allocations (which can be interpreted 
as use of pseudo prices for non-market- 
able factors and commodities). Presum- 
ably, this notion of accrual accounting is 
a cost-effective alternative. 

However, the crux of the argument on 
behalf of accrual accounting rests on the 
premise that (1) reported income under 
accrual accounting rules conveys more 
information than a less ambitious cash- 
flow-oriented accounting system would, 
(2) accrual accounting is the most effi- 
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cient means to convey this additional 
information, and, as a corollary, (3) the 
“value” of such additional information 
system exceeds its "cost." 

Income reporting under accrual rules, 
then, is neither “good” nor “bad” as 
such. Rather, it may bea desirable middle 
ground between more and less reporting. 
But interpreted in this light, it derives its 
support from the information it conveys 
(at whatever cost) and not from such 
criteria as “more income is better than 
less." Indeed, there is no reason to label 
the bottom line as “income.” (Of cotrse, 
there is no reason not to label it as 
“income” either.)? 

This is further discussed below, where 
we focus more explicitly on the pre- and 
post-decision settings. 


PRE-DECISION INFORMATION 


Consider the pre-decision perspective 
in the AICPA Objectives Study [1973] 
and the Tentative Conclusions of the 
FASB’s Conceptual Framework Project 
[1976]. Both studies adopt the view that 
the primary purpose of financial state- 
ments is to provide information to some 
defined class of users (e.g., investors and 
creditors in the case of the FASB).? At 
the same time, they also support the use- 
fulness of income reporting as a vehicle 


6 Note that with cash also reported we can meaning- 
fully speak of “more” information in this context, 

7 Though the terminology differs, this is the spirit of 
Sorter’s [1969] “events” approach in which the proper 
combination of “aggregation” and "valuation" are 
sought so as to balance information demands and cost. 
And by extending the argument we may find accrual 
procedures to be that happy medium. 

8 Although portions of the conceptual framework 
create ambiguity regarding the extent to which the FASB 
intends to adopt an informational perspective, recent 
statements by Sprouse [1977] at an Annual Meeting of 
the American Accounting Association confirm this in- 
formational perspective. In answer to advocates of the 
"full disclosure" approach to financial reporting, 
Sprouse responded with a view of income as a cost» 
effective alternative to a comprehensive disclosure 
policy. : 
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for providing the desired information. 
By implication, they have reached a 
a judgment regarding the three issues 
noted above. 

However, the basis for this judgment 
is less than clear. As indicated earlier, 
accounting income rules can be viewed 
as resulting in aggregations over quanti- 
ties and prices. If the aggregated number 
which results is a sufficient statistic, 
there is no loss of information. In this 
situation, there is a potential savings in 
cost of processing, and the income-rule 
question is resolved on pure efficiency 
grounds [Feltham, 1977]. 

In general, of course, there will be a loss 
of information. In this case, heterogeneity 
of preferences for income rules may arise 
because the “value” and “cost” of the 
information may fall differently across 
users. A lack of unanimity regarding 
preferences for income rules obviously 
characterizes many of our popular con- 
troversies. This occurs for the same rea- 
sons that we lack unanimity with regard 
to production plans; indeed, it is a by- 
product of the basic argument because 
information is, strictly speaking, a factor 
of production. 

In a world where markets (for infor- 
mation) were perfect and complete, this 
heterogeneity could be accommodated 
by some market-based or elaborate con- 
tracing mechanism. Gonedes and Do- 
puch [1974], among others, have alluded 
to the possibility that accounting infor- 
mation may induce externalities (and in 
the limit, a type of public good). In such 
a situation, some form of collective ac- 
tion may appear, either in the form of 
private sector self-regulation (e.g., FASB) 
or a public-sector-mandated system (e.g., 
Securities and Exchange Commission). 

Contextually, however, there is one 
important distinction between the mea- 
surement and information viewpoints 
that is worth noting. For certain classes 
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of controversies over *most-preferred" 
income rules, the major alternatives can 
be reported via an essentially costless 
disclosure policy. The measurement ap- 
proach would still attempt to resolve the 


` issue as to which rule results in the “best” 


measure of income (within limits imposed 
by nonuniqueness of the measures). How- 
ever, from an informational perspective, · 
the issue is not a substantive one. While 
this constitutes a special case from an 
analytical point of view, empirically 
many popular accounting controversies 
fall into this category. Examples include 
interperiod tax allocation, accounting 
for the investment credit, and certain 
aspects of accounting for business combi- 
nations? From an informational per- 
spective, substantive issues occur where 
disclosure or cost is at least implicitly 
involved. Examples would be replace- 
ment cost accounting, foreign currency 
translation, segment reporting, and “‘fair 
value" aspects of business combinations. 

In any event, the jump from a desire to 
supply information to income reporting 
as a desirable vehicle for such reporting 
remains unclear. Appeal to fundamental 
measurement arguments is inadequate. 
On the other hand, the income orienta- 
tion may be rationalized with a costly 
communication perspective. But the stud- 
ies in question have not professed such a 
perspective. 


Posr-DECISION INFORMATION 


Essentially the same observations 
emerge in the post-decision setting of 
traditional stewardship reporting in 
which the ex post reported income datum 
is used for contingent contracting pur- 
poses. An employment contract based 
on a target income goal requires ex post 


? This implicitly assumes that the format of disclosure 
does not convey information or otherwise affect the 
firm's production and financing opportunity set. 


* 


Fog 


tied 
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income reporting, a cost-plus contract 
requires ex post reporting, a current ratio 
constraint on a lender requires ex post 
balance sheet reporting, and so on. And 
in each instance, the motivation for re- 
porting rests on the improved allocations 
which such reporting provides, and not 
on such ‘criteria as “more income is 
better than less.” From an informational 
perspective we analyze this setting just as 
the pre-decision setting was analyzed. 

Accrual-income measures may again 
be interpreted as a middle ground be- 
tween extensive reporting of production 
plans and results and cash basis reporting 
that can be rationalized on cost-of-infor- 
mation grounds. In special cases resolu- 
tion of the “proper” aggregation is 
straight-forward (e.g., when an aggregate 
datum is a less costly sufficient statistic 
for the more useful datum). But in gen- 
eral, we expect heterogeneity of pref- 
erences for information systems, which 
are resolved via non-market determina- 
tion mechanisms. And our basic point 
remains: choice of an income rule cannot 
be resolved by applying fundamental 


measurement arguments. 


SUMMARY 
In a regime of incomplete markets, 
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income measurement in a fundamental 
sense does not describe what accountants 
do. A condition for fundamental mea- 
surement may be missing in cases where 
we would commit scarce resources to 
production of accounting numbers. An 
informational perspective does, however, 
describe the accountant’s activity. But it 
raises deep concerns over the role of the 
income concept. Matching of costs and 
revenues, for example, is not an under- 
lying notion here. Rather, the case for 
income rests on the assumption of-aggre- 
gating more informative but also more 
costly data such that a cost-effective 
communication mechanism is obtained. 
However, this assumption is problem- 
atical, and in our view, one challenge to 
accounting theorists is to address the 
primitive question of the propriety of the 
accrual concept of income. 


10 Recent articles have expressed reservations about 
various deficiencies in income as a fundamental measure 
and about present value as a valuation mechanism 
(Ashton [1977] Bromwich [1977], McIntyre [1977], 
Peasnell [1977], and Scapens [1978]. The expressed 
concerns arise because of some assumed incompleteness 
(or imperfection) in the markets. Hopefully, the frame- 
work provided here will serve to synthesize these con- 
cerns and to provide some “convergence” on this long- 
standing debate. 
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ABSTRACT: This paper traces advances in the art of governmental accounting in 
Massachusetts to approximately 1800. The material studied as a basis for the paper was 
drawn, for the most part, from original source documents in the Massachusetts Archives, 
supplemented by readings from Boston town records. The advances noted appear to 
follow an evolutionary process, culminating in a double-entry appropriation system in use 
in the colony in the years 1754—1775. Boston appears to have been using a double-entry 
system by the 1780s. The paper also makes note of a double-entry appropriation system 
for use by municipalities described in The Town Officer [Freeman. 1791]. The systems 
encountered appear to be in advance of systems used in Europe during this same period. 


CCOUNTING historians, for the most 
A part, have not been overly im- 

pressed with the state of the art as 
practiced in colonial America. The “Ital- 
ian Method" is almost entirely lacking in 
early commercial records, and the wide- 
spread single-entry bookkeeping in use, 
with few exceptions, is rudimentary and 
full of inaccuracies. 

Baxter, in his interesting and thought- 
provoking article “Accounting in Co- 
lonial America” [Baxter, 1956], offered 
some plausible reasons for this state of 
affairs that provided a measure of solace 
to American historians, but colonial 
accountants were still constrained to seat 
ourselves “below the salt” at any serious 
gathering of international accounting 
historians. However, some recent dis- 
coveries by this writer in the Massa- 
chusetts State Archives suggest that in 
accounting related to government, the 
American colonial accountant more than 
held his own. The Treasurer of the Col- 
ony of Massachusetts was using double- 
entry budgetary accounting in 1754. 

Baxter [1956] pointed out that the 


‘colonial merchant did not need double- 
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entry bookkeeping. He had no particular 
need to determine “profit” at regular 
intervals; he was accountable in terms of 
income to no taxing authority; his “net 
worth” was in terms of acres of land, 
livestock, bushels of grain, shares in 
shipping joint ventures, and a variety of 
claims due from and to other people. 
Only to a limited extent was any part 
capable of being turned into quick cash. 
His single-entry bookkeeping enabled 
him to keep track of what was not physi- 
cally at hand, namely his accounts with 
his debtors and creditors, and, even if 
rudimentary, it worked well enough 
subject to an occasional adjustment “to 
agree his balance with my balance.” 

It occurred to me that if there is a con- 
nection between accountability and the 
state of the accounting art, the account- 
ing historian in America has been looking 
under the wrong stones. The account- 
ability factor, missing in the commercial 
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arena, was present in the governmental 
fiscal system—and uniquely so in Massa- 
chusetts from the earliest days. 

The Massachusetts Bay Company was 
incorporated in 1629 as a business enter- 
prise—a joint stock company account- 
able to its English stockholders. Its 
Court of Assistants (Board of Directors) 
managed the company and reported 
quarterly to the ‘““Generalitie” of stock- 
holders in “General Court.” The ac- 
counts were “audited” by duly ap- 
pointed “auditors” in London before the 
first -planters sailed for New England. 
` The form was similar to that underlying 
the other English colonizing ventures of 
the times—The Viriginia Company, the 
Plymouth Company, etc.—but The Mas- 
sachusetts Bay Company was unique in 
one respect. The “Management” and 
Charter were effectively moved to Mas- 
sachusetts almost immediately, and over 
the years 1630-1640, as the old com- 
mercial venture took on the attributes of 
a self-sustaining civilian entity, much of 
the old business relationship between the 
Generalitie and the Court of Assistants 
carried over to the structure of the Civil 
government. In 1645, to help strengthen 
the fiscal relationship between the ““Man- 
agement” and the evolving towns, which 
through taxation were providing the bulk 
of the revenues, the General Court ap- 
proved the creation of the post of Auditor 
General and wrote a lengthy job-descrip- 
tion to fit the post. Each town Sent its 
deputies to the General Court and 
through these representatives, was en- 
titled to an on-the-spot accounting each 
year. M 

The actual books of account for the 
province prior to 1753 are missing, but 
the Massachusetts State Archives have 
the reports of the treasurers back to the 


1650s. I propose to examine the advances ` 


made in the provincial accounts during 
the hundred years prior to the revolution 


The Accounting Review, January 1979 


by looking at the Treasurer's Report for 
1675-1679, the accounts rendered in the 
1740s, and the actual accounting records 
for the year 1754. I will also consider the 
accounts for the town of Boston in the 
1790s. 


THE TREASURER'S REPORT 1675/1679 


The Treasurer prepared a single report 
covering the years 1675 to 1679, from the 
commencement of King Philip's War to 
about 18 months beyond the official 
close of the war on February 12, 1678 
[Mass. Archives]. The additional time 
probably allowed for submission of all 
charges and ccllection of the various 
"Rates" against the towns for revenues 
to pay the bills. 

The Report consists of four double- 
folio pages, the left folio showing “debits” 
representing expenditures, and the right 
"folio" showing “credits,” representing 
income. The usual “То” and “By” pre- 
fixes are used to round out the double- 
entry format. Each of the 73 classified 
line items comprising the expenditures is 
cross-referenced to what is almost cer- 
tainly a supporting ledger page, and the ` 
amount brought into the Report foreach 
line item appears to be the total of the 
detail set forth on the ledger pages. 
Figures 1 and 2 of the Appendix show 
the debit and credit sides of the first 
double-folio page. Note also that the 
line items in the Report do not follow 
the sequence of the ledger pages. Like 
items were grouped together into ten 
major expenditure classifications and 
subtotals derived for each of these 
classes. Revenues were similarly classified 
into logical groupings. 

The stark realities of the Indian War 
come down to us in one laconic entry, an 
*accop' curr"" (account current) in- 
cluded in "payments to persons" 


“To Scalps. that accop! curr' for allowances 
to severall for slaying sculking Indians £21.2 
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FIGURE | 
Condensed Report 1675/1679 
To payments to persons £34,672. 9.11 By assessments £30,914.17.10 
To disburst for provant (food) 2,723.10. 5 By former Treasurer 8,466. 8. 7 
To disburst for clothing 1,762. 6. 6 By captives-proceeds of sale 339.18. 0 
To disburst for magazine (guns, etc.) 1,038.15. З By fines 340. 8. 6 
To disburst for the traine (supplies) 428.16. 2 By customs, net 3,766. 8. 2 
dne en ————— ——— By apparel, sold 550. 8. 8 
о ре of the warr, as afore 40,625.18. 3 » 

To disbursements relating to By sundry sales part 2 

Civill Goverment 8,917.13. 8 By sundries 630.12. 0 
To disbursment relating both By amount due by County of York 305.13. 2 

to the warr and СУЩ . . 

Goverment as afore 2,304. 6. 7 By military re-imbursements 1,000. 0. 0 
To fodder 91. 0. о By mint coinage 80. 0. 0 
'To several towns (abatements) 472. 2. 4 By several towns 3,869.12. 8 
To remaining accounts receivable By miscellaneous (seven items) 127.10. 4 
for which Treasurer is to be 127.18. 5 Ву balance due to Tr:asurer 1,773. 0.11 

accountable _ 

£52,538.19. 3 


Indian captives were sold into slavery in 
the West Indies, which explains the 
revenue item 


“By captives—proceeds of sale  £399.18.0 


Figure 1 is a condensed version which 
has been prepared to show the overall 
format. Individual line items of expendi- 
tures have been omitted but the subtotal 
for each related grouping is shown. Seven 
small classifications of revenues have 
been combined as “Miscellaneous.” 

There are several features of the Report 
that are worth noting: 


1. Itis nota cash receipts and disburse- 
ments account. Total assessments 
(£30,914.17.10) are accrued and, to 
the extent not collected, subse- 
quently abated (£472.2.4). The last 
debit entry charges the Treasurer 
with amounts still to be collected. 

2. The income items are credits, and 
the expenditures debits, compatible 
with postings to “‘fictitious” ac- 
counts in a double-entry system. 

3. The expenditures in the Report in- 
volve 73 classified line items, each 


£52,538.19. 3 


referenced to a ledger page. The 
classification is not carried to ex- 
tremes as evidenced by the follow- 
ing item: 


To Miscellaneous that accp' curr for severalls 
ax mixed and rated together as not well to be 
placed to distinct accp' £54.2.0 


I have written confidently of “ledgers,” 
although I do not assert these were 
necessarily part of a double-entry system. 
The confidence is based on the wording 
of the extremely interesting Audit Certifi- 
cate written on the last pages which 
reads: 


In Obedience to an order of y? Honored Gen! 
Court, Dated May 19th, 1680 wee ye Sub- 
scribers mett at ye time Appointed to peruse 
ye Country Treasurers Accompts, & accord- 
ingly proceeded soo farr as we thought 
nessesary unless long time given for Examin- 
ing of it in ye particulars, ye Acco' being very 
Voluminous Comprised in ffower large 
Leagers. But soo farr as wee Examined, and 
Upon consideracon of ye whole wee judge ye 
Ассо! to be just, & Cap' Hull & Сар! Honibs- 
man making Oath thereto may be allowed by 
this honoured Court, the Ballance due to ye 
Treasur' per said Acco' is Seaventeen hundred 
Seventy three-pounds, elevenpence money. ` 
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The said Treasur' informs у! Severall Townes 
are in Arreares for their rates, though Creditt 
be given for y? whole, as also there is one 
hundred twenty six pounds eighteen shillings 
four pence due to y* Country for ffines cap- 
tives, etc. We finde Capt Hull hath charg’ 
ffity two pounds per Annum for ffour years as 
Capt' Honibsmans Salary for keeping ye 
books, but nothing for himself & servants. 
All w^* wee present to this Honered Court 
seated in Boston. October ye 21, 1680 
Humphry Davie 
John Richards П 
James Russell 
Anthony Stoddard" 


So there were indeed “ffower large 
Leagers." The following analysis of the 
cross references to ledger pages appearing 
in the Report also tells a story: 


Ledger Page Reference Range Numbers of References 





200 to 300 2 
301 to 400 3 
401 to 500 5 
501 to 600 36 
601 to 700 49 

95 


. A reasonable guess would be that the 
small numbers of references in the ranges 
200 to 500 indicate the bookkeeper was 
using up some remaining empty pages in 
old ledgers brought forward from prior 
years. 

It will be noticed that the auditors 
audited only “‘soo farr as we thought 
necessary." The "certificate" as written 
was presented first to the House of 
Magistrates—the upper house of the 
Legislature—and they appended their 
approval as follows: 


This return of the Treasurer is Accepted by the 
magistry, their brethern the Deputies have to 
Consent 

Edw? Rawson Secretary 
25th October 1680 


The Deputies—the lower house—were 
not, however, satisfied with the offhand 
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way the auditors had gone about their 
job and annotated their disapproval: 


The Deputies Consent not hereto 
William Torrey, Clerk 


On the Contra page appears the fol- 
lowing: 

But the Deputies do consent provided such 

account as per overhead given be verified and 

do therefore apoynt Capt. Hutchinson, Capt. 

Tho. Brattle, Capt. Johnson further to im- 

prove that matter and what they find bring to 


the above attention 
Jo Cooke per order 2.9.80 


All apparently went well with the 
“verification” and the final entry reads: 

passed by the Deputies 

2 November 1680 

Consented to by the magistry Edw* Rawson 

Secretary : 
All of the original auditors and subse- 
quent appointees were prominent Bos- 
tonians and active in the civil and mercan- 
tile life of the Town. 


THE TREASURER’S REPORT IN THE 1740s 


The Treasurer’s Reports in the 1740s 
are in the traditional form of an account 
of charge and discharge, quite unlike the 
“Income and Expenditure” format de- 
scribed above for the years 1675 through 
1679. However, the content does not 
differ materially. Full assessments for 
tax revenues from the towns continue to 
be accrued and expenditures are classified 
under logical headings. However, there 
is one important difference. Each sub- 
total for the expenditures is related to an 
Appropriation authorized by the General 
Court. Those for the year 1647-48 are as 
follows: 


Total expended 
Appropriation for Defense £42,863, 2. 0 
Appropriation for Forts 
and Garrisons 16,917. 5. 5 
Appropriation for Grants 12,352.14. 5 
Appropriation for Repress* 
(Representatives) Pay 4,418. 5. 0 
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No Establishment 3,172. 4.10 
Appropriation for Contin- 
gencies 294. 19. 6 
Appropriation for Louis- 
burg (the Expedition) 4,736. 4. 3 
Sum total of Appropri- 
ations £84,754.15.5 


THE TREASURER’S BOOKS 
OF ACCOUNT—1754 


We have seen the Massachusetts’ 
Treasurer in the period 1675—1679 enter 
the detail of his accounts in “Ffower 
large Leagers," including accounts for 
taxes collectable from the towns. We 
have seen him prepare his Report in the 


style of an “Income and Expenditure . 


Statement" and classify the totals of the 
expenditure ledger accounts into homo- 
geneous groups. He allowed for abate- 
ment of town taxes and amounts still to 
be collected. This Report, however, made 
no mention of comparisons with govern- 
mental appropriations. 

In the 1740s, the Treasurer's Report 
changed from an income and expenditure 
format to a classical account of charge 
and discharge presentation with the im- 
portant addition of relating expenditures 
to underlying authorized appropriations. 

From 1754, we have the underlying 
books available to us, and we find a major 
advance in the state of the accounting 
art. The accounts are kept according to 
the "Italian Method"—double entry, 
ledger and journal. However, the fasci- 
nating feature of the system goes beyond 
that. The system integrates into the 
ledger the related accounting for ap- 
propriations. Professor Basil Yamey of 
the London School of Economics, with 
whom I corresponded, has tentatively 
confirmed that this combination of 
double-entry accounting with the under- 
lying budgetary accounts was probably 
not used anywhere in Europe by any 
governmental unit at this time. Two 


Government during this 
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excellent books are available relating to 
the fiscal systems used by the British 
period: : The 
Treasury 1660-1870 [Roseveare, 1973] 
and British Public Finance and Adminis- 
tration 1774-92. [Binney, 1958]. Some 
excerpts from Binney’s book seem ap- 
propriate: 


In the methods employed [in Britain] in ac- 
count and audit, side by side with the modern 
and administrative, the medieval and judicial 
was still found strongly entrenched . . . some 
[revenue departments], probably all, em- 
ployed the double-entry system of bookkeep- 
ing.... The great spending departments of 
defence were independent of Treasury con- 
trol, and they went their own ways until in 
the nineteenth century a uniform system of 
double-entry was imposed upon them. 
[Binney, 1958, p. 4.] 


[Thomas Irving] was satisfied that in Holland 
the authorities never had a complete view and 
knowledge of all the revenues they managed. 
[Binney, 1958, p. 255.] 

"Though Thomas Sully is credited with 
having considered the adoption of a double- 
entry system (in France), he did not effect 
this." [Binney, 1958, p. 256.] 


The system used: in Massachusetts was 
extremely simple and may be exemplified 
as follows: 


Chart of Accounts 





Treasury Account 
Gold and Silver Account 
Government Securities 
Province Bills 
Appropriations #1 

#2 


#3 
i4 
#5 
etc. 
Accounts Receivable, 
Towns 


® 
9 


52 


The Legislature met prior to the be- 
ginning of each fiscal year to consider 
budget estimates for various categories of 
expenditure in the ensuing year. The cate- 
gories would include such items as civil 
governments, forts and garrisons, grants, 
and contingencies. When the amounts to 
be appropriated for each category were 
determined and formally approved, the 
Treasurer was officially notified and 
made the following journal entry and the 
related postings to the ledger accounts. 


Treasury Account Dr xxxxx 
Appropriation #1 XXXXX 
#2 XXXXX 
#3 XXXXX 
#4 XXXXX 
#5 XXXXX ` 


The Legislature then made its estimates 
of normal recurring income from such 
items as customs duties, court fines, etc. 


The balance necessary to cover the ap- ` 


propriations.was assessable against the 
various towns in the province by means 
of “rates” against each town. When the 
amount to be assessed against each town 
was approved the Treasurer was again 
officially notified and made the following 
Journal Entry and related ledger post- 
ings: 


Assessment against Town A Dr xxxxx 
Town B XXXXX 
Town C XXXXX 
TownD XXXXX 
Town E XXXXX 
Treasury Account XXXXX 


As the money was collected from the 
various town Treasurers, the Treasurer 
recorded the amounts as follows: 


Gold and Silver Account Dr  xxxxx 
Town A XXXXX 
Town B XXXXX 
Town C XXXXX 
Town D XXXXX 
Town E XXXXX 


etc. 


As the money was spent against war- 
rants approved by the Legislature the 
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Treasurer made note of the expenditures 
as follows: 


Appropriation #ł Dr  xxxxx 
#2 XXXXX 
#3 XXXXX 
#4 XXXXX 
2s a 
Gold and Silver Account XXXXX 


м 


The Treasurer had no authority to 
expend money except against an author- 
ized Appropriazion. If the need arose to 
authorize a transfer of budgeted funds 
from one Appropriation to;another, this 
could be done only on thé authority of 
the Legislature, who would formally 
notify the Treasurer. He would’ then 
record the transfer. ` 


Appropriation #1 Dr 
Appropriation #2 


XXXXX 7 
XXXXX s 

The Province at times had resort to 
borrowing and the receipts and repay-~ 
ment of the underlying notes were duly 
journalized. Individual towns would on 
occasion provide services for the Prov- 
ince and be given credit against their 
assessed taxes. Finally, towns that en- 
countered hardships would sometimes be 
granted abatement of part of their 
assessments by special approval of the 
Legislature. The Treasurer, after official . 
notification, would journalize and record : 
the facts. ^ 

The ledgers and journal were entered 
in ink, the caligraphy is handsome, 
hardly one correction was noticed in an ~ 
entire year, and the cross-referencing 
between the journal and ledger is meticu- 
lously carried out. 

An interesting feature is that balances 
remaining on appropriation accounts 
were not closed out to the treasury 
account at the end of each year but were 
allowed to carry forward into the next 
year. Ancther interesting feature is that . 
the balance in each individual town ac- 
count, representing uncollected taxes, ` 


ru Ayr 


‚ 
+ 


ad 
т 


Holmes 


was periodically aged on the ledger page 
by year of assessment. To facilitate this 
process receipts from collectors were 
"aged'as posted. It may also be noted 
that the system used for revenues is still 
‚ used by Massachusetts municipalities 
and referred to as the “modified accrual 
method.” Under this method the major 
tax assessments eventually paid by the 
townspeople were accrued and most of 
the "indirect" taxes—customs duties, 
fines, etc.—were kept on a cash basis. The 


^, only major step missing in the colonial 
` accounts present in today's system was 


i 


! 


а 9e co 


K 
' 


) that “encumbrances” against appropri- 


ations were not recognized at year-end. 


Despite what appears to be a complete i 


double-entry system the financial report 
rendered annually to the Legislature con- 
tinued to be in account of charge and 
discharge format. The information to 
construct.this report could, of course, be 
derived with relative ease from the ledger 
accounts. Also the records so far have 
not disclosed a trial balance book, al- 
though trial balances might have been 
-prepared annually on separate sheets of 


“paper. 


! 


| 


| 
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bi 


A it go?-If the system was introduced ' 


"The Treasurer in 1753 was Harrison 
Gray, who had just been appointed to 
the office and held the post until 1775. A 
summary review of the ledger and jour- 
nals during this period seems to indicate 
that the system described above was in 
force during this entire period. However, 
Gray was a Loyalist, and with the defeat 
of the British forces in the revolution, he 
moved his family from Massachusetts to 
England. 

Some intriguing questions remain. Did 
Gray inherit the system from earlier 
Treasurers whose ledgers and: journals 
are not available to us? If so, who in- 
vented the system and how far back does 


; during Gray’s period of office, did he 
: himself keep the books or did some un- 


3 


53 


named knowledgeable clerk do the actual 
record keeping? . 

Harrison Gray himself was a well- 
established merchant, having taken over 
& successful ropework business. My 
guess (and it is only that) is that Gray 
introduced the system. After he left for 
England in 1775, a new Treasurer ap- 
pointed by the revolutionary government 
took over the office. If Gray himself was 
the brains behind the accounting system, 
it is unlikely that his successor would be 
equally knowledgeable. It will be inter- 
esting to examine the records beyond 
1775. to see whether the new Treasurer 
was able to sustain the accounting stan- 
dards set by Gray. 


TOWN ÁCCOUNTS 
This article has dealt thus far with the 


‚ accounts of the Province of Massachu- 


setts. However, at a lower level of govern- 
ment, an equally interesting matter war- 
rants attention. In 1791 Samuel Freeman, 
a lawyer resident in Portland, Maine, 
published the first edition of his book 


- The Town Officer |Freeman, 1791] deal- 


ing with the duties of the Selectmen, 
Town Clerks, Town Treasurers, Assess- 
ors, etc. However, one ofthe late chapters 
sets forth in 27 pages “A Plain and Regu- 
lar Method to Keep Accounts of the 
Expenditures of Monies voted by a 
Town; upon an Inspection of which, the 
State of its Finances may at any time be 
known.” The system described is double- 
entry and, like the Massachusetts system, 
includes the accounting for the annual 
appropriations as an integral part of the 
system. The chapter provides а full “set” 
of accounts, journal and ledger, based on 
normal transactions within a town during 
the year: 

It should be noted that Freeman's 
book is dated five years before А New 
and Complete System of Bookkeeping, 
published in Philadelphia in 1796 [Mitch- 
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ell, 1796]. The obvious question is how a 


lawyer would have been knowledgeable ` 


enough to devise such a system. Free- 
man's second edition was published in 
Boston in 1793 and he undoubtedly had 
connections in Massachusetts. Was he 
familiar with the Massachusetts system 
of accounts and did he adapt it to town 
.finances? There is a further possibility. 


The. third book on bookkeeping pub- | 


lished in America was Thofnas Turner's 
An Epitome of Bookkeeping by Double 
Entry, also published, in 1804, in Port- 
land, Maine [Turner, 1804]. Could there 
have been some arrangement between 
Freeman and Turner for the accounting 
chapters in Freeman's book? А 


Boston TOWN ACCOUNTING 
IN THE 1790s 


The raove towards public account- 
ability is noted also in the minutes of the 
Boston Town Meetings in 1798 and 1799. 
In 1798 the “Committee Appointed to 
Audit the Town Treasurer Account” 
after reporting that they found the last 
year’s accounts “well Vouched and right: 
cast" reported also that “They annex 
Gen! Account of the Treasurer and a 
tryall Balance of his Books.” More sig- 
nificantly, however, they go on: 


Your Committee recommend that the Town 
desire the Selectmen to procure a Book and 
order the Town Clerk to keep Accounts agree- 
able to the Appropriations as above and in 
their Drafts on the Treasurer it will be proper 
to designate the Appropriation; they also 
Recommend that the Treasurer be ordered to 
Open as many Accounts in his Books as will 
conform to said Appropriations & charge 
each agreeable to the Selectmen’s Drafts—so 
that in future the Town may know which & 
how much they fall short of the Sums granted. 


This was basically the system recom- 
mended in The Town Officer. The Boston 
Treasurer was apparently already using 
double-entry. Now he was being asked to 
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integrate the appropriation breakdown 
into his ledger classifications. The detail 
in his ledger should agree with that in the 
Selectmen’s “Book.” 

The town went one step farther the 
following year at the May 14, 1799, town 
meeting. 


“A schedule of the Town expences was re- 
ported and on motion, Voted that the same 
be printed & delivered to the Inhabitants.” 


The Account was duly printed and dis- 
tributed in considerable detail. A sum- 
mary of the amounts expended by sub- 
totals corresponding to the amounts 
appropriated at the beginning of the year 
is as follows: 


Appropri- 

. . ation Expended 
School Masters & Ush- . А 

ers, repairing schools 


and wood $11,000 10,206 
Watchmen, Coals, Can- 

dles, etc. 3,000 2,672 
Assessors Pay etc. 2,700 3,066 
Lamps Oil lights ete. 4,000, . 3,843 
Salaries to Town Clerk, 

Treasurer, Messen- | 

gers, etc. 1,632 1,696 
Constables ^ 150 170 
Clerks of the Market 33 33 
Repairing clocks, En- 

gines, Pumps, etc 800 724 
Printing 319 325 
Ringing bells 300 321 
Paving and: repairing : 

Streets 7,000 7,569 
Support of the Poor 16,000 — 14,820 
Incidental charges 1,000 875 

Total $47,934 46,320 





Although a few of the individual cate- 
gories vary somewhat from the amounts 
appropriated the total spent is very close 
to the total appropriated. The Selectmen 
undoubtedly had the right when ap- 


proving "drafts" on the Treasurer to- 


transfer between appropriations. 


i LR EM 


Holmes 


CONCLUSION 


Much remains to be done to resolve all ^. 


the questions posed above. The most 
immediate step, as I have pointed out, is 
to analyze the Massachusetts records 
beyond 1775. The second is to check the 
systems in use in adjoining New England 
colonies at the same period. The records 
of the other original colonies— Virginia, 
the Carolinas, New York, and Pennsyl- 
vania—should also be examined. sa, 
` At the municipal level, the Boston, 
records should be researched. These are 
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ton Public Library. However, they have 
not yet been indexed or catalogued and 
currently are not being made available 
for research. I was able to make a cursory 
examination of one journal and ledger 
ànd it is apparent the town was using a 
double-entry system about 1780, perhaps 
earlier. 

All in all, early governmental account- 
ing appears to be a fertile field for the 
American colonial accounting historian 
to cultivate. We must 


Copy fair what time hath blurred 
now in the custody of the rare book room Reedeem truth from his jaws. 
at the Copley Square branch of the Bos- . (Herbert 1800) 
APPENDIX | 
FIGURE 2 . 


MASSACHUSETTS COLONY 
Treasurer’s Report—1675/1679 


1675 662 Massachusetts Goverment 


June 643 


Dr Cash 


""atacnasben 


eet anto 


n 


To Military Service, that accp' curr‘ for Stipends 
to Comanders, Officers, and Souldiers. .. 
To portage, that accp' curr' for posts, Guids, scouts, 
pilots, and Interpretors alee ale e Pus sva aki 
To Gards, that accp! curr' for Convoughs, Cart* 
Ligherter®, ропег#.................... 
To Maritim Disbursments that accp' Curr! for 
wages to Seamen and frait. ............ 
To wounded men, that accp' curr‘ for pay"ents to 
Doc", Chirurgeons, Maimed souldiers, and 
accommodations.............. sues 
‘To Contingencies that accpt currant for Journies, 
allowances, gratuities, serches &........ 
To Indian service that accp'curr' for payments 
to the Native souldiers... ............. 
To Mixt Disbursments that асср' curr‘ for charges 


Е 16,270.19:10-3/4 
81.19 2-3/4 
196. 2 9-3/4 . 
£ — 578.183 


£ — 568.14.8-/4 
668.14.-3/4 
566.8.6-2/4 


brought in by the several! Townes for Hors, Armes 
Ammunition, provant & of which that certified to 


be pd by the Former Treasurer, that accp‘ curr bath 

Credit for as p Сопіга................. 

> То Ferriage that accep‘ curr’ for Transporting over passes.. £ 
To Accountable payments that accp' curr‘ for money 

rec’. by severall persons to pay Souldiers on 

which rests on асор! on returns. ........ 

To Scalps that accp' curr’ for allowances to severall 

for slaying skulking Indians. ........... 

To Eastern Expedition that accp' car for severalls 


re es 


34.11.7 


sent to these parts for supply of the Army and Inhaby 


tants еге... 
To Discountments that accp! curr‘ for the Debits of 


plymouth Colony, Conecticott Colony and United 
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FIGURE 2.— Continued 
Colonies their severall accpts curr. for ballancing 
Dito accep" on the giving us bond for #1000—аѕ р, 
agreement of the Commissioners... ....... uses £ 306.—.6 
661 To Massachusetts Colony that accp! curr‘ for our portion 
ofthe Debit of the United Colonies that accp! curr' 
being £ 163.3—expended on the joint асср'......... o£ 85.12.3 
payments to persons as afore £ 34,672.9.11 3/4 
June 568 To Biskett that accp‘ currant for Dito, bread 
Pk odio NS E Crk hr ЕЕЕ diver T RA £  1,224.10.-3/4 
552 То Flesh, that accp' curr*. for Befe, pork, and bacon.. E > 488.3.3-2/4 
607 То Chanlery that асер! curr‘ for Chese, meate, salt 
fish, oyle, lard, oatmeal, vinegar, tallow, & wick...... £ 33.2.10 
544 То Graine that accp‘ curr‘ for wheat, rye, barly 
pease, oates, Indian, bought and dd for the souldery.. £ 113.19.9-2/4 
569 To Cattell that rid curr‘ for Oxen, cowes, heifers 
sheep, hoggs &....... sees Ё 225.5.10-2/4 
283 To Ligors that k t for wines, (шш, beer 
cider and mollasses. . ........ .... РОЛИДА 243.1.9-2/4 
544 То Grocery that accp! curr" for Fruit, spice, sugar 
sucketts, tobacco, & рїрез....................+-<- £ 176.19.— 
648 To Billeting that accp! curr' for Ourtering and 
епіепаіптепіѕз.............. — exexuyes > 218.7.9-2/4 
Disburs' for provant as afore 2,723.10.5-1/4 
Transported to f*2,......... elec 0. £37,396,~.4-3/4 
FIGURE 3 
MASSACHUSETTS COLONY 
Treasurer’s Report—1675/1679 
1676 
May 662 Contra Cr Rate Cash 
662 By assessments that accp‘ curr‘ for 10 
Rates in specie, bating 1/4 pt paying silver 14050.11.8 10537.18.9 
By Dito for 6 Rates. ............ sss vepres 7039,18- 5279-18-6 
1677 
June By Dito for 6 Rates bating 1/3 р{..................-.‹4.—_ 7039.18- 4693.5-4 
Nov? By Dito for 1 (of 3 Rates) in specie bating 1/3 pt. ......,..... 1143.15-11-2/4 762.10.7-2/4 
1678 Dito the other 2 Rates in silver..... РИСУ Sai Oates — 2287.11.11 
Nov? By Dito for 2 (of three) Rates in specie bating 1/2............ 2329.6.2—2/4 1164.13.1-1/4 
Dito (the other) 1 Rate in silver...........,.. vea elie wale: — 1164.13.1-1/4 
1679 
June By Dito assessments for 4 Rates in specie bating 1/2....,..... 4837.14.5 2410.17.2—2/4 
& By Dito for 1 Rate (of 1-1/2) in specie bating 1/3..,...... es 11518-24 767.12.—1/4 
Nov Dito the other 1/2 Rate in 8Шуег..................... *á == 575.14 11/4 
By Dito assessments for 30 single Country Rates 
upon the County of York to equal them with other 
Townes viz: 
26 in specie bating 1/4 paying silver 
7 dito bating 1/3 
2 dito bating 1/2 
35 Rates (as fore ord № 11345)....,....,........-..... 1567.2.6 1127.16.9 
3 Dito in silver......... ОЛКО ТОГУУ: кр — 134.6.6 
39,159.14.9-2/4 30,914.17.10-1/4 
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FIGURE 3— Continued 
618 By Former Treasurer Richard Russell Esqr 
that асс! curr‘ for sundry payments made 
by him & in and as silver; together with some 
Town Disbursements and Rates in species, redused 


[CO se re жо» ПОТУ 8,466.8.7-1/4 
633 Ву Seizures that accp' curr' for a pell of Racoone 
skinns forfited....... 0c. cece cece cgeceencceceee ДОРАМ 4.8.4 
323 By Boards that accp' curr' for a pcell accoumpled 
for by Major СЇатК...........................% кейЫ» 20.2.6 
625 By Lead that acc! curr! for a фсе resting 
with John Rootes & in Springfield Town. ......-..... PPM 14.6 
555 By Hides that acc' curr' for severall brought 
in to the Treasury by the Commissioners, all not pd. for..... 40.4.6—2/4 


550 Ву Captives that accp' curr‘ for divers 

prisoners of warr sold by the Commissaries 

for which some Debts are still standing out............. es 399.18.—- 
557  ByFines, Military, Civill and'perquisites of | 

Court that accp' curr' for the rest thereof | 

of which severall are пара ЖООКЕР КИНИ — 340.8.6-2/4 
550 Ву Customes that accp' curr' for the neat 

produce thereof, the charge of Collecting being 

deducted ci eise deer rade ER reat ситна esu ay 3766.82 
656 By Apparrel that accp' curr' for severalls 

recd by the Soldiers of the Commissaries and 


defalked out of their Debentures.......... oresoon ИЕТ 550.8.8 
Transported to folio 2.......... 2.222 lecce eee £44,517.11.2-2/4 
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The Effects of LIFO Inventory Costing. * 
on Resource Allocation: A Public - 
Policy Perspective 
Robert Halperin 


ABSTRACT: The use of the LIFO inventory method їз advantageous to taxpayers in 
periods of rising inventory prices since it can reduce the amount of taxes which must be 
paid on inventory profits. This tax reduction can be accomplished most successfully if the 
taxpayer does not permit the level of ending inventories for a year to be any less than that 
level was at the beginning of the year. In this paper, the year-end inventory maintenance 
activity by firms who use LIFO is analyzed in the context of economic efficiency. The 
methodology employed is the construction of an analytical model for after-tax economic 
profit maximization by a firm which uses LIFO, an analysis of the profit maximizing condi- 
tions from a Pareto-optimal perspective, and the conclusion that year-end inventory 
maintenance is an inefficient use of resources. The paper concludes by suggesting a re- 
placement cost solution to the problem of accounting for inventories as a more efficient 


alternative to LIFO. 


ITHIN the last few years, several 

companies have changed their 

method of accounting for inven- 
tories for federal income tax purposes 
from the first-in, first-out (FIFO) method 
to the last-in, first-out (LIFO) method. 
These companies have made the change 
notwithstanding the fact that Section 
472(c) of the Internal Revenue Code 
requires taxpayers who use LIFO for tax 
purposes to use it for financial reporting 
purposes as well. Evidently, the com- 
panies who have changed to LIFO during 
this recent inflationary period have not 
viewed the provisions of Section 472(c) 
as having a detrimental effect on their 
share prices, or on their ability to borrow 
capital, even though Section 472(c) causes 
a reduction in reported income. They 


have viewed the change to LIFO as an’ 


opportunity to increase their wealth 
through the present value of savings in 
taxes paid, and, in fact, recent studies 
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suggest that the stock prices of firms 
increase as a response to a firm's change 
to LIFO [Sunder, 1973; Ball, 1972]. 
However, studies which have examined 
whether a change to LIFO has an effect 
on individual investor, or manager de- 
cisions, have had differing results [Jensen, 
1966; Dyckman, 1964]. 

Undoubtedly, when inventory prices 
are rising, the use of LIFO as opposed to 
FIFO can result in a reduction of a firm's 
tax liability. The amount of the reduc- 
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tion, if any, however, depends upon the 
extent to which the firm prevents older 
and presumably lower-cost layers from 
entering cost of goods sold. Under LIFO, 
the entrance of old-cost layers into cost 


of goods sold can be prevented if the . 


firm's purchases of inventory during the 
year are at least as great as its sales, or 
its inventory level at the end of the year 
is at least as great as it was at the begin- 
ning of thè year. 

The importance of having a LIFO firm 


control its year-end inventory levels is - 
certainly not new [Butters, 1949] -and · 


has been well publicized in the profes- 
sional literature [Levy, 1974]. In fact, 


several of the Big Eight accounting firms . 


have recently published pamphlets for 
the benefit of their clients who changed 
to LIFO in the early 1970s which explain 
the inadvisability of liquidating year-end 


inventories (e.g., Haskins & Sells, 1974; _ 


Arthur Andersen & Co., 1974; and Ernst 
& Ernst, 1975). 


ii Passes STUDY | 


The purpose of this study is to deter- 


mine the effect which the control of year- 
end inventory levels by LIFO firms has 
on the allocation of an economy’s pro- 
ductive resources and on an evaluation 
of that effect from a tax policy perspec- 


tive. It seems reasonable to assume that, :. 


in the absence of income taxation, no 
firm would be concerned with the level of 
its year-ending inventory, but would 
follow some kind of inventory purchasing 
policy which minimizes the costs of 


‘ordering апі: holding inventories, and. 
which reduces the effects of inflation. < 


Accordingly, the necessity of having.a 
certain amount of inventory on hand at 
a particular point in time may be viewed 
as a departure from what optimal firm 
behavior would have been in a tax-free 


economy, in response to the introduction . 
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‘of an income tax structure which allows 


the. use of LIFO. 

Such tax-induced departures from op- 
timal economic behavior in a tax-free 
economy are interesting from a tax 
policy viewpoint because they affect the 
allocation of economic resources. Un- 
intended  reallocations of resources 
caused by the tax structure should be 
avoided since they interfere with the 
ability of the market system to allocate 
resources efficiently, thereby reducing 
economic welfare [Musgrave, 1959]. The 
effects of taxation on the efficiency of 
resourcé allocation has been studied in 
the context of different taxes and eco- 
nomic decisions including the effects of 
the individual income tax on thé labor- 
leisure choice [Harberger, 1974]; the 
effects of the corporation income tax on 
capital formation in the corporate sector 
[Harberger, 1974]; the effects of the 
preferential capital gains tax on choice of 
investment opportunities [Tobin, 1958; 
Feldstein, 1969; Stiglitz, 1969], and the 
effects of the investment tax credit and 
accelerated depreciation on the decision 
to replace fixed assets [Taubman and 
Rasche, 1971]. All of these studies found 
that taxation affected the economic de- 
cisions made, and, hence, interfered with 


the efficiency of resource allocation. 


A. second objective of tax policy— 
equity—states that people with equal 
ability should be taxed equally (horizon- 
tal equity), and those with unequal ability 
Should be' taxed unequally (vertical 
equity). A reading of the legislative his- 
tory of the 1939 Code reveals that LIFO 
was introduced into the Internal Revenue 
Code in 1939 for equity reasons as a 
means of: protecting industries with no 
future markets for their raw materials 
from being taxed on inflationary inven- 
tory profits. However, the legislative 
history makes no mention of efficiency 
considerations concerning LIFO, : 
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Frequently, objectives of equity and 
efficiency cannot be satisfied simultane- 
ously with respect to a particular piece of 
tax legislation. However, given a particu- 
lar equity objective such as protecting 
purchasers of inventory against inflation, 
there may exist alternatives to LIFO, 
such as an inflation-adjusted system of 
accounting for inventories, which ac- 
complish the same equity objective but 
which may be more efficient than LIFO. 
Accordingly, it is the responsibility of the 
policy maker to assess the efficiency of 
the various alternative ways of accom- 
plishing an equity objective so that the 
most efficient one may be chosen. 


DOLLAR VALUE LIFO AND YEAR- 
ENDING INVENTORIES 


So far, the discussion of the control 
` year-end inventory levels has suggested 
- that firms using LIFO must control the 
level of their physical inventories, in 
order to maximize their LIFO advantage. 
This is not the case in reality. ‘Reg. 
$1.472-8 permits the use of dollar-value 
LIFO by any taxpayer who so elects. By 
electing dollar-value LIFO, a firm, in 
essence, is able to treat all of the inventory 
items in a "natural business unit" as one 
item of inventory. The inventory items 
grouped together into a natural business 
unit are called a “роо!” of inventory 
items. 

The advantage of dollar-value LIFO 
to taxpayers is that year-end inventory 
liquidations are deemed to occur only 
when the total base period dollar invest- 
ment in the pool decreases. Therefore, 
to avoid year-end inventory liquidations, 
a firm must be sure that its total dollar 
investment in the pool when deflated 
back to base-period dollars is at least as 
large as the same investment at the begin- 
ning of the year. However, the levels of 
the actual items in the pool may decrease, 
and new items may be added to the pool 
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without causing an inventory liquidation. 
Note that, in this context, the term base 
period" refers to the period in which the 
firm first adapted LIFO plus any periods 
in which there occurred additions to 
year-end inventory levels. 

Dollar-value LIFO, therefore, gives a 
firm some flexibility in maintaining year- 
end inventory levels. However, the prob- 
lem is by no means avoided, for the firm 
is still required to have a certain invest- 
ment in inventory at a particular point in 
time if it is to take full advantage ofthe ` 
LIFO provisions. 


LIFO AND TAX EFFICIENCY: THE MODEL 


The purpose of this section is to 
examine the effects upon resource alloca- 
tion caused by management of year- 
ending inventory levels whether the levels 
managed are physical units or base 
period dollars of investment in inven- 
tories. The examination will be made 
through the use of an analytical model. 


Assumptions 


The model assumes that a firm is 
operating in the following economic en- 
vironment: 


1. The prices of the raw materials 
inventories used by the firm are 
rising, although not necessarily at a . 
constant rate. 

2. The firm purchases m factors of 
production other than inventory in 
a perfectly competitive factor mar- 
ket. · 

3. The firm produces n products which 
it sells in a perfectly competitive 
product market. 

4. The raw materials may not be sub- 
stituted for any other factor of 
production, nor can any other fac- ~ 
tor of production be substituted for 
inventory. Accordingly, each fin- 
ished good produced requires a 
fixed amount of raw materials re- 
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gardless of the combination of the 
other factors selected. 

5. All finished goods produced in a 
year are sold in the same year. In 
addition, the production time is 
short enough to enable the firm to 
maintain no year-end work-in-pro- 
cess inventory. The fact that the 
firm maintains no year-end finished 
goods, or work-in-process inven- 
tories facilitates the development 
of the model and the analytics. It 
does not, however, cause differences 
in results from those which would 
be obtained if the assumptions were 
not made. A similar argument may 
be made for assumption 4 above. 
Note that assumptions 4 and 5 may 
be dropped in the case of a retailer. 

6. The firm uses the LIFO method of 
costing inventory. 

7. The firm’s production function exhi- 
bits returns to scale over the rele- 
vant range of production, i.e., 

2 

E >0 and eh < 0, 

да, да] 
where h is the firm's production 
function with respect to factors used 
and q, is the jth factor. This assump- 
tion prevents the firm from growing 
to an infinite size. 

8. The firm’s objective is to maximize 
after-tax economic profits. Although 
the validity of this assumption has 
been seriously questioned in the 
economics literature [Cyert and 
March, 1963; Williamson, 1964). it 
is still a fundamental assumption of 


firm behavior, particularly in per- - 


fectly competitive markets. 


- The Model for Taxable Income ` 


In order to develop a model in which а 
firm maximizes its after-tax income, it is 


necessary to derive an expression for ` 


taxable income, since taxes are based on 
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taxable income rather than on economic 
income. Note that, for the purpose of 
developing the model, permanent dif- 
ferences and timing differences between 
financial reporting income and taxable 
income as defined in APB Opinion No. 11 
are ignored. Accordingly, financial re- 
porting income and taxable income are 
essentially the same. Revenues are recog- 
nized in the fiscal period earned; inven- 
tory costs become expenses in the same 
period as the corresponding revenue 
from the sale of the firm's product ; and 
other costs become expenses in the 
period incurred. 


Revenue may be expressed as Y. RV, (1) 
і= 1 


where 


R, is the unit selling price of the ith. 
product; and V, is the quantity of the 
ith factor sold. 


m 
Variable costs аге У wg, (2) 
fe 


where 
w; is the unit purchase price of the jth 
factor; and q; is the quantity of the jth 
input purchased. 


Note that assumption 5 above also makes 
these costs period costs, i.e., they become 
expenses in the period incurred. 

The expression for cost of goods sold 
is somewhat more difficult to develop. 
Since cost of goods sold — beginning in- 
ventory + purchases— ending inventory, 
expressions for each of these three terms 
are required. The cost of beginning in- 
ventory can be expressed as: 


(1 — ô)w Sys (3) 

where: 
w, is the current year’s weighted aver- 
age unit price for inventory. This 
amount is the numeraire if the firm 
uses dollar-value as opposed to physi- 
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cal LIFO, Sy, is the beginning inven- 
tory in units, or in terms of present year 
dollars if dollar value LIFO is used; 
and 6 is a number greater than zero, 
but less than 1 which permits proper 
LIFO costing of the opening inventory. 
Accordingly, (1—6) may be thought of 
as a *deflator," which deflates w, to the 
price levels which existed during the 
base period. It is recognized that the 
"base period" may actually contain 
inventory layers from several fiscal 
periods. Therefore, (1—6) is really a 
weighted average of the applicable 
deflators from each fiscal period con- 
tained in Syp. 


Purchases are w,P (4) 
where: 


P is the physical amount of inventory 
purchased during the year, or the dollar 
amount spent for inventory during the 
year, if the firm uses dollar value LIFO. 


The cost of ending inventory is 


(1 — eó)w, (Sy + P — D) (5) 
where: 


D is the physical quantity or dollar 
value of products sold during the year; 
and e is a “LIFO factor” with the fol- 
lowing properties: 


1. When P» D, 


MEE] NEN 
був+ РЕВ 


This definition guarantees that end- 
ing inventory equals (1—ô)w, Sys 
+w,(P—D), the proper expression 
for ending inventory when P>D. 
Note that when ending inventory 
equals (1 —ê)w „Syg + w,(P — D), cost 
‚ of goods sold=(1 —)w Sy - w,P 
—(1—6)w,Sy3—w,(P — D) - w,D. 
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2. When P<D, 


This definition insures that cost of 
goods sold will be less than w,D and 
that the unit cost of the base period 
inventory will be less than (1—4)w,, 
when P<D. The reason why the 
unit cost.of the base period inven- 
tory is less than (1—ó)w, when 
P«D is based on the assumptión 
that the base period contains layers 
` from several fiscal periods and that 
those from the newer periods have 
higher costs. When P<D, these 
newest layers become part of cost of 
goods sold first, thereby leaving the 
oldest layers with the lowest costs in 
inventory. Therefore, a higher de- 
flator than (1 — ô) is required to con- 
vert current prices to base period 
prices. | 
3. When P<D, £51 as PD. Ac- 
cordingly, if P «D, cost of goods 
sold gets closer to w,D when. P gets 
closer to D. 


This definition gíves the firm a tax 


incentive to have the year-end investment _ 


in inventories for a given year be no less 
than the investment was at the beginning 
of the year. Admittedly, this definition 
may not precisely reflect reality, especial- 
ly in situations where inventory prices at 
year-end are substantially higher than 
they were at the beginning of the year. 
In such situations, the deduction for cost 
of goods sold will substantially increase 
with greater year-end inventory levels. 
However, if the firm permits a year-end 
inventory increase, this level must be 
maintained in all future years to avoid 
taxation of inventory liquidation profits. 
This higher level of inventory will necessi- 
tate greater costs for holding that inven- 
tory, the present value of which might. be 
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greater than the tax benefit of extra de- 
: duction. If the present value of the extra 
holding cost is greater than the tax 
benefit of the extra deduction, the firm 
will not permit the year-end inventory 
investment to increase over that at the 
beginning of the year. It is this’situation 
which the definition of ¢ envisions. 

The definition ofe approximates reality 
even more closely if the firm uses dollar- 
value LIFO and elects the weighted 
average method of costing current year's 
purchases in accordance with Reg. 
81.472-8(e) (2) (ii) (c). Under this method, 
it takes a large inventory increase at 
year-end in order to affect cost of goods 
sold to any significant degree. Therefore, 
under this method, it is more likely that 
the present value of the additional hold- 
ing cost would exceed the tax benefit of 
the greater deduction for cost of goods 
sold. 

Based on expressions (3), (4), and (5) 
above, the expression for cost of goods 
sold (CGS) can be formulated : 


CGS = (1 — 5)w,Syp + w,P 
— (1 — eó)w,(Syg + P — D) (6) 


After rearranging к equation (6) 
becomes: 


CGS=w,D 
= 60 [Sys - eS P- »j (7) 


. Notice from Equation (7) that given 
the definition of в, the last term will drop 
out when P >D. Therefore, when P>D, 
CGS = w,D. Now w,D accurately reflects 
CGS if the firm uses the weighted aver- 
age method. of costing current year's 
purchases, and is a reasonable approxi- 
mation otherwise. When P « D. the last 


term in Equation (7) will be a positive - 


number based on the definition of e. Thus, 
when P «D, CGS «w,D, in accordance 
with the way LIFO operates in a репо 
of rising inventory prices. 
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‘Combining expressions (1); (2) and 


(7) gives the expression for accounting 


income, П: 
=}, RVi- Ži wd; 

; Wii —5w,Sys—€(Syp-+P—D)) 
2 RV,— 2. wg;— w,D 
 +6w,[Sys—e(Syg+P—D)]. (8). 

‘As previously noted, II, also represents 
taxable income. Therefore, if the tax rate 
is T, where 0c T «1, the firm will pay 
TII, in income taxes for a given year. 
The Model for After-Tax Economic 
Profits 

In the absence of income taxation, the 
firm's objective would be to maximize 
economic profits subject to the constraint 
of the firm's production function. In 
general, under conditions of perfect com- 
petition in both the product and factor 


` markets, the problem takes the following 


form [Henderson and Quandt, 1971, p. 


53]: 


| н - 
Max Пк = P RV, — ру wa; (9) 

subject to 
(И, №, Wrs Ve) 
m = h(qd1.d2,*^*dp 7^7. Im) (10) 

where: 
‘TI, is the economic profits; and g and h 


consitute the firm's production func- 
tion. 


. The Бгн. function defines the 
relationship between factors of produc- 


tion and outputs. Simply stated, the con- 


straint says that the firm can produce 
several combinations of output given 
several combinations of inputs, but the 
firm's level of production is limited by 


the levels of the various inputs which it 
utilizes. The firm will utilize inputs only 
to a certain level, and will not grow to an 
infinite size because of the assumption 
_ that the firm experiences Mic: re- 
turns to scale. . 

Equations (9) and (10) can be easily 
modified to include inventories. With 
inventories, ганна 9 becomes: 


-È яу» dn 


where the ad new ы is w,D, the cost 
of inventory sold during the year, stated 
at the weighted average of the current 
year’s inventory prices. From an eco- 
nomic viewpoint, it is reasonable to state 
cost. of goods sold in terms of current 


year's prices regardless of when the actual. 


inventory was purchased. if the firm is 
viewed as having an infinite life. A firm 


cannot distribute. inventory profits as. 


dividends without distributing part of its 
real capital which it could otherwise use 
to replace inventory. Accordingly, inven- 
tory profits are not viewed as economic 
profits if one adheres to the definition of 


economic profits as being those which 


can be distributed to shareholders with- 
out reducing the firm’s capital resources. 
Ifit is assumed that the firm has an infinite 
life because of the desires of its share- 
holders, it may also be assumed that the 
shareholdérs would be opposed to the 


distribution of capital since the distribu- ` 


tion of capital would impair the firm's 
ability to generate profits in the long run. 


Therefore, the shareholders would not ` 


cause the firm to distribute inventory 


profits, but would cause the firm to re- : 


tain them for capital purposes. In apply- 
ing this concept to the model the 
weighted average of the current year's 
purchase prices has been taken as a 
reasonable : surrogate for replacement 
cost. 7 

The constraint can be оаа from 
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Equation (10) to include inventories. 


. When modified, the constraint. ‘becomes. 


(0, 0,7, Vpt, Va) С | 
=h(Qis 42,7, dp***, Gm) + KD (12) 


` where K isa constant which reflects usage 


of inventory (in units or dollars) per unit 
of output. This formulation is a result of 
assumption 4, which’ states that each 
finished product requires a fixed amount 
of inventóry. The factors of production 


' consumed in ordering and holding inven- ` 


tories are included in the 48. 

Equations (8) and (11) can be combined 
to express the firm's objective function if 
its objective is to maximize economic 
profits while using LIFO for tax pur- 
poses. Thus, the firm's ше function 
becomes 


мах, Y. River Y. wiay-w,D-T 
i=1 jJ=1 . * 
(È Rm- Ea 
+öw[Srs— o(Syg-+P— Dl) (13) 


After rearranging a Equation (13) 
becomes 


(1— nS RA Y Fe ә) | 
`—Тбёө,[5ув—&(5үв+Р—)] (14) 


_ Since the firm will save taxes, and hence 
increase after-tax profits if it uses some 
of its factors of production to control 
year-end inventory levels for investment), 
the constraint must. reflect. this fact. 


Therefore, я ve must be changed Е 


о — 
g(Vs, Ус, Var P) : uc 
=h(q,, 42 dp А») + KD (15) 


where the only new term in the constraint 
is P. In terms of the model, P can be 


ud 
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viewed as an additional “product” which 
the firm may produce if it can get revenue 
from its “sale.” It should be emphasized 
that the firm's production function im- 
plies that a certain amount of factors will 
be used for “normal” inventory order and 
holding costs, "normal" meaning the 
level of these costs which the firm will in- 
cur through the use of an inventory 
optimization procedure in the absence of 
LIFO tax considerations. Therefore, the 
constraint establishes the relationship 
between P, or extra purchases made by 
the LIFO firm in order to maintain year- 
end inventory levels and the extra factors 
which must be consumed to purchase and 
maintain these extra inventories. Al- 
though, in real terms, P is not a product 
which can be sold, the maintenance of 
year-end inventory levels, like the sale of 
products, increases the firm’s after-tax 
profits, at least up to a point. Since a firm 
will allocate factors of production to any 
activity which will increase profits, it is 
reasonable to expect that some resources 
may be allocated to inventory main- 
tenance. . 
This expectation can be demonstrated 
analytically by maximizing after-tax eco- 
nomic profits (Equation (14)) subject to 
the constraint of Equation (15) The 
demonstration takes the form of com- 
paring profit-maximizing choices of fac- 
tors of production and products which 
the firm produces under a LIFO tax 
system with the choices which the same 
firm will make in the absence of a LIFO 
tax system. The choice of the appropriate 
combination of factors of production is 
rigorously defined as the marginal rate of 
technical substitution (МЕТ). The 
MRTS may be thought of as measuring 
the reduction in one factor input per unit 
increase in another that is just sufficient 
to maintain a constant level of produc- 
' tion. The choice of which products to 
produce is reflected in the marginal rate 
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of product transformation (MRPT), 
which measures the reduction in one 
product per unit of increase: in another 
that is just sufficiently maintained by a 
constant level of production. The solu- 
tion of Equation (14) subject to the 
constraint of Equation (15) gives the 
following profit-maximizing conditions 


concerning MRTS and MRPT: 
MRTS, у, = —2- (16) 
Wj+1 : 
К, 
МЕРТ, у,,, = R (17) 
i+1 
_ @—Т)К, 
MRPTy, = T8W,s (18) 


(The reader who is interested in the 
mathematical development of these con- 
ditions should consult the Appendix.) 

Equation (16) states that the profit- 
maximizing MRTS between any two 
factors is the one which is equal to the 
ratio of the factors’ prices. Any other 
MRTS will be a more costly means of 
achieving the same level of production. 
Equation (17) states that the profit- 
maximizing MRPT is the one which is 
equal to the ratio of the products’ prices, 
since any other MRPT results in lower 
total sales revenue for a given level of 
production. Equation (18) is especially 
interesting, for it demonstrates that the 
LIFO firm will “produce” some amount 
of P, or use some of its productive re- 
sources to maintain year-end inventory 
levels as a result of the fact that the year- 
end inventory maintenance activity in- 
creases after-tax profits. 

These results should be compared with 
analogous results for the same firm if it 
operates in a tax-free environment in 
order to determine the effects, if any, 
which LIFO taxation has on resource al- 
location behavior. In a tax-free environ- 
ment, the analogous profit-maximizing 
conditions are: 


(19) 
(20) 
МЕРТ,» = = о (020) 


(Again, the mathematical development 
may be found in the Appendix.) 

When these results are compared with 
those obtained in the LIFO-tax model, 
one observes that the MRTS for all fac- 
tors and the MRPT for real products 
are identical in both cases. The difference 
` between the two cases lies in Equation 
(21) in the tax-free case as opposed to the 
analogous result (Equation (18)) in the 
LIFO tax case. Equation (21) indicates 
that in the tax-free case, the firm will use 
all of its resources to produce real pro- 
ducts rather than maintain year-ending 
inventories, since there is no economic 
benefit to the firm which comes as a result 
of year-end inventory maintenance. This 
result differs from the results of Equation 
(18), which indicates that the same firm, 


when operating in a LIFO-tax environ- ' 


ment, will use some of its resources to 
maintain year-end inventory levels. 

. The implications of these results for 
economic efficiency can be clearly seen if 
either the level of factors consumed in 
production or goods produced are held 
constant across the two economic en- 
vironments. The results indicate that if 
factor utilization is held constant, the 
same firm operating in a LIFO-tax en- 
vironment would produce a lesser quan- 
tity of real goods than it would produce in 
. tax-free environment. This conclusion is 
based on the fact that if the level of factor 
utilization is held constant across en- 
vironments, and the firm uses some of 
these factors to maintain inventory levels 
when operating in the LIFO-tax en- 
vironment, there remains a lesser quan- 
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tity of factors available for production of 
real goods. The resources used to main- 
tain inventory levels would be used to 
produce real products if the same firm 
were operating in a tax-free environment. 
An analogous argument can be made if 
the level of goods produced is held con- 
stant across environments. In this situa- 
tion, the firm operating in the LIFO-tax 
environment will consume more re- 
sources to produce a given level of real 
goods than it would if it were operating in 
a tax-free environment, since some re- 
sources will be used for year-end inven- 
tory maintenance. However, the same 
economic result is obtained no matter 
whether one holds constant the level of 
factors utilized or goods produced. This 
result is that the firm operating in a 
LIFO-tax environment will use more re- 
sources per unit of goods produced than 
that firm would use in a tax-free environ- 
ment. Accordingly, LIFO promotes an 
inefficient utilization of resources, the 
term "inefficient" being used here in a 
nontechnical sense. 


Production Effects and Pareto-optimality 


Althovgh it was asserted that LIFO- 
taxation causes an "inefficient" alloca- 
tion of resources, using a nontechnical 
definition of efficiency, it can be demon- 
strated that the allocation of resources is 
inefficient in a technical sense, the term 
"efficient" being 
“Pareto-optimal,” Pareto-optimality is 
the well-known condition in which it is 
not possible to make one person better 
off economically without making some- 
body else worse off. It has been demon- 


strated [Graaff, 1957] that, in the absence’ 


of externalities, perfect competition re- 
sults in a Pareto-optimal allocation of 
resources; hence, the justification for 
assumptions 2 and 3 with respect to the 


. model. One of the necessary conditions 


for Pareto-opimality which is satisfied: by 


synonymous with: 


on 
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"perfect competition is that for any pair 
of products, MRPT for firms must equal 
the marginal rate of substitution (MRS) 
for consumers. (For a proof of this condi- 


tion see, for example, Cohen and Cyert, — 


1965, p. 292.) MRS measures the number 
of units of one product or service which 
a consumer must sacrifice per .unit of 
another product or service gained so as to 
maintain a constant level of satisfaction. 
Note that if the MRS for consumers does 
not equal МЕРТ for producers, the firm 
can increase consumer utility without 


causing a change in its own resource ` 


utilization merely by changing the com- 


bination of products it produces with a’ 


given amount of factors of production. 


For the firm which operates in a LIFO- - 


tax environment, one of the "products" 
which will be produced is year-end main- 


tenance, a “product” which presumably - 


has no utility to consumers. Therefore, 
consumers' MRS of any good for inven- 
tory maintenance should be infinite; that 


is to say that consumers prefer any 


amount of real goods to inventory main- 
tenance. On the other hand, the MRPT of 


inventory maintenance into any real good - 


will not be infinite for the firm which 
operates in the LIFO-tax environment. 
Since the MRS for consumers does not 
equal the MRPT for producers, the re- 
sulting allocation of resources in the 
LIFO-tax environment is not Pareto- 
optimal. To state the results more intui- 
tively, given the same level of productive 
'resources for the firm, consumers will be 
made better off economically if the firm 


uses all of the resources to produce real | 


products instead of using some of them 
for inventory. maintenance. - 


These results can be seen graphically ру. 


referring to Figure 1. In the diagram, РЁ, 
is the production possibilities frontier for 
all combinations of P (inventory main- 
tenance) and апу real product И. There- 
fore, given a certain fixed level of produc- 
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FIGURE 1 
After-tax Economic Profits Perfect Competition 





f£ W -DR 


tive inputs, the firm has the technology to 


produce any of the combinations of P 
and V, lying on or within the curve РӮ. 
The curve has a kink in it at point A due 
to the fact that, in any realistic situation, 
firm can control its year-end inventories 
in an effective way with only part of its 
resources. Any additional investment of 
resources into the LIFO inventory main- 
tenance function beyond this amount will 
produce no additional tax benefit. Since 
the firm has no incentive to spend more 
for inventory maintenance than is re- 
quired, it will not choose a combination 
of P and V, lying on PA. Furthermore, the 
firm has no incentive to choose a combi- 
nation of P and V, lying within PV, since 


.it can increase its production and sales 


and hence profits given the same level of 


: inputs by moving on to the production 


possibilities frontier. Therefore, the firm 

will choose some combination of P and. 

V, lying on the section of the frontier АЙ. 
The solid portion of line 


s Tdw,e1—T)R, 
shows the various.combinations of P and 


V, which will contribute a given level of 
after-tax income to the firm. As such, it is 
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analogous to the isorevenue curve which 
is used in graphical representations of the 
optimal mix of two outputs or products. 
Tów,e may be thought of as the amount 
of savings in taxes which will accrue to the 
firm if it increases its holdings of year-end 
inventory by one unit over that which the 
firm would have at year-end if it did not 
purchase the unit. Since, based on the 
model, the firm will have no additional 
tax benefit from holding inventory, once 
year-end inventory in units equals or 
exceeds beginning inventory, any addi- 
tional use of resources to purchase and 
hold more inventory will result in a de- 
cline in revenue, due to the further de- 
crease in the manufacture and sale of V, 
without any further tax benefit from the 
diversion of resources to P. The dotted 
portion of the line shows this inferior 
region, while the segment CD shows the 
total revenue which results when year- 
end inventory is increased beyond the 
point where it generates tax benefits. 
Since the relevant segment of the total 
revenue line (C to (1 — Т)К,) is tangent to 
the production possibilities frontier, it is 
the maximum total revenue which the 
firm can achieve with a given level of 
productive inputs. Accordingly, the dia- 
gram depicts the profit-maximizing solu- 
tion. 

The profit-maximizing solution re- 
quires the firm to produce f, units of V, 
as shown in Figure 1. However, in the 
absence of LIFO taxes, the firm would 
produce Й units of И, since it would have 
an economic incentive to produce real 
goods, but no economic incentive to 
maintain LIFO inventories. Accordingly, 
the presence of LIFO taxes has resulted 
in a decline in the production of real 
goods in the amount of V,— Й. Assuming 
that consumers derive no utility from 
inventory maintenance, this diversion of 
resources from the production of goods 
to inventory maintenance results in a 
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decrease in economic welfare. 


SUMMARY AND POLICY IMPLICATIONS | 


It has been demonstrated that an in- 
come tax system which permits the use of 
LIFO introduces an inefficiency into the 
allocation of an economy’s productive 
resources, by causing year-end inventory 
maintenance to be a profitable endeavor. 
It has also been indicated that the official 
Congressional rationale for permitting 
the use of LIFO for tax purposes is based 
on equity considerations, rather than on 
a view that the reallocation of resources 
caused by LIFO is a desirable economic 


` objective based on some other social or 


economic criterion. If it is true that the 
reallocation of resources caused by LIFO 
has no economic or social justification, 
then perhaps other methods of account- 
ing for inventories which provide protec- 
tion against inflation, but which do not 
promote resource allocation distortions 
should be investigated. 

One such alternative method of ac- 
counting for inventories for tax purposes 
is contained in the Report of the Com- 
mittee of Inquiry into Inflation and 
Taxation (Australia). This report, which 
is also called the Mathews Report, con- 
tains a recommendation which allows a 
deduction for: 


the difference between opening stocks (in- . 
ventories) valued at their actual price and 
opening stocks valued at the same prices as 
closing stocks, using actual stock schedules 
and price lists as the basis of the calculation. 
(The Mathews Report: Analysis, p. 12). 


Essentially, the Mathews Report per- 
mits taxpayers to account for inventories 
using replacement cost based upon verifi- 
able evidence. Therefore, taxpayers are 
protected from being taxed on inventory 
profits, without having new opportunities 
for tax avoidance. 

The Committee did consider permit- 
ting the use of LIFO, but rejected it for 


Halperin 


two reasons. The first reason is that, 
according to the Committee, the cost. of 
sales valuation adjustments proposed in 
the Report would be easier than LIFO 
for taxpayers to apply since they involve 
fewer computations and the need to 
maintain less complicated records 
[Mathews Report: Analysis, p. 59]. This 
is especially true for taxpayers who use 
dollar-value LIFO, which is probably 
the method used most in practice. Sec- 
ondly, the Committee felt that “the pro- 
posed stock revaluation method provides 
a more accurate measure of the current 
value concept of income than LIFO, 


while avoiding the capricious effects © 


produced by LIFO in the downward 
phase of the stock cycle" [Mathews 
Report: Analysis, p. 59]. Accordingly, 
the Committee seemed to recognize the 
fact that LIFO protects taxpayers from 
inflation only when year-end inventory 
levels are maintained and wished to avoid 
that problem. 

The objectives of the section of the 
Mathews Report concerning inventories 
seem to be based on both equity and 
efficiency considerations, since the recom- 
mendation protects taxpayers from in- 
flation without causing a reallocation of 
resources into the year-end inventory 
maintenance function. Since the Report 
has not been enacted in its recommended 
form, it is impossible to determine em- 
pirically whether the legislation has had 
the desired effects. However, these pro- 

‘visions do seem to have merit from a 
public policy viewpoint. 
APPENDIX 


Mathematical Development of the Condi- 
tions for Maximization of After-Tax 
Economic Profits and Effects on Pro- 
duction 

This section will demonstrate analyti- 
cally that the LIFO firm will utilize some 
part of its productive resources to main- 
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tain year-end inventory levels. As a con- 
sequence of this activity, the firm will 
produce a smaller quantity of real fin- 
ished products than the same firm would 
produce if it operated in a tax-free en- 
vironment. 

In order to derive the profit-maximiz- 
ing conditions, Equations (14) and (15) 
can be set up in Lagrangian multiplier 
form. Define L to be the function. Then, 


L-o-T( S. ки- Y Е) 


=1 


те Tów,(Syg — &(Syg-t P — D)) 


—Ag(V;, Va ty Vas Vz, P) 
—h(q1,d2, ^" dp 0) 
-KD-0 (4.1) 


Taking the partial derivatives with re- 
spect to each of the variables and setting 
the results equal to zero gives: 








oL 0g ; 
ar -TIR-a (A.2) 
ôL ôg 
es же еы; (RB 
V4 (1 T)Ri+1 ду, 0 ( ) 
or 
09/21, "o К (A.4) 
6g/OVi+1 Risa 


Equation (A.4) is the familiar condition 
that for any two outputs of real products, 
the firm will equate MRPT to the ratio 
of the products’ selling prices. 

In addition, the MRPT of any product 
V, to P can be computed by taking the 
relevant partial derivatives, setting them 
equal to zero and forming the ratio: 


oL | 0g 
— — — m Д. — = 5 
oV, (1— T)R;-À av, (A.5) 


OL _ Tey 48-9 


üP ^? ӘР ey 
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or 
26% _(-T)Ry, 
УР баур Тбу в 


Since both the numerator and denomi- 
nator of the ratio in Equation (A.7) are 
positive numbers, some positive amount 
of P will be “produced.” To state the 
result more formally, profit maximizing 
conditions require the LIFO firm to use 
some of its factors of production to main- 
tain year-end inventory levels. This result 
consistent with the tax planning idea dis- 
seminated by the professional literature. 

To look at the optimal level of resource 
utilization by the LIFO firm, one must 
compute the MRTS of any two pairs of 
factors. The MRTS can be computed as 
follows: 


MRPT (АЛ) 








oL oh 
z—-(1- T)w;4-AZ— A.8 
дг. oh 
z——-(1-T)w,,.,4ÀA-—— (A9 
jai (1- Twy, 7 (4.9) 
Therefore, 
MRTS SUR „Уу. ЧААП) 


йш ~ h/óq;. 1 кр 


Equation (A.10) is the familiar result 
that for the profit maximizing firm, the 
MRTS for any two factors of production 
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is equal to the ratio of those factors’ 
prices. 

In order to see the effects of LIFO on 
resource allocation, the MRPT’s and 
MRTS's must also be derived for the firm 
operating in a tax-free environment. This 
can be accomplished by setting up the 
following Lagrange multiplier problem 
based on Equations (11) and (15), taking 
the relevant partial derivatives, setting 
the results equal to zero, and forming the 
appropriate ratios. 


т т 
Max M= У RV- p wyg—wyD—u 
(51 z1 


'(9(Vi, Vatta Votta VP) 
—hí(q1, d2,**4dj ^ dq) 
—KD)-0 (A.11) 


where 


M is the function, and џ is the undeter- 
mined Lagrange multiplier. 
After doing the required mathematics, 
the following results are obtained: 


Ri 
1. МРРТ, у. mno 


А12 
Rist б 
2. MRTS,,, o 7L and (A.13) 


с 
3. MRPTy,p=—=0- (A14) 
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A Comparison of General Price Level ` 
and Historical Cost Financial State- 
ments in the Prediction of 
Bankruptcy 


: Curtis L, Norton and Ralph E. Smith 


ABSTRACT: The objective of this study is to compare the prediction of bankruptcy based 
on ratios computed from GPL financial statements to the prediction based on ratios 
computed from traditional historical cost financial statements. A sample of an equal 
number of bankrupt and non-bankrupt firms was chosen, and the financial statements 
were adjusted for the effects of general price level changes. Financial ratios were com- 
puted from both the traditional and GPL financial statements. Discriminant analysis was 
u&ed for the bankruptcy classifications. The authors found that both GPL and traditional 
ratios exhibited the ability to predict bankruptcy. In spite of the sizable differences in 
magnitude that existed between GPL and historical cost financial statements, little differ- 
ence was found in the bankruptcy predictions. GPL data were shown to be consistently 
neither more nor less accurate than historical data for predictions of bankruptcy. 


HE accounting profession has -at- 

tempted several times to deal with 

the impact of inflation in financial 
statements. One method frequently pro- 
posed to account for changes in the value 
of the dollar is to adjust historical cost 
(HC) statements for changes in the gen- 
eral price level (GPL). Unfortunately, 
limited empirical research has been con- 
ducted to provide some insights into how 
useful GPL adjusted statements are to 
statement users. 

The relevant user groups in this study 
are assumed to be the set of present and 
potential creditors and the set of all 
present and potential stockholders. These 
two sets of investors evaluate past per- 
formance, including financial statements, 
in order to evaluate the future, i.e., the 
accounting data are used because they 
facilitate predictive ability. Accounting 
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data are more useful to a stockholder or 
creditor if his prediction of future events 
is improved. The prediction of bank- 
ruptcy is one future event of interest to 
nearly every investor and is the prediction 
examined herein. 

A number of research studies have been 
conducted to determine if ratios com- 
puted from a firm's financial statements 
could be used for making predictions. 
The focus of these studies has been on 
the prediction of bankruptcy using HC 
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financial ratios. In particular, Beaver 
[1966], Altman [1968], and others have 
been able to predict bankruptcy up to 
five years before the actual event with a 
70-90 percent success rate. The objective 
of this study is to compare the prediction 
` of bankruptcy based on ratios computed 
from GPL financial statements to the 
prediction of bankruptcy based on ratios 
computed from HC financial statements. 
The paper is composed of four sections. 
. In the first section, the sample selection, 
' data collection, GPL adjustment pro- 
cedure and methods of developing bank- 
ruptcy predictions are discussed. This is 
followed by sections discussing the re- 
sults of the GPL adjustment procedure, 
the results of the bankruptcy predictions 

` and summary and conclusions. 


METHODOLOGY ^ 
Sample Selection 


The general approach to sample selec- 
tion was to identify a group of bankrupt 
firms and then to choose an equal num- 
ber of non-bankrupt firms. The firms 
identified as bankrupt were firms that 
had notified the SEC on Form 8-K or 
Form 10-K during the years 1971-75 that 
legal bankruptcy proceedings had begun. 
These years were selected in order to 
examine bankruptcies that occurred dur- 
ing a recent period of high inflation. The 
' sample was limited to firms that were 
listed in the Moody's Industrial Manual 
and for which financial statements were 
available for four years prior to the year 
in which bankruptcy notices were filled 
with the SEC. A total of 30 bankrupt 
firms were identified that fulfilled the 
sample selection criteria. Three firms 
were identified as bankrupt in 1975, ten 


in 1974, eight in 1973, seven in 1972, and. 


two in 1971. 

An equal number of ion baaki 
firms was selected for the sample. Previ- 
ous research has suggested that care must 
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be taken when choosing a sample of non- 
bankrupt firms to complement the bank- 

rupt firms [Elam, 1975; Beaver, 1966]. 

It was-important that the sample of firms 
be as. similar as possible in all respects 
except for their financial ratios. A paired 
sample design was used for that reason. 
For each bankrupt firm, a non-bankrupt 
partner firm was chosen with these char- 


- acteristics: 


1. The non-bankrupt firm was in the 
same industry as its bankrupt part- 
ner, as indicated by their three-digit 
industry classification numbers. 

2. Within a given industry, the non- 
bankrupt firm with the asset size 
most similar to its bankrupt partner 
was chosen. Asset size, rather than 

. met sales, was chosen as the match- 

- ing criterion since it tends to be 
тоге ·ѕіаЫе across time [Beaver, 
1966; Elam, 1975]. 

3. Data must be available for the four 
periods preceding its partners 
bankruptcy. 


The bankrupt firms and the matched non- 
bankrupt partner are identified in Ap- 
pendix A. Each firm selected for this 
study was a large industrial firm whose 
stock was publicly traded. The mean 
total asset size of the bankrupt firms was 
$90 million and $90.4 million for the 
non-bankrupt firms. Twenty-four indus- 
trial classifications were represented in 
the 30 bankrup firms. The highest num- 
ber of firms from any one industrial 
classification was four. The bankrupt 
firms and their non-bankrupt partners 
were from the same industry and year in 
every instance except one (Rosenau 
Brothers). A non-bankrupt firm could 
not be obtained that had an asset size 
simildr to that bankrupt firm. A firm 
from a closely related industry was 
chosen (Londontown Manufacturing). 

It is difficult to state with confidence 
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that the sample was representative of all 
firms classified as industrial. The non- 
random selection criteria, while neces- 
sary, have dictated a somewhat larger 
than “average” size for the firms. Fur- 
ther, not all firms are required to provide 
Form 10-K and Form 8-K data, and 
firms that did provide such data may not 
have been representative of all United 
States industrial firms. 


Data Collection 


HC financial statement data were col- 
lected for the sample firms for four years. 
A four-year time period was chosen 
because of the volume of data to be col- 
lected (a total of 240 financial statements 
was needed) and because previous studies 
indicated that financial ratios from years 
beyond four years prior to bankruptcy 
have very limited predictive ability. The 
primary sources of financial statement 
data for the firms were Form 10-K finan- 
cial statements and annual reports. The 
abbreviated financial statements pro- 
vided by Moody's were used as a supple- 
ment when those reports were not avail- 
able. As a third source, the researchers 
attempted to obtain the financial state- 
ments of the firms by contacting their 
corporate headquarters. Three financial 
statements could not be obtained from 
any source. The statements unavailable 
were all for bankrupt firms for the year 
immediately preceding bankruptcy. 
These companies were kept in the study 
to increase the sample size. 


GPL Adjustment Procedures 


GPL financial statements were devel- 
oped from the HC data using a computer 
program developed by Petersen [1971]. 
With three exceptions, the. GPL adjust- 
ments were made in accordance with the 
FASB Exposure Draft. The three excep- 
tions all dealt with the determination of 
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the monetary and nonmonetary status 
of certain accounts: 


1. For marketable securities, the Ex- 
posure Draft recommended that 
stock normally be treated as non- 
monetary, bonds being held for 
short periods as non-monetary, and 
bonds being held for longer periods 
as monetary. It often was difficult to 
determine the type of security, and 
often it was impossible to discern 
the intentions of management. It 
was assumed that the majority of 
marketable securities holdings were 
composed of long-term bonds. For 
these reasons, all marketable securi- 
ties were treated as monetary and 
adjusted accordingly. 

2. The Exposure Draft states that pre- 
ferred stock may be either mone- 
tary or non-monetary, depending 
upon its characteristics. However, 
it is likely that most preferred stock 
has the characteristics of a non- 
monetary security. For that reason, 
all preferred stock was treated as 
non-monetary and adjusted accord- 
ingly. | 

3. In the case of an investment in 
unconsolidated subsidiary carried 
at equity in the financial statements 
of the investors, the Exposure Draft 
requires that the financial state- 
ments of the investee be restated 
and then the equity method applied. 
This was not feasible in this case, 
and all investments were treated as 
non-monetary. 


Quarterly gross national product im- 
plicit price deflators were used as the 
price indices in the manner suggested in 
the FASB Exposure Draft [1974]. GPL 
adjustments were made for all monetary 
and non-monetary accounts for each 
year. Each year’s financial statement was 
rolled forward so that all were stated in 
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current purchasing power dollars; i.e., 
the dollars of the most recent financial 
statement. 

The means used to compute the GPL 
adjustments were made for all monetary 
and non-monetary accounts for each 
been extensively validated. Petersen 
[1971] validated the program first with 
the use of XYZ Firm from APB State- 
ment No. 3, and then against the detailed 
restatements McKenzie [1970] devel- 
oped for a specific industry. Petersen 
[1971, p. 77] concluded that the restate- 
ment procedure estimates satisfactorily 
the impact of GPL movements. Other 
GPL estimation procedures have been 
used by Davidson and Weil [1975a, 


.1975b, 1975], Harmelink and Kintzele 


[1975], Samuelson [1972], and Parker 
[1977]. 


Variables 


A series of 32 financial ratios were com- 
puted for each of the four years prior to 
bankruptcy after the HC and GPL finan- 
cial statements were constructed. Each 
of the ratios was selected because of its 
use in previous studies dealing with 
bankruptcy and/or business failure.! 
Table 1 lists the financial ratios used in 
this study to form the basis of the bank- 
ruptcy prediction. 


Bankruptcy Predictions 


Predictions of bankruptcy were devel- 
oped using linear multiple discriminant 
analysis (MDA).? The dependent vari- 
able was bankruptcy or non-bankruptcy. 
The independent variables were the fi- 
nancial ratios from either HC or GPL 
financial statements. Two discriminant 
functions were developed for each year 
prior to bankruptcy. One function was 
based upon the HC financial ratios and 
the other was based upon the ratios from 
the GPL financial statements. An initial 
set of eight functions was formed, two 
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TABLE | 


TumTY-TWO FINANCIAL RATIOS COMPUTED FROM 
THE FINANCIAL STATEMENTS  ' 





шлш 
Ratio 
Number 








Description 


001 Current ratio 

002 Cash to current liabilities 

003 Cash to total assets 

004 Quick assets to current liabilities 
005 Quick assets to total assets 

006 Current assets to total assets 
007 Working capital to total assets 
O03 Cash flow to sales 

009 Cash flow to total assets 

010 Cash flow to net worth 

011 Cash flow to total liabilities 

012 Net income to sales 

013 Net income to total assets 

014 Net income to total liabilities 
015 Current liabilities to total assets 
016 Long-term liabilities to current assets 
017 "Total liabilities to total assets 
018 Total liabilities -- preferred stock to total assets 
019 Net worth to total liabilities 

020 Net worth to long-term liabilities 
021 Net worth to fixed assets ; 
022 Net income to net worth 

023 Sales to cash 

024 Sales to accounts receivable 

025 Sales to inventory 

026 Sales to quick assets 

027 Sales to current assets 

028 Sales to working capital 

029 Sales to total assets 

030 Cash interval 

031 Defensive interval 

032 Sales to net worth 





for each year times four years. All 60 
firms were used to develop each dis- 
criminant function. The 60 firms were 
then classified as bankrupt or non- 
bankrupt on the basis of each function. 
Four approaches were used to deter- 
mine which financial ratios should be 
used in the discriminant function. In the 


! For a summary of the ratios used in 11 previous 
studies and their ranking in importance in each study, 
see Bazley [1972, pp. 47-50]. 

2 Except were noted, the program used to develop the 
discriminant functions was version six of the Statistical 
Package for the Social Sciences [Nie et al., 1975, pp. 
434-67]. The SAS package was used for a limited 
amount of follow-up work [Barr et al., 1976]. 


76 


first approach, the stepwise technique 
was used to select the optimal set of 
variables. The result is optimal (rather 


than maximal) because not every subset: 


is considered. A maximal solution would 
require testing every possible subset of 
the 32 ratios to determine the very best 
results. The stepwise process begins by 
choosing the variable which has the 
largest value of a user-determined cri- 
terion. This variable is then paired with 
each of the remaining variables to deter- 
mine which pair provides the best cri- 
terion value. The procedure continues 
until all variables are selected or no addi- 
tional variables meet the minimum cri- 
. terion to enter.? 

The SPSS Discriminant Package al- 
lows the user the choice of several selec- 
tion criteria. The method chosen for this 
study was “WILKS.” When METHOD 
= WILKS, the criterion is the overall 
multivariate F ratio for the test of 
differences among the group centroids. 
The variable which maximizes the F 
ratio also minimizes Wilks’ lambda, a 
measure of group discrimination [Nie 
et al., 1975, p. 447]. For an in-depth 
analysis of the use of the F statistic in the 
stepwise regression context, the reader 
should refer to Pope and Webster [1972]. 

The problem with the stepwise ap- 
proach was that if the functions devel- 
oped from the HC and GPL data were 
dissimilar, it was difficult to determine if 
the differences in predictive accuracy 
were the results of differences between the 
models or between the valuation system. 
An example may make the point more 
clear. Suppose the GPL function for a 
given year contained ratios x;, х,, and 
xg, and the historical cost function for 
the same year contained ratios x,, x;, 
and x,,. Also suppose the GPL function 
predicted 4 percent accurately and the 
historical cost function predicted B per- 
cent accurately, and A was greater than 
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B. The researcher then could conclude 
that the particular set of ratios computed 
from the GPL data was a better predictor 
of bankruptcy than the set from histori- 
cal cost data; i.e., the GPL model was 
better than the historical cost model. 
The researcher could not conclude the 
GPL information is better than historical 
cost information since the models do not 
contain the same information. 

To avoid this problem, three other 
approaches were used to select a set of 
ratios that were used in both the GPL 
and HC prediction models. These three 
approaches numbered two through four 
are: 

Approach 2. In this approach all 32 
ratios were used in each discriminant 
function. Thus, the models developed 
from GPL and HC data were identical. 
The models developed in this approach 
would be effective, but very inefficient 
since many of the ratios are likely to 
contain nearly the same information. 

Approach 3. A set of selected variables 
was chosen based upon the univariate F 
ratio of each financial ratio in the. first 
year prior to bankruptcy. A univariate F 
ratio indicates the ability of each ratio 
individually to predict group member- 
ship. The 13 ratios that exhibited the 
highest univariate F ratio for both GPL 
and HC data in the first year prior to 
bankruptcy were chosen and used to 
develop two discriminant functions for 
each year. 

The models developed in this approach 
do not necessarily give the most accurate 
predictions of bankruptcy, even in the 
first year, because the univariate F ratio 
indicates only the individual information 
value of a ratio. A ratio may be a very 
good predictor by itself but not be useful 
when included in a multivariate model 


3 In all cases in this study, the criterion F ratio for a 
variable to enter or be removed was 1.0. 
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[Cockran, 1964]. While both GPL and 
HC predictors are based upon the same 
set of variables in approach three, there 
is no assurance that the variables are the 
best for either data set. 

Approach 4, In this approach, linear 
multiple regression, discriminant analy- 
sis, and the judgment of the researcher 
were used. The purpose of the regression 
analysis was to indicate which financial 
ratios were the most important. Two 
stepwise linear regressions were con- 
ducted, one regression for all four years’ 
GPL financial ratios and another for all 
four years’ HC financial ratios: On the 
basis of the regression equations, a set of 
seven financial ratios was chosen for use 
in discriminant functions based on the 
“following considerations: (1) the order 
in which the variables entered the re- 
gression equations; (2) the change in the 
coefficient of determination (R*) that 
resulted from the addition of the variable 
to the regression equation; (3) the relative 
importance of each variable as indicated 
by the standardized regression coeffi- 
cients (betas); and (4) the F ratio con- 
ducted upon each individual regression 
coefficient. 

The seven ratios were analyzed by the 
researchers to determine whether they 
constituted a reasonable bankruptcy pre- 
diction model. The researchers desired a 
model that (1) was important in a statisti- 
cal sense, and (2) an investor would ac- 
cept as helpful in predicting bankruptcy. 
Accordingly, four ratios were chosen as 
additions to the seven ratios initially 
chosen. Two were chosen because they 
had been useful in previous studies, and 
two were chosen to form a balance 
between the income-oriented and liquid- 
ity-oriented ratios. Thus, the model was 
developed from 11 ratios,* 


RESULTS OF THE GPL ÁDJUSTMENTS 
The results of the GPL adjustments are 
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compared to the HC statements to assess 
the magnitude of the changes resulting 
from the GPL adjustment procedure. A 
summary of the results of the GPL 
estimation procedures follows: 


1. In 48 of the 60 firms, the average 
GPL net income was less than the 
average HC net income. In 18 of 
the 60 firms, the magnitude of the 
difference between the HC and GPL 
net incomes was less than 10 per- 
cent. The other 42 firms had more 
sizable differences. The percentages 
ranged from —271 to +284. For 
three firms, a positive average HC 
net income was adjusted to a nega- 
tive GPL net income. Only for one 
firm did the opposite occur; i.e., 
GPL net income was positive and 
HC net income was negative. The 
average net income (loss) figures 


were: 
Percent that GPL 
was Higher 
HC GPL (Lower) Than HC 
($000) ($000) 
Bankrupt Firms $( 945) ($1,299) (37.5) ` 
firms 
Non-bankrupt 3,473 3,138 (10.7) 


Firms 


2. The standard deviation of GPL net. 
income was larger than the standard 
deviation of HC net income in 54 


3. Two individual items were the most 
significant for most companies: 
depreciation and the purchasing 
power gain or loss on monetary 
items. 


* Another alternative was possible but was not used 
in this study. The combined use of principal component 
and factor analysis appears to be a method that would 
be useful in reducing dimensionality. See Libby [1975] 
and Ketz [1977]. 
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4. The GPL adjustment procedure 
resulted in an average net monetary 


gain for 43 of the firms. The average . 


purchasing power gain or loss as a 


percentage of GPL net income was. 
less than 10 percent for 23 firms. 


The total average purchasing power 
gain or loss for all firms as a per- 
centage of the total average GPL 
net income was 55.2 percent for the 
bankrupt firms and 20.2 percent 
for the non-bankrupt firms. 

5. For every firm, the average GPL 
depreciation was higher than the 
average HC depreciation. The per- 
centages generally ranged from 15 
to 35 percent, and the highest was 
nearly 60 percent. The increase in 
GPL adjusted depreciation more 
than offset the net purchasing power 
gains and resulted in most, but not 


all, firms having GPL net incomes 


lower than their HC net incomes. 
Further, the depreciation adjust- 

. ment had a related impact on the 
- balance sheet and affects the balance 
sheet ratios. The average HC and 


GPL depreciation costs were: 
Percent that GPL 
Average Average was Higher 
HC GPL (Lower) Than HC 
($000) (8000) 
Bankrupt $1,788 $2,201 23.1 
Firms 
Non-bankrupt 2,039 2,756 35.1 
Firms 
BANKRUPTCY PREDICTIONS 


The correct predicted group member- 
ship (number of firms classified correctly 
as bankrupt and non-bankrupt) based on 
the discriminant functions developed 
from the HC and GPL data is presented 
in Table 2. The total sample size is 60 in 
all cases except in the year preceding 
bankruptcy in which financial statements 
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for three firms could not be obtained. 
The overall percentage of firms correctly 
classified is presented in parentheses 
under each year and was computed as the 
number of firms correctly classified di- 
vided by the total number of firms 
classified. The percentages reported in 
Table 2 are based on the discriminant 
functions developed from the sample 
data and the classifications of that same 
sample data.‘ 

Before the results of each approach are 
presented, it should be noted that. the 
results of the HC bankruptcy predictions 
of all approaches are quite consistent 
with those of previous bankruptcy pre- 
diction studies. The results of Altman 
[1968], Blum [1974], Deakin [1972], 
Edmister [1972], and others are, in 
general, not different from the results of 
this study with regard to HC ratios. 
Apparently, it is possible to accurately 
classify firms as bankrupt or nonbank- 
rupt on the basis of HC financial data 
using the discriminant analysis technique. 


Approach One Results 


The ratios computed from the HC and 
GPL data that entered the functions as 
selected by the stepwise technique, the 
partial F ratios, and. the standardized 


5 Whenever discriminant functions are developed and 
used to classify the original sample, an element of bias 
exists in the results. In past studies several methods have 
been used to “validate” the results. One alternative is 
the approach suggested by Lachenbruch [1967, pp. 
639-45]. The method requires the researcher to develop 
a discriminant function on all but one observation and 
use the function to classify that point. The process is 
then repeated holding ош a different observation each 
time. 

The anthors have used the- more common split- 
sample or Holdout method. The results obtained on the 
holdout sample are not very different from the results 
reported in Table 2. On the basis of the validation work 
conducted, the authors believe the percentages mis- 
classified by HC and GPL are “biased,” but biased to 
nearly the same degree. The primary purpose of the 
study is to compare HC and GPL and the results in 
Table 2 can be used fer that purpose. 


de 
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TABLE 2 


_CLASSIFIGATION OF THE SAMPLE FIRMS BY THE HC AND GPL DISCRIMINANT FUNCTIONS 
DEVELOPED FROM THE FOUR APPROACHES 




















Approach 1 Approach 3 Approach 4 
B N B N B N B N 
Year Prior to Bankruptcy No. % No. % No. % No. % No. % Na % No. % No. % 
Historical Cost 

1* 23 852 28 933 23 852 30 100.0 23 852 28 933 23 852 27 900 

(89.5) (93.0) (89.5) (87.7) 
2 24 80.0 26 867 28 933 26 867 26 867 24 80.0 24 80.0 86.7 

(83.3) 0) (83.3) (83.3) 
3 24 80.0 86.7 23 767 25 83. 23 767 24 800 24 21 700 

(833) (80.0) (78.3) 5.0) 
4 26 76.7 26 867 80.0 24 800 23 767 2 733 18 60.0 

(81.7) (83.3) (78.3) (66.7) 

General Price Level 

]* 22 81.5 28 913 24 889 29 967 23 852 28 933 22 81.5 29 96.7 

(87.7) (93.0) (89.5) .5) 
> 5 27 900 867 29 967 $0.0 24 80.0 23 76.6 25 833 25 833 

(88.3) (93.3) (78.3) | (83.3) 
3 5 21 70.0 25 83.3 26 25 833 23 767 2% 767 22 3 66.7 

(76.7) (85.0) (76.7) (00.0) 
4 25 833 80.0 26 86.7 7 22 733 21 767 23 767 18 60.0 

(81.7) (88.3) (75.0) (68.3) 

B -Bankrupt 
N -Non-bankrupt 


* Only 27 bankrupt firms in year 1. 


discriminant function coefficients are 
presented in Table 3.9 The variables are 
presented in the order that they entered 
the discriminant functions. 

An examination of Table 3 reveals the 
instability of the bankruptcy prediction 
process. The degree of instability in the 
models is evident when the models of 
each individual year are compared 
against each other; e.g compare the 
first year GPL model to the second year 
GPL model The comparison reveals 
little stability in either the GPL or HC, 
models. A ratio that appeared in one 
year's model often did not appear in suc- 
ceeding years. No ratio appeared in all 
four years’ HC discriminant models and 
no ratio appeared in all four years’ GPL 
models either. The instability of the GPL 
and the historical cost models was further 
evidenced by the values of the partial F 
ratios and the discriminant function co- 
efficients, which changed markedly from 
year to year. The significance of the par- 


tial F ratios at the .05 level can be exam- 
ined in Table 3. It is evident that most of 
the partial F ratios are not significant at 
that level. 


$ This study is consistent with all previous bankruptcy 
prediction studies in that linear MDA was used. The 
theory of linear MDA assumes the equality of the group 
covariance matrices but such is usually not the case in 
practice. Discriminant analysis is fairly robust with re- 
gard to violations of the underlying assumptions. Still 
when the covariance matrices are very dissimilar, 
quadratic MDA should be used. 

If linear MDA is used when quadratic MDA is ap- 
propriate, the tests for equality of group means are 
biased. More importantly, the percentages of misclassi- 
fications are biased. Eisenbeis and Avery [1972, pp. 
37-38] indicate the use of linear MDA, when the dis- 
persion matrices are unequal, tends to cause more 
classifications into the group with the larger dispersion. 
Further, their experience indicates that “for given differ- 
ences in group means the predictive power of the linear 
rules relative to quadratic rules decreases as the differ- 
ence between the group dispersions increases" [1972, p. 
38]. 

A test for homogeneity of variance [Kendall and 
Stuart, 1976] was conducted to test whether the disper- 
sion matrices were equal in this study. The results indi- 
cate that the covariance of the ratios of the failed group 
is significantly different than the covariance of the ratios 
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TABLE 3 
DISCRIMINANT FUNCTIONS DEVELOPED FROM THE STEPWISE TECHNIQUE 








Historical Cost 


Partial F 
Ratio? 


Std. Discr. 
"Coef. 





GPL 


Partial F 
Ratio? 


Std. Diser, 
Coef. 


Year Variable* 





* Variables are presented in the order they enter the function. In all cases the criterion F ratio to enter or be removed 


was 1.0. ў 


® For year 1, F (.055 1,55) 4.02. For yzars 2, 3, and 4, F(.05; 1,58) 4.01. . 


Two explanations could be advanced 
for the instability in the functions. First, 
it is probably true that the determination 
of the most important explanatory vari- 
ables is dependent upon the number of 
years prior to bankruptcy. After all, we 
should not expect the same ratios to be 
useful one year prior to bankruptcy as 
are useful two years prior. Second, the 
instability may be caused by the corre- 





of the nonfailed groups for both HC and GPL ratios. 
The SAS Discriminant Package allows the user to test 
for unequal dispersion matrices and base the discrimi- 
nant equations on the within groups matrix when the 
matrices are unequal. That option was applied to the 
ratios of approach four. The results indicate: (1) func- 
tions based on the within groups matrices correctly 


classified more non-bankrupt firms and fewer bankrupt . 


firms for both HC and GPL, (2) the overall percent 
correctly classified was only slightly different than pre- 
sented in Table 2, and (3) comparisons of HC versus 
GPL were not affected. 


te 


E 
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lation between the variables. Many of the 
32 ratios are correlated with each other. 
When multicollinearity exists, the func- 
tions may be highly sensitive to the sam- 
ple data. The addition or deletion of a 
few observations may produce shifts in 
the variables contained in the functions 
and the coefficients of those variables. 
Table 3 should be interpreted ac- 
cordingly. | 

The overall percentages of correct 
classification in Table 2 reveal that HC 
predictions were better in the first and 
third years prior to bankruptcy (89.5 per- 
cent to 87.7 percent in the first year and 
83.3 percent to 76.7 percent in the third 
year). GPL predictions were better in the 
second year prior to bankruptcy (88.3 
percent to 83.3 percent). The overall per- 
centages of correct classifications of the 
GPL and HC models were equal (81.7 
percent) in the fourth year prior to bank- 
ruptcy. In general, the overall percentages 
of firms correctly classified were so 
similar that it is difficult to draw any 
meaningful conclusions except that the 
two models perform more or less equally 
well? - 

It is also useful to analyze which firms 
were correctly classified by the models. 
The analysis is especially useful when the 
percentages of firms correctly classified 
are similar. This study assumed that the 
costs of misclassifying a bankrupt firm 
were greater than the costs of misclassify- 
ing a nonbankrupt firm. If an investor 
misclassified a non-bankrupt firm, he 
would not make the investment. The cost 
of misclassification would be the oppor- 
tunity loss resulting from not making the 
investment. If an investor misclassified a 
bankrupt firm, he would make the invest- 
ment. The cost of misclassification likely 
would be the loss of the original invest- 
ment incurred when the firm defaulted. 
For the foregoing reasons, if two predic- 
tion models classified a similar percentage 
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of firms correctly but one model classified 
more bankrupt firms correctly, that model 
was considered superior in this study.® 

In approach one, the HC models pre- 
dicted more bankrupt firms correctly in 
the first (23 to 22), third (24 to 21), and 
fourth years (26 to 25) prior to bank- 
ruptcy. The GPL model predicted more 
bankrupt firms correctly in the second 
year prior to bankruptcy (27 to 24). 

Approach one is useful because it 
indicates the predictive accuracy of the 
“best” combination of financial ratios 
that can be developed for each year prior 
to bankruptcy. No clear advantage ex- 
isted for either GPL or HC prediction 
models when Tables 2 and 3 are examined. 
Since the GPL and HC models were not 
the same in any year, conclusions about 
GPL and HC information were not 
possible from approach one. 


Approach Two Results 


The classifications of the bankrupt 
and non-bankrupt firms from the func- 
tions developed in approach two are pre- 
senied in Table 2. The overall percentages 
of correct classifications were higher (for 
both GPL and HC predictions) than the 
corresponding percentages in approach 
one. The results indicate that better 
predictions are possible when all the 
ratios are forced to become part of the 
discriminant functions than when the 
stepwise technique is used. However, the 
gains in predictive ability probably are 


\ 


/ 

7 Tt is generally assumed that the cost of providing 
GPL financial information is greater than the cost of 
providing conventional historical cost data. When GPL 
and historical cost data predict bankruptcy equally well, 
historical cost data must be favored. 

. 5 Most computer discriminant packages allow a more 

formal consideration of the costs of misclassification. 
Few of the previous bankruptcy studies have utilized 
that aspect of discriminant analysis; probably because 
the costs are difficult to quantify. Actually, a researcher 
would not-be required to develop an exact quantifica- 
tion if the relative costs of Type I and Type П errors 
could be formed [Eisenbeis and Avery, 1972, p. 13]. 
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TABLE 4 
UNIVARIATE F RATIOS IN THE FIRST YEAR PRIOR TO BANKRUPTCY* 
IM————————————————ÉÁÉÁÉÁÁÓáÉÁÓÁÁÁÉÁÉÁÉÁÉá————————————————M——M——MM———————Ó—À 





Hist. Cost 3 
Ratio No. Ratio Description F Ratio GPL F Ratio 
m MM MÀ M —— M —M M MM — M MM Y M M M MÀ ——— — 
001 . Current ratio 21.60 22.35 
002 Cash/current liabilities 16.85 16.85 
004 Quick assets/current liabilities 19.33 " 19.42 
007 Working capital/total assets 17.36 16.94 
009 Cash flow/total assets 11.31 13.78 
011 -> Cash flow/total liabilities 23.88 21.51 
013 Net income/total assets 11.54 14.01 
014 Net income/total liabilities 21.42 19.05 
015 Current liabilities/total assets 21.70 21.48 
017 Total liabilities/total assets 40.36 38.78 
018 Tot. lab. -- pref. stock/total assets 39.30 37.81 
019 Net worth/total liabilities 48.45 50.89 
021 Net worth/fixed assets 24.61 20.72 





* All F ratio values are given for 1 and 55 degrees of freedom. 


not great enough to offset the loss of 
efficiency resulting from the use of extra 
ratios. Thus, ratios that have very little 
additional information value can be 
: eliminated with only a small decline in 
predictive ability. Comparisons of the 
overall percentages of correct classifica- 
tions indicate that the GPL model was 
more accurate than the HC model in 
three of the four years. 


Approach Three Results 


In Table 4, the 13 ratios with the largest 
univariate F ratio values are shown to 
have been the same, whether the ratios 
were.computed from GPL or historical 
cost financial statements. That set of 13 
ratios was selected for the discriminant 
functions developed for each year prior 
to bankruptcy. | 

А GPL апа HC discriminant function 
was developed for each of the four years 
prior to bankruptcy using the same set of 
13 ratios. The classifications of the 60 
sample firms by the GPL and HC dis- 
criminant functions are presented in 
Table’ 2. The overall percentages of 
correct classifications indicate that the 


HC model predicted more accurately in 
three of the four years than did the.GPL 
model. The slight superiority of the HC 
model in approach three was exactly 
opposite the results of the models of 
approach two. 

Any conclusion from the results of 
approach three is weakened by two fac- 
tors. First, the model developed in ap- 
proach three performed well, but was not 
the best that could be developed for any 
year. The poorer performance of the 
model was the result of choosing the 
ratios on the basis of their individual 
information value in the first year prior 
to bankruptcy. 

Second, in approach three the differ- 
ences between tlie predictive accuracy of 
the HC and the GPL model was very 
small in every year. The univariate F 
ratios provided an explanation of why 
the difference between the performance 
of HC and GPL models was not great. 
Discriminant analysis is based upon a 
difference between the bankrupt and 
nonbankrupt groups with respect to a set 
of variable (ratios in this case). The uni- 
variate F ratios indicate that a difference 
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. TABLE 5 
RESULTS OF HISTORICAL COST AND GPL REGRESSIONS PERFORMED 
' TO SELECT A SET OF VARIABLES IN APPROACH FOUR 
Order of Change 
Variables Ratio Description mR Beta F Ratio 
Historical Cost Regression 

019* Net worth/total liab....... ИРЕ P RUNE ‚226 024 031 
020* Net worth/long-term Нађ... оле T 027 —.107 2.235 
018* To.li. + pr.st./total а$$е1!з............................. .030 — 538 13.611 
030* Cash ‘intervals ssc oss nna eere аас ан a NES .020 200 11.379 
006* Cur. assets/total аз$зеї$.........................5.. .025 —.260 7.438 
Меат" ^l udweweres i eue vela Due SIS xS S De dene ККЕ Bad iR 016 —.183 10.696 
023* Батеѕу/саѕ 4. s eoe v or eri eri seed sabe ewes Geese 017 — 1088 2.575 
011* Cash flow/total Нађ... „а... ааа. 005 456 9.527 
009 Cash flow/total ав$еїз....................-........., 922 — 410 7.349 
032 Sales/net worth............... ccce TA .005 -.100 2.895 
010 Cash flow/net worth. ........ АСРАБ СИТО dex URN DOS 003 —.069 1.252 
005 Quick assets/total assets. ............. УРТ .002 .059 943 
029 Sales/total assets. ......... Lecce ada sees eres " 1002 201 1.972 
027 Sales/current assets. ..... ——— Ó—— wale ax ; .003 —.170 1.280 
031 Defensive interval...... Pasa tas Dc Ie P PEE .002 —.045 .TI6 





Degrees of freedom: 15, 221 
F(.05, 15, 221) 1.67 


Ri-.412 


Adjusted А2 =.375 
Standard error =.397 


Overall F ratio= 10.33 


* Indicates the variables chosen on the basis of the established criteria. Four other variables were added to the seven 
variables highlighted. The discriminant functions used that set of eleven variables for each year’s bankruptcy predic- 


tion, 


between the groups did exist in this study, 
amount of the difference remained rela- 
tively stable whether the ratio was com- 
puted from HC or GPL statements. For 
example, when the value of the current 
liabilities to total assets ratio (ratio 015) 
was computed from the HC statements 
for the first year, the mean value for the 
bankrupt group was .744; and for the 
non-bankrupt groups it was .281. The 
difference is .744 —.381 = .463. When the 
same ratio was computed from the GPL 
financial statements, the mean value for 
the bankrupt group was .667; and for the 
non-bankrupt group it was .254. The 
difference is .667 —.254 —.413. Other ra- 
tios exhibited the same pattern. The val- 
ues of the ratios were different after GPL 
adjustments, but the difference between 
the ratios of the bankrupt and non- 


bankrupt groups tended to remain rela- 
tively stable. 


Approach Four Results 


In approach four, stepwise multiple 
linear regression analysis was used to 
select а set of ratios. The selected vari- 
ables were then used in discriminant 
functions to predict bankruptcy each 
year. The order in which the ratios en- 
tered the GPL and HC regression equa- 
tions, the change in Ё?, the beta coeffi- 
cients, and F ratios of each individual 
variable are presented in Table 5. The 
seven variables initially selected upon 
examination of the regression results are 


- highlighted in the table. 


The first seven variables to enter the 
equations were the same for the GPL 
and the HC regression analyses, although 
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TABLE 5—(Continued) 
Order of Change . 
Variables Ratio Description in R? Beta F Ratio 
GPL Regression 
019* Net worth/totalliab.. 0.0. ke cee cee ee eere ‚253 084 .308 
020* Net worth/long-term Паб... „аа... .034 —;150 -4.089 
023* ба!ез/са8Н: зек уу бы жал esses ed SEENE ESANA xs» „018 —.048 .581 
018* To.li.+ pr.st./total ав$@(в......................5.....› 015 — A81 11.052 
030* [сина р ЖОККО КККК ТЕКСТ, 014 553 5.488 
006* Cur. assets/total ав5е{З..............................+ .008 —.336 8.459 
Year | uias wok rema АСА БЕКУ secre set агер А .007 —.134 5.352 
011* . Cash flow/total rl EM M pokes 005 429 8.248 
013 Net income/total assets. ............ РЕИС 014 — .495 8.37 
004 Quick assets/current Па... ... „0...6... .006 .191 3.351 
008 Cash flow/sales............ ecce ce cece cee en 003 427 3.759 
002 Cash/current liab.. 2.2... 2. ce eee eee ee eee ee ete .005 —.437 6.018 
029 Sales/total assets..........2. аана 1006 245 · 2.375 
025 Sales/inventory....... SO ORR TEE CT ee .010 —.118 2.044 
003 Cash/total а5$е[$............................з.-.-.—-+ 004 230 1.799 
001 Current fatio. а жй eos a tre m a a rece aise .002 .142 1.050 
027 Sales/current авве!8................ Rewgsu-A eau ds 1.001 —.152 722 
031 Defensive interval. : аага нану еура 201 ~ .042 651 
Degrees of freedom: 18, 218 . Adjusted R? = .3 


F05, 18, 218) 1.61 
= 414 i 


Standard error =.399 
Overall F ratio = 8.56 





they did not enter in the same order. 
Those seven variables were chosen on the 
basis of the selection criteria established. 
Ratio 019 (net worth to total liabilities) 
was included since it was the first variable 
to enter both equations and was responsi- 
ble for the largest change in R?, even 
though its coefficient was not large and 
its F ratio not ‘statistically significant. 
Four ratios were added to the seven 
originally chosen from the regression 
equations. Ratios 013 (net income to 
total assets) and 030 (cash interval) were 
added because they had been used in 
previous studies. Ratios 007 (working 
capital to total assets) and 029 (sales to 
total assets) were added to achieve a 
balance between the types of ratios used 
in the composite model developed in 
approach four. 

The 11 variables selected were used in 
discriminant functions to predict bank- 


: ruptcy or non-bankruptcy. The classifi- 


cations of the sample firms with the 
historical cost and GPL discriminant 
models from approach four are presented 
in Table 2. | 
In Table 2, comparisons of the overall 
percentages of correct classifications 


achieved with GPL and HC ratios yielded ` 


mixed results. GPL was better able to 
predict whether bankruptcy would occur 
in the first and fourth years. HC pre- 
dicted better in the third year. The second 
year prior to bankruptcy, the GPL and 
HC ratios achieved the same overall per- 
centage of correct classifications. The 
overall percentages were very similar i in 
all cases. 


SUMMARY AND CONCLUSIONS. : 


Both GPL and HC ratios exhibited 
the. ability to predict bankruptcy. : In 
spite of the'sizable differences in magni- 
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. tude that existed between GPL and HC 
. financial statements, little difference was 


found in- the bankruptcy predictions, ' 


Usually the results were mixed; GPL was 


` slightly better in some years but slightly: 


worse in others. GPL data were shown to 
be consistently neither more nor less 


-accurate than HC data for predictions of í 


bankruptcy. . 
Many a priori arguments have been 


advanced to imply that GPL financial . 
statements are (or should be) more use- . 


ful. Yet in this study, GPL financial 
ratios were not found to be more accu- 
rate in predicting bankruptcy. The gen- 
eral belief here is that inconvenience and 


costs would be incurred if the accounting - 


profession required ‘the provision of 
GPL financial statements. GPL data 


must be proven to be more useful—not _ 


equally useful—to be justified. GPL and 
HC financial statements were equally 
useful for predicting bsnkruptcy for the 
sample of firms used in this study. GPL 
financial statements could not be recom- 


mended on the basis of this study if the . 


criterion of usefulness is the ability of 
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financial statements to ees bank- 


ruptcy. 
In spite of the findings of this study, 
GPL financial statements may yet be 


. shown. to be useful for the following 
reasons: 


1. The rate of inflation during the time 
period studied was high, but an even 
higher rate may cause GPL finan- 
cial statements to be more useful. 

А The sample of firms was rather 
small by necessity. It is possible 
(but we feel unlikely) that a larger 

` sample of firms would have indi- 
- cated that GPL is useful. 

3. Usefulness was defined as the ability 
to predict bankruptcy. Before an 

, Overall evaluation can be made, 

~ Other uses of accounting data must 
be examined such as evaluation of 

. management performance and pre- | 
diction of future return and/or 
cash flow. 


We would encourage further research to 
address any. deficiencies and areas: not 
examined i in this study. 


А 


: APPENDIX 


Theta’ 
BANKRUPT AND Мом: BANKRUPT F Fires SELECTED FOR THE SAMPLE, Е 








Bankrupt Company Name Year of Bankruptcy Non-bankrupt Company Name 
Commodore Corp ` 1974 Champion Home Building | 
Bohack Corp. 1974 Albertsons, Inc. 

Ancorp National Serv. 1971 Book of the Month Club 

Kenton Corp. 1974 Outlet Co., Inc. 

Mangel Stores Corp. 1974 Hughes & Hatcher 

Horn and Hardart Co. 1973 Telex Corp. 

Dynamics Corp. of America 1973 Savin Business Machines 
* . Bsgro, т 05 1973 Allied Stores 

W. T. Grant, Inc. 1975 Career Academy 

FAS International 1972 .* Сеп-Сету Corp. . 

DCA Development 1973 _  Rockower Brothers 

Unishops, Inc. 1974 Franklin Stores 

Miller-Wohl, Inc. 1974 Lehigh Press Inc, . 

Remco Industries , 1972 C. R. Masland & Co. 4 

Goodway, Inc. 1974 Fabri Centers of America 
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TABLE 6—{Continued) 
Sequoyah Industries 1974 Eagle Clothes E: 
Coit International 1975 ] Crowley, Milner Co. : 
Botany Industries 1972 Clarostat Manufacturing 
Giant Stores, Inc. ' 1973 Londontown Manufacturing 
REDM Corp. 1972 Simplex Industries 
RAI, Inc. 1972 А Gaylords National 
Rosenau Brothers 1972 Conrac Corp. 
Milo Electronics 1971 Williamhouse-Regen 
Technical Tape 1972 Marshall Field Co. 
Volume Merchandise 1973 Goldblatt Brothers 
Harvard Industries 1973 Thrifty Drug 
Arlans Dept. Stores 1974 Tonka Corp. 
Interstate Dept. Stores 1974 Arrow Electronic 
American Book-Strat 1973 R. G. Barry Corp. 
Daylin, Inc. 1975 Szabo Food Service 
Average Asset Size= $90.0 million Average Asset Size = $90.4 million 
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Understanding and Acceptance of the ~ 
Efficient Markets Hypothesis and its 
_ Accounting Implications 
Alan Р. Mayer-Sommer 


M 


ABSTRACT: This survey reports on the levels of understanding and acceptance of the 
efficient markets hypothesis (EMH) in each of its three forms and on the extent of aware- 
ness of the accounting implications of the semi-strong and strong forms of the EMH. 
Selected accounting-information preparers and users were contacted and a 79 percent 
analyzable response rate obtained. Generally, low levels of understanding of the EMH 
and its accounting implications as well as extremely low levels of EMH acceptance were 
found. A majority of respondents indicated that they thought fundamental analysis was 
useful in out-performing the market averages over the long-term. Audited financial 
statements and quarterly reports were thought very useful for this purpose, especially by 
chartered financial analysts (CFAs). Twice as many CFAs as partners of Big Eight firms 
thought that accounting-determined risk measures were highly associated with market- 
determined risk measures. As a group, only accounting academicians thought inside 


information was useful in outperforming market averages. 


HE security-market-based research 
[о over the last ten years 

has provided, in the opinion of 
some, a way of significantly narrow- 
ing the range of current accounting 
controversies.! Beaver [1973] argues that 
the methods and findings of capital mar- 
kets research provide an operationally 
meaningful way of specifying the goals 
of accounting policymaking bodies and 
determining optimal accounting treat- 
ments [1972, pp. 409, 428]. Anderson and 
Meyers [1975, p. 31] suggest that these 
methods can at least be useful in identi- 
fying substantive accounting policy 
choices. A different use of these empirical 
methods lies in the assessment of the 
effects of alternative accounting pro- 
cedures [Gonedes and Dopuch, 1974, p. 
50]. While the debate continues over the 
proper uses of these research methods, 


their apparently significant implications 


for accounting-information preparers 
and users have been widely commented 
upon. | 
Accounting-information preparers in- 
clude corporate accounting officers, pub- 


1 This view is not unanimously held. The strongly 
worded exchanges that have appeared in the profes- 
sional literature reflect the intensity of beliefs on this 
issue. See, for example, the exchanges between Beaver 
[1974] and Bierman [1974] and between Gonedes and 
Dopuch [1974a] and Sterling and Harrison [1974]. 
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lic accountants, and—in a long-term 
sense—accounting academicians. Beaver, 
Kettler, Scholes [1970] and Thompson 
[1976] (who accept weak and semi- 


strong. market efficiency) indicate that. 


accounting-information preparers would 


benefit if they paid attention to the corre- . 


lation of accounting measures of risk and 
profitability with corresponding market 
measures. Additionally, they note that 
more attention should be paid to a firm's 
non-systematic risk characteristics. Ап- 
derson [1977] and Beaver’ [1973] have: 
discussed the impact of market efficiency 
On considerations of legal lability of 
auditors. Van Horne [1977] has por- 
trayed the potentially extensive impact 
on businessmen's. capital. budgeting, 
working capital management, financing, 
and dividend policies that acceptance of 
. portfolio theory and capital ‘markets 
efficiency would have. 

Among accounting-information users, 
Black [1976] has examined and con- 
trasted some of the implications of 
acceptance of the efficient markets hy- 


pothesis (EMH) and its accounting and ` 


investment management implications. He 
focused on individual investors, pension 
fund trustees, university endowment fund 
committees, and trustees dealing with 


income beneficiaries and remaindermen. : 


The shift in financial analysts' activities 
that would result from acceptance of the 
research findings related to the EMH has 
been extensively treated in the literature 
of financial analysis and portfolio con- 
struction [Institute of Chartered Finan- 
cial Analysts, 1975]. Readers of these 
articles may understand the perspectives 


~~ of the writers but may not accept their . 


conclusions. Acceptance may depend, in 


- part, on the readers’ own attitudes to 
: and perceptions of securities market— 


particularly New York.Stock Exchange 
(МҮ SE)—efficiency. 


How convincing has the evidence pre- 
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sented by EMH researchers been in 
modifying accounting-information pre- 
parer and user attitudes and perceptions? 
How large is the group of accounting- 
information preparers and users who (1) 


‘are aware of the EMH, (2) understand 


the accounting implications of the EMH, 


'.and (3) accept the EMH researchers’ 


findings with respect to the existence of 
weak, semi-strong, and strong form 
market efficiency on the NYSE? Obtain- 


‚ ing answers to these questions was the 
_ purpose of a study concluded in 1976 and 
А reported here. 


METHOD 


The questions discussed in the pre- 
ceding paragraph suggest the potential 


: usefulness of information about indi- 


viduals' knowledge and opinions. Some- 
times an accessible record of actions re- 
flecting individual attitudes is obtainable 
[Foster, 1975]. At other times, records 
of group actions are satisfactory for the 


research purpose [Jensen, 1968]. Reli- 


ance on such publicly available records 
of actions avoids certain problems such 


‘as non-response bias and questionable 


validity [Kerlinger, 1973, p. 423]. Yet, as 


: Foster [1975] shows, such records have 


limited usefülness, and an alternative 
data collection method must be found if 
the problém is not to be laid aside. The 
number and location of data sources as 
well as the nature of the data and eco- 
nomic constraints are relevant in deter- 
mining the data collection system. ` 

In this study, data were collected by 
use of a mailed questionnaire after it had 
been determined that the proper applica- 
tion of survey response improvement: 
techniques could overcome the problems 
associated with non-response bias. Three 
subgroups were chosen to represent 
accounting-information preparers: (1) 
controllers of Fortune 500 corporations, 
(2) academicians who are members of the 
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American Accounting Association 
(AAA), and (3) partners of the Big Eight 
CPA firms. Chartered financial analysts, 
the fourth group surveyed, were chosen 
"to represent accounting-information 
users. A random sample of 200 eligible 


subjects was drawn from the membership : 


directory of the American Institute of 
CPAs (group 3), of the AAA (group 2), 
and of the Institute of Chartered Finan- 
cial Analysts (group 4).?А random sam- 
ple of two hundred Fortune 500 corpora- 
tions was selected, and the controller of 
each firm was subsequently identified. 


Questionnaire Construction 

A 23-item questionnaire (see Appen- 
dix) was developed which was in closed- 
form, dichotomous format. This per- 
mitted classification of respondents into 
one of 21 categories or profile classifica- 
tions. The questions are presented in the 
Appendix. In addition, information about 
age and education was requested. By 
answering the 23 items, each respondent 
provided information about his under- 
standing of the EMH; his awareness of 
the accounting implications of the semi- 
strong and strong forms; and his accep- 
tance of the EMH research findings 
about market efficiency in the weak, 
semi-strong, and strong senses. 

Neither the questionnaire nor the 
related correspondence used phrases such 
as "efficient markets hypothesis" or 
"capital asset pricing model." Use of 
concepts without labels was stressed to 
avoid halo effects (tendency to respond to 
a question or phrase in terms of a general 
impression of favor or disfavor) To 
avoid the response set of acceptability, 
no names of prominent contributors to 
efficient markets research or traditional 
valuation approaches were used. These 
and other response sets considered in the 
development of the data collection in- 
strument are discussed in Guilford 
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[1954, pp. 451—56] and Bronfenbrenner 
and Ricciuti [1960, pp. 776-77]. 


Validity and Reliability 


Validity refers to "the extent to which 
an instrument and the rules for its use in ` 
fact measure what they purport to mea- 
sure" [Cannell and Kahn, 1968, p. 532]. 
Several types of validity were thought to 
be important in this study—content 
validity, construct validity, and criterion- 
related (or empirical) validity. 

Content validity is judgmental in na- 
ture and refers to the inclusion of an 
adequately representative number of *im- 
portant bits of knowledge" in the areas 
surveyed [Lyman, 1971, p. 22]. The first 
drafts of the questionnaire were pre- 
pared after a general review of the EMH 
literature and discussions with a staff 
member of the Institute of Chartered 
Financial Analysts. Subsequently, a num- 
ber of changes were made to simplify 
language and clarify ambiguities. These 
changes were based on pretesting involv- 
ing about 20 graduate and 15 under- 
graduate students in accounting and 
finance. The last set of revisions were 
prepared at the suggestion of a finance 
professor. The scoring key was finalized. 
At this point, three other finance profes- 
sors, all of whom understood and ac- 
cepted the research findings relating to 
the EMH and were aware of its account- 
ingimplications, reviewed the representa- 
tiveness of the questions. These pro- 
cedures were designed to strengthen 
content validity and reduce the contami- 
nating influence of certain response sets. 

Construct validity focuses on “the 
property being measured” [Kerlinger, 
1973, p. 461]. The emphasis is on pre- 


2 The cooperation of the staff of the Institute of 
Chartered Financial Analysts in granting permission to 
use the CFA mailing list and their helpful suggestions 
about questionnaire design are gratefully acknowledged. 
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dicting results which should be obtained 
if the test is valid. While many factors 
account for differences in test perfor- 
mance, two were thought to be particu- 
larly important: (1) the internal con- 
sistency of survey participant responses 
and (2) random or haphazard completion 
of the questionnaire by inadequately 
motivated respondents. 

To test for lack of internal consistency, 
several questions were selected to see if a 
respondent was indicating his acceptance 
of the EMH in its semi-strong form while 
simultaneously affirming his belief that 
financial statements and fundamental 
analysis were useful in consistently de- 
tecting over- or under-valued securities. 
This pattern was one way used to estimate 
the number of respondents providing 
internally inconsistent responses and was 
thought appropriate because it was so 
basic to the issues under examination. 
Only ten respondents, less than 2 percent, 
fit the internally inconsistent pattern. 

Examination of returned question- 
naires for patterns of incomplete re- 
sponses is a way of evaluating respondent 
motivation. Of the 678 responses re- 
ceived, 65 were non-analyzable. No 
dominant pattern of causes appeared to 
be evident, however. Of the 613 analyza- 
ble responses, 20 were from participants 
who failed to note their age or highest 
academic degree earned. Missing answers 
were limited to less than 1 percent of the 
analyzable responses for each of the 23 
questions asked, except for question 23, 
which dealt with the usefulness of inside 
information. In that case there were nine 
(1.5 percent) missing answers. 

Criterion-related (or empirical) valid- 
ity is examined when obtained scores are 
compared "with ... external variables 
or criteria... believed to measure the 
attribute under study" [Kerlinger, 1973, 
p. 459]. In respect to knowledge and 
acceptance of the EMH and its account- 
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ing implications, existing questionnaires 
with established records of validity were 
unavailable. Guilford [1954, pp. 399, 
408] comments on use of a control group 
whose knowledge and attitudes can be 
separately determined as a substitute 
for the nonexistent independent and ob- 
jective measures. 

Using the scoring key discussed earlier, 
the researcher asked five faculty and ten 
graduate students in finance as well as 
ten accounting professors and ten CFAs 
(all in the Atlanta, Georgia, area) to 
complete the questionnaire in a pilot 
study. Subsequent individual interviews 
identified those who understood and 
accepted the EMH research findings and 
were aware of the related accounting 
implications. These individuals (ten from 
the finance department and two CFAs) 
became the control or reference group. 
Examination of their response patterns 
showed that, using the scoring key, ten 
would have been correctly classified in 
response category 21 (to be explained 
later). 

Like validity, there are several types 
of reliability. Specification of critical 
sources of error variance is important in 
deciding how to check questionnaire 
reliability [Kerlinger, 1973, pp. 447-49]. 
In this study, measures of internal con- 
sistency were thought appropriate. A 
widely used procedure for checking in- 
ternal consistency is one of the Kuder- 
Richardson formulas. In this case, where 
all the items had approximately the same 
degree of difficulty, Guilford and Fruch- 
ter [1973, pp. 417-19] suggest Kuder- 
Richardson formula 21 which produced 
an internal consistency reliability esti- 
mate of .87. 


Response Rates and Non-Response Bias 


The non-response bias created by low 
return rates in mail questionnaire re- 
search can seriously impair the validity 
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of survey based generalizations. Both 
‘Kerlinger [1973, p. 414] and Parten 
[1950, р. 400] discuss the effects of non- 
response bias. Careful application of 
survey response improvement techniques 
was designed to reduce nonrespondents 
to the lowest level attainable within 
existing financial and temporal con- 
straints [Dillman, 1972; Donald, 1960; 
Robin, 1965; and Williams and Wechsler, 
1970]. 

An advance letter was used to obtain 
greater subject involvement and to se- 
cure a more sympathetic reception for the 
questionnaire [Bachrack and Scoble, 
1967; Ford, 1967; Parsons and Medford, 
1972]. The advance letter, questionnaire 
cover letter, and accompanying enve- 
lopes were personalized, and first-class 
postage was used on all correspondence 
(Dillman, 1972; Dillman and Frey, 1974; 
Matteson, 1974; Roeher, 1963]. Subjects 
were provided with a reasonably com- 
plete description of the research project 
and a statement of the expected benefits 
[Clausen and Ford, 1947; Dillman, 1972]. 
Subjects were offered a copy of a pre- 
liminary analysis of the survey data; 
about 71 percent of the respondents 
indicated they wished to receive copies of 
this data analysis. 

The questionnaire cover letter asked 
each participant who decided not to 
complete the survey to return it in blank, 
noting the reason for non-completion. 
As indicated by Moser [1958, p. 129], 
addressees lying outside the survey popu- 
lation “should be subtracted from the 
sample size before calculating the non- 
response rate.” Of the 65 non-analyzable 
responses that were returned, 29 were 
subtracted from the original 800 sample 
size. These included unavailable partici- 
pants (moved without leaving a forward- 
ing address, deceased, etc.) The ad- 
justed sample size was 771. 

Follow-up procedures consisted of two 
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postcards [Hackler and Bourgette, 1973, 
p. 278]. Messages on the follow-up cards 
were adapted from Nichols and Meyer 
[1966, p. 306]. The first follow-up card 
was sent three days after the question- 
naire had been mailed [Nichols and 
Meyer, 1966, p. 306; Clausen and Ford, 
1947, p. 503]. The second postcard was 
sent 13 days after the questionnaire had 
been mailed. Twenty-three days after 
the questionnaire had been mailed, a 
duplicate questionnaire with cover letter 
was sent to all non-respondents. The 
altruistic tone of the advance letter and 
the questionnaire cover letter was modi- 
fied gradually in the follow-up corre- 
spondence [Robin, 1965, p. 27; Williams 
and Wechsler, 1970, p. 533]. 

This combination of survey response 
improvement techniques produced an 
overall response rate of 84 percent and 
an overall analyzable response rate of 
79 percent. Table 1 shows the total and 
analyzable response rates by occupa- 
tional groups. 


TABLE 1 
RESPONSE RATES BY GROUPS 





Groups Response Rates 
Total — Analyzable 
Fortune 500 Controllers 71.825 73.7% 
Accounting Academicians 89.1 83.9 
Partners of Big Eight Firms 86.8 79.9 
Chartered Financial Analysts 83.1 80.5 


Kerlinger [1973, p. 414] noted that an 
80 percent response rate generally may 
be considered satisfactory in mail survey 
research. Oppenheim [1966, p. 34] sug- 
gested that the existence of non-response 
bias may be detected by assuming that 
late respondents are similar to non- 
respondents and then testing for differ- 
ences between early and late respondents. . 


Mayer-Sommer 


In this connection a regression analysis 
was performed using response time as the 
independent variable and number of con- 
forming answers as the dependent vari- 


able. The object was to see if early re- — 
spondents had a significantly different : 


number of conforming answers than late 
respondents. The resulting coefficient did 
not differ significantly from zero (alpha 
=.05), indicating that early and late 
respondents did not differ significantly 
in respect to the number of conforming 
answers. Even though non-response was 
rather small, this finding would 
strengthen the support for the existence 
of no non-response bias. 
Areas Examined 

The information available for investors 
in their security selection activity can 1 be 
viewedas ' 


фбефеф o W 


where ф” represents the sequence of past 
security price, volume, and returns in- 
formation, $4? represents all publicly 
available information, and ф° represents 
everything that is knowable and relevant 
for determining the price of the security 
under consideration.) Each respondent 
was asked to provide information about 
the expected returns, E(?), that he thought 
could be obtained fairly consistently from 
each of the information sets in Equation 
(1). The difference between actual returns 
on security j and the expected returns 
conditional on the information set used 
can be portrayed as: 
Xperr— Tue Еф?) 
Sgt S Peri 7 Efl?) 
Zpjeci = Тм+ї 77 E(j141|@?) 
A large body of evidence indicates the 
NYSE is efficient in respect to ф” and ф? 
but not in respect to ф°. An individual 


who accepted these кн would con- 
clude that · 


ш 93 
Euler =o 0) 
Eg,jó)-0 0 
Е(2,,+1|Ф2) > А (4) | 


That i is, an individual who accepted this 
evidence would believe that excess re- 
turns could not be consistently earned 
using only the sequence of past security 
price, volume, and returns information 
($") or all publicly available information 
(9^). He would believe that it is possible 
to earn excess returns in the long rün by 
having access to nonpublic as well as 
public information. Both the scoring key 
and the reference group responses were 
based on the relationships stated in Equa- 
tions (2), (3), and (4). 

Eight areas were measured, and re- 
spondent scores were developed in each 
of these areas sequentially. The following 
areas were measured: 


. area 1 (А1): understanding of the EMH 
in its weak form 
area 2 (A2): understanding oftheEMH 
in its semi-strong form 
area 3 (A3): understanding ofthe EMH 
in its strong form 
area 4(A4): understanding of the ac- 
counting implications of 
the EMHin its semi-strong 
form 
area 5 (A5): understanding of the ac- 
2 o counting implications : of 
| the EMH inits strong form 
area 6 (A6): acceptance of the EMH in 
, | its weak form | 
. area 7 (A7): acceptance of the EMH in 
its semi-strong form i 
. area 8 (A8): acceptance of the EMH in 
| | its strong form 
3 The classification of the information continuum into 


weak, semi-strong, and strong portions as well as the 
discussion about excess returns are adapted from Fama- 


‚ [1970]. 


* This'evidence is summarized in Dyckman, Downes, 
and Magee [1975], Fama [1970], and Lorie and Hamil- 
ton [1973]. Also see Finnerty [1976] for additional 


94 


The Accounting Review, January 1979 


TABLE 2 
ENUMERATION AND DESCRIPTION OF RESPONDENT PROFILE CLASSIFICATIONS 


























Respondent accepts the results of 










Respondent is aware of the 
Respondent understands the efficient markets | accounting implications of efficient markets research on the 
hypothesis in its form: the d —— — form:* 
(AD (A2) (43) — (46) (47) (48) 
weak semi-strong strong  semi-strong. strong 
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* As summarized in the relationships numbered (2) through (4) discussed in 


Because of the relationships illustrated 
in Equation (1), a respondent who indi- 
cated he did not understand or accept the 
EMH in its weak form could not under- 
stand or.accept the EMH in its semi- 
strong or strong forms. Such a respond- 
ent might believe that it is possible to earn 
excess returns using only ф”. This con- 
flicts with the research findings sum- 
marized in Equation (2). Furthermore, 
because $" is public information, he 
would also have to conclude that it is - 
possible to earn excess returns with ф?. 
Thus answers in certain scored areas im- 
ply answers in other scored areas. As a 
result, the implications of Equations (1), 
(2), (3), and (4) limit the number of possi- 
ble combinations of the eight areas to the " 
21 listed and explained in Table 2. Each 
column in Table 2 represents one of the 
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eight scored areas and each row, опе of 
the 21 possible profile classifications. 


Measurement of Results 

Measurement of results was “concerned 
with distinguishing the adequate from 
the inadequate" [Cronbach, 1976, p. 201] 
among the analyzable responses. Each 


` of the 23 answers on each questionnaire 


was scored as either conforming (“‘yes” 
in Table 2 or Figure 1) or non-conforming 
(“по” in Table 2 or Figure 1) to the scor- 
ing key, which was also the reference . 
group pattern. For each of the eight areas 
examined, Table 3 lists the non-conform- 
ing responses by question. Blanks in the 
table indicate that the response to the 
particular question was not relevant to 
the area being measured. 


Mayer-Sommer 


95 


TABLE 3 
NON-CONFORMING RESPONSES BY SCORED AREA 


Because understanding is a necessary 
condition for intellectual acceptance of 
the EMH, the criteria listed for areas 6, 7, 
and 8 of Table 3 are more demanding 


than the criteria listed for areas 1, 2, and 3. _ 


Similarly, because of the various rela- 
tionships summarized in Equations (1) 
through (4), A3’=>A2’>Al’; А5'=А4'; 
and A8'—A7'— A6' where (') indicates a 
conforming response for the area and 
(=>) is read “implies.” Also Аб'=>А1'; 
A7'=>A2'; A8’=>A3’; A4’=>A2’; and A5' 
=>A3’. Accepting these conditional re- 
lationships, the 21 feasible combinations 
of the eight scored areas presented in 
Table 2 can be diagramed as shown in 
Figure 1. Each of the profile categories 
listed in Table 2 is shown as a branch-end 
and labelled #1, #2,---, #21. Each of the 
eight scored areas is shown as a fork in 
the body of the diagram. - 





Note: Respondents were asked to reply to each question listed in the appendix yes (у), no (п), or other (о). 


Based on the percentage of correct 
answers given in each area examined, 
respondents were classified into one of 
the 21 available profile categories. Selec- 
tion of an appropriate percentage was 
complicated by the previously discussed . 
absence of commonly accepted bench- 
marks. Does a respondent demonstrate 
adequate knowledge or a conforming 
opinion when he answers more than 
three-fourths of the questions in a par- 
ticular area the same way as the reference 
group (75 percent cutoff)? More than 
half the questions (50 percent cutoff)? 
More than the norm or average of the 
respondent group as a whole? The choice 
of cutoff point is subjective. Use of the 
norm, or overall group average, made 


‘little sense, since half the respondents 


would then be classified as conforming 
for each of the areas surveyed. Instead 
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FIGURE 1 
DIAGRAM OF RESPONDENT PROFILES AND SCORED AREAS 
YES #2 
yes — A8 | 
< уез-=А7 | NO #20 
yes— Аб | NO #19 
NO #18 - YES {17 
yes— A5 yes — A8 | 
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yes A7 | NO #12 
n0 A6 | NO ji 
NO #10 
yes — АЗ YES #9 
` уез — A7 | 
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NO #7 
по —— A4 YES #6 
yes — А2 yes — A? | 
Al | ; no A6 | NO #5 
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of the norm, a 25 percent cutoff was used 
in addition to 75 percent and 50 percent 
cutoffs. —— 

Examination of survey results shows 
that even this extremely low cutoff (25 
percent) was well above the group aver- 
age. Besides permitting readers to exam- 
ine the results using the particular cutoff 
point which they think is most appropri- 
ate, use of these three widely disparate 
cutoff points shows the sensitivity of 
results to changes in the way "adequate" 
is defined. Referring to Figure 1, each 
respondent who gave more than the 


specified percentage of non-conforming 
responses in areas 1 through 8 (А1-А8) 
was classified onto a “по” branch for 
that scored area. All other respondents 
were classified onto a branch labelled 
“yes.” This process continued until all 
respondents had been categorized into 
one of the 21 available profiles. Tests for 
understanding or acceptance in areas Al 
through A8 were made operational in 
this manner. 

Use of the binomial test permitted 
assessment of the chance of achieving a 
passing score with random guessing. 


-Y 
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With respect to understanding of the 


. _ EMH, the probability of achieving a 


passing score with random guessing using 


the 75 percent cutoff was less than 1 per- - 


cent. Using the 50 percent cutoff, the 
` probability was less than 4 percent. If a 
respondent only had to get 25 percent of 
the questions right, his probability of 
achieving a passing score was 70 percent 
if he used random guessing. A Kol- 
mogorov-Smirnov test was used to com- 
pare actual response patterns with the 
theoretical distribution of answers that 
would result from random guessing. The 
purpose of the test was to estimate the 
probability that actual responses re- 
ceived came from a population that used 
random guessing to complete the ques- 


tionnaire. The results showed that there . 


was less than a 1 percent probability that 
this had occurred. 


SURVEY RESULTS AND IMPLICATIONS 


Since both profile classifications and 
occupations are nominal measures, a 
chi-square test was used to see if the pro- 
portions of respondents in the profile 
classifications were the same for all oc- 
cupations.? According to Guilford and 
Fruchter [1973, p. 208] and Cochran 
[1954] the data in a chi-square test should 
be so arranged that less than 20 percent 
of the cells have an expected frequency of 
less than five and no cell has an expected 
frequency of less than one. Accordingly, 
the three profiles (#3, #17, #20) into which 
no respondents were classified, were 
eliminated from the analysis. In addi- 
tion, less than 4 percent of the analyzable 
responses were reclassified to meet the 
minimum cell frequency count require- 
ments. With alpha = .05, N —613, df — 33, 
the chi-square was calculated to be 96.6. 
In this case the null hypothesis of no 
association between occupation and pro- 
file classification could be асны since 
р<.01. 
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Because the variables are categorical 
and discrete and because no assumptions 
are made about the shape of the popula- 
tion distribution, the contingency coeffi- 
cient, C, was used to measure the extent 
of the association between occupations 
and profile classifications. The result 
(C=.37) indicated only a moderate de- 
gree of association. Testing the null 
hypothesis of zero correlation between 
occupations and profile classifications 
was accomplished using the chi-square 
statistic from which C was derived 
[Siegel, 1956, p. 199]. Again, setting 
alpha=.05, the null hypothesis may be 
rejected.® 


Understanding of the EMH . 


. Table 4 presents a summary of under- 
standing of the EMH by respondents in 
each of the occupational groups for each 
of the three cutoffs. Column 1 indicates 
the percentage of respondents who do 
not understand the EMH in any of its 
forms. Fortune 500 controllers and Big 
Eight partners showed the greatest lack 
of understanding of the EMH. Using the 
75 percent cutoff, almost two-thirds of 
the controllers and Big Eight partners did 
not understand the EMH in any of its 
forms. This compares with half of the 
responding academicians. Only 35 per- 
cent of the responding CFAs were classi- 
fied in column 1. Easier cutoffs result in 
fewer respondents classified in column 1. 

Inspection of column 2 in Table 4 in- 
dicates that almost all respondents who 


5 The problems associated with the use of correlation 
Or regression—even with dummy variables—are dis- 
cussed by Lewellen et al. [1977, pp. 300-301] as they 
pertain to a study of this type. 

6 Separate analysis showed that, setting alpha=.05, 
there was no significant association between age groups 
and profile classifications. An apparent association be- 
tween educational level and profile classifications dis- 
appeared when controlled for occupation [Nie et al., 
1975, p. 220]. This apparent association was explained 
by the high concentration of doctorates among acade- 
micians. 
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TABLE 4 | 
RESPONDENT UNDERSTANDING OF THE EMH BY OCCUPATIONAL GROUPS 





А. 
= 





(0 


— 











Q (3) (4 
weak and semi- weak, semi-strong 





Understood EMH in.. none of its forms weak form only ^ strong forms and strong forms 
Fortune 500 Controllers . 
25% cutoff T% 0% 21% 72% 
50% cutoff ' 26 0 15. 59 
75% cutoff 62 0 13 25 
Accounting Academicians 
25% cutoff 11% 0% 5% 84% 
50% cutoff 23 2 4 71 
75%, cutoff 50 0 12 38 
Partners of Big Eight Firms 
25% cutoff . 165 197 15% 68% 
50% cutoff ; "739 0 10 51 
75% cutoff 61 1 9 29 
Chartered Financial Analysts 
25% cutoff 2% 1% 9% 88% 
50% cutoff 10 2 8 80 
75% cutoff | 35 1 20 44 





understood the weak form of the EMH 
also understood the semi-strong form. In 
no case were. more than 2 percent of the 
respondents in any occupational group 
classified as understanding only the weak 
form of the EMH. Column 3 shows the 
percentage of respondents who under- 
stood the weak апа semi-strong forms 
but failed to understand the strong form 
of the EMH. 

Finally, column 4 in Table 4 shows that 
44 percent of the responding CFAs 
understood the EMH in all three of its 
forms, while only 38 percent of respond- 
ing academicians could be similarly 


classified. This compares with only 29 


percent for Big Eight partners and 25 
percent for responding controllers. In 
each occupational group, however, more 
than half of the respondents were able to 
answer more than half of the questions 
correctly as regards their understanding 
of all three forms of the EMH. This may 
be seen from the column 4 percentages in 


the 50 percent cutoff rows. 

What may be inferred about the levels 
of understanding among members of the 
occupational groups? Provided the prob- 
lem of non-response bias has been satis- 
factorily dealt with, Dixon and Massey 
[1957, p. 450] use 122/./n—d(istance) 
to establish the distance above and below: 
the sample value within which there is a 
90 percent chance the population param- 
eter is contained. Given the sample sizes 
used in this study, it may be inferred that 
for each value in Tables 4, 5, and 6 the 
population parameter would be found to 
lie within approximately +/— ten per- 
centage points of the sample value 90 per- 
cent of the time. Thus, inspecting Table 4, 
the range for Fortune 500 controllers can 
be estimated to lie between 0 and 17 per- 
cent for column 1, 0 and 10 percent for 
column 2, 11 and 31 percent for column 3, 
and 62 and 82 percent for column 4 (if 
one uses, say, the 25 percent cutoff shown ` 
in row 1). 
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; ^ TABLES 
RESPONDENT ACCEPTANCE OF THE EMH By OCCUPATIONAL GROUPS 
ЕЕ 
Q) 2 (3) (4) (5) 
Е weak and weak, semi- 
Accepted research findings excluded none of its weak form semi-strong strong and 
relating to EMH in... group forms only forms strong forms 
Fortune 500 Controllers | 
25% cutoff А 7%, ` 56%, 10% 10% 175. 
50% cutoff 26 29 3 1 
75% cutoff 62 8 0 0 
Accounting Academicians | 
25% cutoff ALY 11% 24% 18% 8% 39% 
50% cutoff 23 38 2 12 
75% cutoff 50 1 1 5 
Partners of Big Eight Firms 
25% cutoff 16% 28% 21% т, 28% 
50% cutoff 39 28 1 3 
75% cutoff 61 1 0 1 
Chartered Financial Analysts i 
25% cutoff 2% 42%, 19% 6% 31% 
50% cutoff 10 44 2 10 
75%, cutoff . 35 15 1 4 


It is important to note that the infer- 
ences and findings contained in this study 
relate only to attitudes and perceptions 
in the eight areas investigated. No state- 
ments are made about the relationship of 
these attitudes and perceptions to be- 
havior. The nature of this relationship “1з 
far from settled” [Watson, 1974, p. 530]. 
Watson [1974, p. 531] cites Fishbein 
[1967, p. 477], who notes that even the 
question of whether attitudes cause be- 
havior or behavior causes attitudes is un- 
settled. In this study the focus is confined 
to attitudes and perceptions. 


Acceptance of the EMH 


Inspection of Table 5 shows the very 
limited extent to which respondents who 
understood the EMH actually accepted 
it. All respondents who did not under- 
stand the EMH in any of its forms (col- 
umn 1 of Table 4) are included in column 
1 of Table 5, since intellectually one can- 


not accept what one does not understand. 
Using the 75 percent cutoff, only one in 
20 responding accounting academicians 
accepted the research findings relating to 
the EMH in its weak, semi-strong, and 
strong forms. The corresponding figures 
for chartered financial analysts are one 
in 25, and for partners in Big Eight firms, 
one in 100. 

Column 2 indicates that most of the 
respondents who understood the EMH 
still believed that technical and funda- 
mental analysis were useful in consis- 
tently obtaining abnormally high returns 
for the risk exposure assumed. Column 3 
of Table 5 includes those respondents 
who believe that fundamental analysis, 
but not technical analysis, can be used to 
earn abnormally large returns. - 

While use of the 50 percent cutoff 
results in a sharp decline in the percentage 
of respondents classified as not under- 
standing the EMH in any of its forms 
(column 1 of Table 5), most. of the re- 
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: TABLE 6 
EXTENT OF AWARENESS OF THE ACCOUNTING IMPLICATIONS OF THE SEMI-STRONG 
: AND STRONG FORMS OF THE EMH AMONG RESPONDENTS 
Semi-Strong Form Strong Form 
D (2) (3) (0 . (5) (6) . 
Excluded Notaware Aware Excluded Notaware Aware 
Fortune 500 controllers | | 
25% cutoff TH 26% 67% 39% 13% 48% 
50% cutoff 26 61 13 88 5 7 
75%, cutoff 62 38 0 100 0 0 
Accounting Academicians І 
25% cutoff 11% 18% 71% 33% 8% 59% 
50% cutoff . 25 60 15 85 2 13 
75% cutoff 30 42 8 92 2 6 
Partners of Big Eight Firms | 
25% cutoff 17% 21% 62% 46% 6% 48% 
50% cutoff 39 50 11 89 2 9 
75% cutoff 62 37 1 98 1 1 
Chartered fiinancial analysts 
25%, cutoff ' 396 33% 64% 36% 9% 55% 
50% cutoff 12 77 п 89 9 
15% cutoff > 36 59. 5 96 1 3 





classified respondents are added to col- 
umn 3—accepting only the weak form of 
the EMH. In terms of their effect on 
columns 4 or 5, the results do not seem to 
be highly sensitive to the use of either the 
75 percent or 50 percent cutoffs. In par- 
ticular, the belief seems to be strongly 
held that fundamental analysis can pro- 
vide abnormally large returns. Only 
when the 25 percent cutoff is used do 
large increases appear among those who 
accept the research findings relating to all 
' three forms of the EMH. As might be 
expected, academicians and CFAs con- 
sistently show the greatest degree of ac- 
ceptance irrespective of cutoff percentage 
used. 
AWARENESS OF THE ACCOUNTING 
IMPLICATIONS OF THE EMH 


The final portion of the survey sought 
to assess the awareness of the accounting 
implications of the semi-strong and 


strong forms of the EMH. These results 
appear in Table 6. As is evident from 
Figure 1, assessment of the awareness of 
EMH accounting implications was made 
independently of acceptance of any of 
the three forms of the EMH. Understand- 
ing, at least of the semi-strong form, . 
however, was required before a particular 
respondent’s awareness of EMH ac- 
counting implications was assessed. Ac- 
cordingly, those respondents who did 
not understand the weak and semi- · 
strong forms were included in column 1 
of Table 6, Those respondents who did 
not understand the EMH in all three of 
its forms as well as those who were not 
aware of the accounting implications of 
the semi-strong form were included in 
column 4 of Table 6. 

The results show only a moderate 
sensitivity in awareness of the accounting 
implications of the EMH when 75 percent 
or 50 percent cutoffs are used. Extent of 
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TABLE 7 


PERCEPTIONS OF USEFULNESS IN OUTPERFORMING MARKET AVERAGES OF CERTAIN INFORMATION 
AND METHODS COMMONLY USED IN INVESTMENT MANAGEMENT 

















Many investors use different sources of information trying to outperform market averages. 
Which methods do you think are useful in achieving this goal over the long-term? 


Users Preparers responding "yes" 
Question responding 
number “yes” CFAs F500 AA Big-8 
(Some) methods used in 
investment management: 
18 1. technical analysis 57% 54% 58% (Н) 46% (L) 
19 2. fundamental analysis 99% (Н) 80% 62% (L) 62% (L) 
22 3. beta analysis 39% (1) 47%, 54% (Н) 44% 
(Some) information used 
in investment management: 
20 1. audited financial statements and 
qtrly reports 93% 80% "WA (D 75% 
21 2. other accounting outputs 16% 66% 46% 53% 


23 3. inside information 








Note: (H): highest percentage responding “уез” 
(L): lowest percentage responding “уез” 
F500: Fortune 500 controllers 
AA: accounting academicians 
Big-8: partners of Big Eight firms 
CFA: chartered financial analysts 


awareness is generally highest among 
accounting academicians and chartered 
financial analysts. In absolute terms, 
these levels are quite low. Only 6 percent 
of responding academicians were classi- 
fied “aware” of the accounting implica- 
tions of the strong form when the 75 per- 
cent cutoff was used. The corresponding 
percentages for chartered financial an- 
alysts (3 percent), partners of Big Eight 
firms (1 percent), and controllers (0 per- 
cent) are even lower. As indicated previ- 
ously, inferring awareness among the 
four occupational groups necessitates 
establishment of a band of ten percentage 
points above and below the sample values 
appearing in Table 6. 

Examination of responses to individ- 
ual questions revealed several interesting 
patterns which may have implications for 
education, policy-making, and research. 

1. Denial of semi-strong efficiency. The 


36% (L) 37% 


(L) 
78% (H) 45% 





highest percentage of non-conforming 


answers dealt with disagreement over the 


existence of semi-strong efficiency in the 
pricing of NYSE-listed firms. Over 90 
percent of responding controllers and 
CFAs as well as 88 percent of Big Eight 
firm partners thought financial reports of 
NYSE-listed firms: were useful in identi- 
fying over- or under-valued securities 
(question 2). The comparable figure for 
accounting academicians was 66 percent. 

Questions 18 through 23 dealt with 
three types of information and three 
methods commonly used in investment 
management. Responses by occupational 
groups are summarized in Table 7. Ex- 
amination of responses to question 19 


‘shows that a majority of respondents 


thought that fundamental analysis could 
be used to outperform the market. Except 
for Big Eight partners, the majority of 
responding individuals in each occupa- 
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tional group thought that technical an- 
alysis could be used for this purpose also. 
Both sets of responses indicate disbelief 
in semi-strong efficiency. It is clear that 
more respondents, especially CFAs, 
thought fundamental analysis of great 
value in outperforming the market av- 
erages. 

Beta analysis is one type of publicly 
available information which can be used 
[Sharpe and Cooper, 1972] to outperform 
the market averages. This does not con- 
tradict the concept of semi-strong market 

efficiency, but only indicates that inves- 
tors who are prepared to assume above- 
average risks can expect, over the long 
run, to earn above-average returns. The 
only group with a majority of respon- 
dents. accepting this proposition, how- 
ever, was the accounting academicians 
(54 percent) Interestingly, the corre- 
sponding figure for the group expected to 
work most closely with beta analysis— 
the CFAs—was only 39 percent. This 
percentage was the lowest of the four 
groups surveyed. Marginal notations on 
some of.the returned questionnaires may 
be of some explanatory value. A CFA 
who earned his MBA in 1970 wrote: 


—Beta analysis—1 was exposed to it in school 
ina massive dose and preached it fervently on 
entering this business. Since then I’ve found 
experience +intuition provide a better mea- 
sure of volatility than an inflexible computer. 


Another CFA wrote, “I don’t think betas 
are consistent over time.” These views 
were typical of the CFA comments that 
appeared on several of the returned ques- 
tionnaires regarding the stability and use- 
fulness of betas. 

In respect to disagreement with semi- 
-strong market efficiency, this examina- 
tion of responses on a question-by- 
question basis may help to explain the 
aggregate results of columns 1, 2, and 3 in 
Table 5. From an educational standpoint, 
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it would appear that the evidence of 
semi-strong market efficiency. in the 
price-adjustment process of securities 


` listed on the NYSE has failed to prove 


convincing to a majority of accounting- 
information preparers and users. 

2. Usefulness of inside information. 
Table 7 indicates that only accounting 
academicians (78 percent) thought inside 
information was useful in outperforming 
market averages. Frequent marginal no- 
tations by controllers and partners of Big 
Eight firms stressed the prohibitions 
against the use of such information. 
Academicians furnished no marginal 
notations addressing the legal issues 
involved, although one noted, “ће avail- 


-ability of inside information [is] not 


desirable from the viewpoint of 'social 
fairness.’ " The marginal notations of 
CFAs, however, indicated a substantial 
division cf opinion on the use of inside 
information. These three comments may 
indicate typical positions on the use of 
inside information: | 


Probably useful but I don’t use and believe no 
one shculd. 
Illegal, but exists, unfortunately. 
We need all the help we can get, even if some: 
^. ofitis questionable. 


Question 23 dealing with the usefulness 
of inside information brought forth the 
greatest. number of marginal notations. 
It was also the question most frequently 
left blank (nine times, or 1.5 percent of 
analyzable responses). 

3. Usefulness of audited financial state- 
ments and quarterly reports. A majority 
of all groups thought that audited finan- 
cial statements and quarterly reports 
were userul in outperforming market 
averages. Besides being consistent with 
the previously discussed disbelief of 
semi-strong market efficiency, two other 
relationships appear to be worth men- 
tioning. First, the percentage of users who 


XX 


Mayer-Sommer 


thought that financial statements were 
useful in outperforming the market was 
substantially higher than the comparable 
percentage for each of the preparer 
groups. Group responses to question 9 
may partially explain this difference. 
Twice as many CFAs (56 percent) as 
partners of Big Eight firms (28 percent) 
thought that "'accounting-determined 
risk measures were highly associated 
with market-determined risk measures.” 

The second relationship of interest is a 
comparison of responses to question 21 
with responses to question 20. Each 
group had approximately 20 percent 
fewer “yes” responses regarding the use- 
fulness of other outputs of a firm's 
accounting system in comparison to 
audited financial statements and quar- 
terly reports. To what extent this may 
represent a comment by accounting- 


information preparers and users on the ` 


relative value of credibility compared to 
timeliness of accounting information 
remains a question for further investiga- 
tion. 

4. Users versus preparers. For five of 
the six itemis, user (CFA) responses were 
at extreme positions—highest (H) or 
lowest (L)—in Table 7. For each of those 
five items, the position of accounting 
academicians was at the other extreme. 
Fortune 500 controllers and partners of 
Big Eight firms were in the midrange. 
This pattern—CFAs and academicians 
taking positions at opposite extremes— 
appeared in other questions, such as 3 
(which dealt with what sophisticated 
investors can accomplish with accounting 
information) and 10 (the basic statement 
of the EMH). Preparer-user differences 
disappeared with regard to question 5 on 
the desirability of income smoothing. At 
least two-thirds of all groups opposed 
income smoothing. Similarly, at least 
two-thirds of all groups thought ac- 
counting changes desirable that pro- 
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vided information previously available 
to or used only by insiders (questions 15 
and 17). 


SUMMARY 


Based on the responses of accounting- 
information preparers and users, low 
levels of understanding of the EMH and 
its accounting implications as well as 
extremely low levels of acceptance of 
EMH research findings were inferred. 
Using the 90 percent confidence interval 
and the 75 percent cutoff, it was inferred 
that not more than 10 percent of the 
Fortune 500 controllers accept the re- 
search findings relating to the EMH, 
while between 15 percent and 35 percent 
understand the EMH in its three forms. 
For accounting academicians, the corre- 
sponding conclusion is that between 28 
percent and 48 percent understand the 
EMH, while only up to 15 percent accept 
the research findings. Between 34 percent 
and 54 percent of CFAs understand, 
while only up to 14 percent accept. 
Among partners in Big Eight firms, 
between 19 percent and 39 percent under- 
stand, while only up to 11 percent accept 
the research results. 

Some possible reasons for these posi- 
tions were considered when the responses 
to individual questions were examined. 
These indicated strong belief in the value 
of fundamental analysis and the useful- 
ness of audited financial statements and 
quarterly reports in outperforming mar- 
ket averages. More accounting-infor- 
mation users than preparers thought 
accounting-determined risk measures 
were highly associated with market- 
determined risk measures. Certain other 
differences between users and preparers 
were examined, including the outlying 
positions assumed by CFAs on some 
issues. 

Occupational backgrounds were found 
to have a statistically significant, but only 
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moderate, effect on response patterns. 
Marginal notations, used to reach certain 
impressionistic judgments, also appeared 
to follow certain patterns by occupa- 
tional groups.- 


|. APPENDIX 

‚ Questioris Used in the Survey 
кшш, were asked to check 
“yes,” "n т *other" for each question 
to i dicite uomen disagreement, or 

no opinion/insufficient information. 
` 1. There is publicly availablé infor- 
mation that can, fairly consis- 


tently, be used to identify over- or : 


-under-valued securities. 


2. Financial reports of NYSE-listed 


firms are one type of publicly 
available information useful in 
identifying over- or under-valued 
securities. 

^ 3. Sophisticated: investors may do 
better in the market because they 
understand more of the accounting 
information in financial reports 

` - than do naive investors. 


‚ 4, Two NYSE-listed firms in the 


same industry and alike in all 
"real" economic  aspects—like 


. management ability and physical - 


operating capacity—might con- 


sistently have different P/E ratios ` 


because of the ‘way accountants 
prepare financial statements. 
5. The accounting income smoothing 


encouraged in certain European. 


` countries to promote economic 
stability and more orderly securi- 

. > ties markets is desirable. 
‚ 6. Publication of financial reports 


frequently causes abnormally large 


and persistent changes in a firm’s 
share price. 


7. The more volatile a firm's risk- . 
. return characteristics, the less use- _ 


-ful are its accounting reports in 
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evaluating and рео futute 
returns. І 


8. The risk-return chamois ap 


most firms are fairly stable over ` 
time: 

9. Accounting-determined risk mea- 
sures (like earnings variability) are 
highly associated with market- 

. determined risk measures. 

10. Securities prices on the New York 
* Stock Exchange fully reflect’ all 
publicly available.information 
usually in a short period of time. 
11. The recent R & D cost controversy 
was trivial: àll that was needed 
` was sufficient disclosure to permit 
investors to evaluate current R& D 
expenditures regardless whether 
they are capitalized orexpenséd. —— 
12. The effects of alternative account- 
ing procedures (like accelerated 
versus straight-line depreciation) - 
on reported income are generally 
fully adjusted for in the relative 


prices of stocks on the New York ЕЕ 


Stock Exchange. . 
13.. Some investors, using well- үкен 
charting or other technicians’ ар- 
` proaches, have consistently “beat 
the market" without using. any 
accounting irora ion: | . 


Sometimes firms ake accounting 


changes that do not affect their “real” 


economic condition—like their tax liabil- - 
ity. Do you think such changes are 
desirable if they:. | 


14. Boost and maintain ап artificially 
depressed share price? _ 

15. Provide information previously 
used only by insiders? 

` 16, Achieve a better matching. of ех- 

penses and revenues? 

17. Provide information previously 
available to investors with private 
access to investment information? 
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Many investors use different source of 20.. Audited financial statements and 


information trying to outperform market quarterly reports. 

averages. Which methods do you think 21. Other outputs of a firm’s account- 
are useful in achieving this goal over the . ing system (like officers’ speeches 
long-term? to investment analysts quoting 


| recent sales or profit figures). 
18. Technical analysis (study of the 22. Beta analysis (an estimate of the 


history of the stock’s price/volume extent to which a stock’s market 
movements). price moves with the overall aver- 
19, Fundamental analysis (study of ages). 
the difference between a stock’s 23. Inside information (information 
market price and its intrinsic not publicly available even to 
value). sophisticated investors). 
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` The Forecasting Ability of Accounting 
Risk Measures: Some Additional 
Evidence 
Robert К. Eskew 


D 


ABSTRACT: Previous research [Beaver et a/, 1970] indicated that a model using 
accounting data appeared to be able to forecast future levels of the market risk measure 
beta better than a model using past information on market risk alone. Subsequent im- 
provements in models using past market risk data suggest that the superior forecasting 
ability of accounting data-based models ought to be reinvestigated. This study reexamines 
the forecasts of market risk produced by models based on accounting data and finds 
that these models still appear to forecast future levels of market risk marginally better 
than models based on past market risk information alone. 


veloped by Markowitz [1959] and 

extended by Sharpe [1964] describes 
the random process generating security 
returns.! The model provides à procedure 
for estimating the component of security 
returns that arises from co-movement of 
securities price with changes in the level 
of a representative market index. This 
component is called beta (f) or systematic 
risk. To -estimate this statistic, linear 
regression with firm returns as the de- 
pendent variable and market returns as 
the independent variable are normally 
used in a regression equation of the fol- 
lowing form: 


In Ry, = a, + b; In Rm + ej. (1) 
where: 


T HE now familiar market model de- 


R,,=Teturn on security i in period t 
R,,7return on a market portfolio in 
period t 
€;,— error term 


The Б, from regressions of this type have 
been shown to be an important explana- 


tory variable of differences in ex post re- 
turns of portfolios of securities [Fama 
and MacBeth, 1973]. 

Beaver et al., (1970, pp. 671—680] re- 
ported empirical evidence which indi- 
cated that a model using accounting data. 
provided superior forecasts of the next 
period's market risk measure when com- 
pared to a forecasting model that uses 
previous market risk data only. The 
Beaver et al., research was originally of- 
fered as evidence of the potential useful- 
ness of accounting data to investors. (See 
Beaver [1972, pp. 416-17]; Beaver [1973, 
pp. 53-55]; Downes and Dyckman [1973, 
p. 312].) However, upon further reflection 
and the development of improved beta- 
based forecasting models (see Blume 


! For a more complete development of the market 
model see Beaver (1972). 
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[1971] and Bogue [1973]), Beaver [1974,. 
p. 23] indicates: 


... I strongly suspect that there may be little 

` or no incremental forecasting power of an 
accounting-based mode, when: viewed i in this 
context. 


The айгы risk. prediction models of 
Blume and Bogue do not incorporate ` 


any data that are not publicly available. 


Therefore, since the market is presumed . 


to incorporate all publicly available in- 
formation (semi-strong efficiency), these 
data ought to be impounded in securities 
prices, expected returns, and risk. Fur- 


ther, the observed market risk time series ` 


is.a product of past prices which are 
probably based on a much broader set of 
information than accounting data. Thus, 


Beaver's suspicion of little or no fore- 


casting power for accounting-based mod- 
els seems appropriate. 

The purpose of this paper is to re- 
examine the forecasting ability for syste- 


matic risk of models based on accounting . | 


data to determine whether the suspicions 
of little or no incremental forecasting 
ability are correct. Research by Kross 
[1975] for insurance companies supports. 
the hypothesis of no incremental predic- 
tive ability for the accounting data-based 
risk prediction models. However, since 
his research examined only one industry, 
a more extensive study seenis appropri- 
ate. ' 


In the next section of the paper, the. 


studies that have examined the behavior 
of systematic risk over time are reviewed. 
The purpose of this review is to develop 
а conceptual basis for three systematic 
risk prediction models that use only past 


estimates of beta to predict future levels . 


of beta. A fourth beta-based risk predic- 
tion model is drawn from Beaver et al., 
[1970]. These models are developed in 
the third section of the paper. Next, 
accounting risk measures are added to 
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the four beta-based..models to form a 
second set of risk predictors. These two 
sets. of forecasting models are used to 
determine whether the addition, of ac- 
counting data will improve forecasts of 


'systematic risk. The next sections of the 


paper describe the data, the error mea- 


sures and statistical tests used to com- 


pare the forecasting ability of the models, 


, and the results. The final section provides 


explanations for the apparent supenonty 
of the accounting-based models. 


| - THE TIME SERIES BEHAVIOR OF cn 


SYSTEMATIC RISK ESTIMATES 
Three of the recent models that par- 


tially describe the time series behavior. 


of estimates of systematic risk are re- 
viewed here. These models all develop 


systematic procedures to use past data on. 
the time series of beta and/or parameters. 
from beta estimations to adjust the cur- | 


rent estimate of beta. The models аге: _ 
1. Order bias adjustment—a proce- 


dure for adjusting beta depending: 
on its distance from the mean of all: 
betas, 1.0, and the precision of its. 


estimate: 

2. Mean reversion adjustment—a sys- 
tematic procedure to adjust beta for 
the observed tendency of betas to 
revert to the mean of all betas, 1.0: 

. 3. Bayesian adjustment—a Bayes pro- 
cedure for adjusting beta that uses 
data on the distribution of betas and 
data from the regression that esti- 
mated реш, г . 


Order Bias Milena 


Blume [1975], Blume and Friend 
[1973], Black et al. [1972], and Fama and. 
MacBeth [1973], have argued that esti-. 
mates of portfolio betas other than 1.0. 
are bidsed. Portfolio betas less than 1.0° . 


tend to underestimate the true beta; 


conversely, portfolio betas greater than. 


E 


Eskew: 


1.0 tend to overestimate the true port- 
folio beta. They argue that this phenome- 
non occurs because of the order bias.? · 

A portfolio formed from securities for 
which estimated betas are, for example, 
less than one, is likely to contain three 
kinds of securities: (1) those whose esti- 
mates are correct, (2) those whose esti- 
mates are greater than the true beta and 
(3) those whose estimates are less than 
the true beta. If the portfolio is formed 
from extreme values, for example, the 
smallest 10 percent of the firm betas, then 
the order bias suggests that it is appropri- 
ate to expect that the portfolio will con- 
tain a higher proportion of securities 
whose estimated betas are smaller than 
the true beta. However, in a subsequent, 
second period the ‘selection bias is less 
persistent. Therefore, the reestimated 
portfolio beta is unbiased and is expected 
to be closer to the mean of all betas, 1.0. 

Blume [1975] suggests, assuming inter- 
period stationarity of f, that the follow- 
ing equation can be used to form an ex- 
pectation for beta one period ahead that 
corrects for the order bias in the current 


estimate. á 
, : Е 
гед 
нф, 0,21-6,10) 0) 
š n3 7 
where T a 


Вы +1 = next period’s true beta 
Ba = current estimate of beta 
E expected value 


He further suggests that c?(f,;) can be 
estimated by the sample variance com- 
puted from the estimates of f using a 
particular time period. An estimate of 
c^ (B, ) can be obtained by subtracting the 
mean of the square of the standard error 


- from each f estimation regression from 


c^(f,). Using these approximations, 
Blume [1975] found that the order bias 
adjustment for five seven-year periods 
1926-1961 for 100 security portfolios 
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were .92, .92,.89, .82 and .75, respectively.? 


Mean Reversion 


In two papers, Blume [ 1971, 1975] has 
observed that portfolio betas, and pre- 
sumably individual security betas as well, 
tend to regress toward the mean of all 
betas, 1.0: 


г Biers —1)= (В — 1) 


-where 


r«1 
Bi, this period's true beta 
Brees =next period’s estimate of beta 


This reversion Blume finds to be sig- 
nificant even after the order bias adjust- 
ment discussed above is removed. For the 
same period mentioned above, 1926- 
1961, Blume observes using the following 
regression equation ; 


fasi UU 1) == (Bis m 1) T ён 
where 
Burr 1 and f, are as defined above 


that the r coefficient was significant at .05 
for the three grouping periods 1940-47, 
1947-54, and 1954—61. A second test us- 
ing the original period to group the data 
but using a second period for f,, and a 
third for f, , produced r's, significant at 
.05 for 3 of the 4 possible original group- 
ing periods, 1933—40, 1940-47 and 1947- 
54. 


Bayesian Adjustment 
The Bayesian adjustment procedure in- 


? Blume's [1975] results indicate that the order bias 
adjustment is important but is less important than mean 
reversion in explaining the time series behavior of beta. 

3 The order bias adjustment is implemeted as follows: 

Assume that beta for security i was estimated to be 
1.50 and the ratio of the variances of true beta to the 
variance of estimated beta is 9. É 


Е(,,+6) — 1.0 = 91.5 — 1.0) 
= 145 
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corporates prior distributional informa- 
tion for beta in addition to the sample in- 
formation which is used to form the first 
estimate. Vasicek [1973] and Bogue 
[1973] have suggested a Bayesian proce- 
dure for adjusting estimates of beta to 
minimize misestimation loss. 


Adjusted beta is: 
pr =m Pis? E Bist 


Т 152 + 1/52 
where 


f" =Bayesian Adjusted beta 
Ё' =prior estimate of beta 
=sample estimate of beta | 
s,” = prior estimate of variance of beta 
32 = sample variance of beta. 


Depending on the beta being estimated, it 
may be reasonable to use data on the 
distribution of beta for New York Stock 
Exchange firms or beta distribution data 
for some other group to form estimates of 
Ё' and 52. As Blume [1975, footnote 10] 
notes for certain assumptions,* the Bayes- 
ian adjustment and order bias adjustment 
procedures will produce identical esti- 


mates of f". Those assumptions were not ` 


made in this study, so both models are 
used. 


BErA-DATA-ONLY PREDICTION MODELS 
In earlier portions of the paper, the use 
of $ or f was consistent with the notation 
in the studies cited. From this point on: 


b, —an estimate of beta for period t using, 


equation (1) and f,—a predicted value 
of beta. . 

Four beta-data-only prediction mod- 
els? will be used in this study. The first is 
the model of Beaver et al., [1970], which 
says that next period’s beta is expected to 
be the same as this period’s estimate of 
beta: 


Psi = b, (3) 
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where 


n, =designation that f is a beta data 
only estimate 

b,—regression estimate of f from 
Equation (1) 

The second is the original mean reversion 

model of Blume. This model says that 

next period’s beta ought to be closer to 


the mean of all betas, 1.0, than the current 
estimate: 
Pai- Derbe- A 


where 


r=mean reversion coefficients esti- 
mated using data from periods t 
and t— 1. 


с? 
“п, = zi = 1) + 1. 
be 


8 
[ЯУ = 





Assume D, 1, then rÅ, +, can be shown to be equal to: 





gets D+] 
if 
ss 
Sp + Sy 
is assumed equal to 
&, 


then the order bias adjustment and the Bayesian adjust- 
ment procedure are equivalent. In this paper data are. 
used for the Bayesian adjustment procedure that are 
security-specific, while the order bias procedure treats 
the entire portfolio as a single security to develop the с 
statistic. Thereiore, different estimates for J,,, are pro» 
duced. ` 

5 Such models are often called naive, as only data 
from past observations of the beta time series are used to 
form a forecast for fe, з. 


А, 
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Rewriting Equation (4) so that the fore- 
cast of beta appears alone on the left side 
of the equation: | 

В... =rb,-r+1 

Then: 


Birim = (1 — r) + rb, (5) 


The third model is the order bias ad- 
justment. This model uses data from the 
distribution of beta and from the regres- 
sion (1) estimating beta. 


Brin = c(b, D 1) +1 (6) 
where 


[The ratio, c, is formed by dividing the 
variance of true betas by the variance 
of sample betas. ] 


An estimate of the variance of sample 
betas is formed from the distribution of 
estimated beta: 


An estimate of the variance of true betas 


is formed by subtracting from the esti- - 


mated variance of sample betas the mean 
of the standard errors from each beta 
regression: 


= (2 à 
Op, = OF ë, 





where 
т 
e? 
14 А J 
= я 2. n — 
. and where 


ej — residual squared errors from in- 
dividual regression equations 

m- months over which regression is 
performed. 
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The fourth model is the Bayesian ad- 
justment model. It is a Bayes procedure 
that uses data on the distribution of cur- 
rent betas and data on the precision of an 
individual estimate of beta to form a fore- 
cast of next period’s beta: 


bs? T b, /sg (7) 
1/5 + 1/55 


Bitin = 


where 


b, = mean of sample betas for period t 
b, ,— estimated beta for firm i in period 
period t from regression equa- 
tion (1) 
s?-variance of the distribution of 
sample betas in period t minus the 
mean of the variances of the betas 
from the regression estimates 
52 = variance of beta from the regres- 
sion estimate. 


ACCOUNTING-DATA-BASED RISK 
PREDICTION MODELS 


Four accounting-data-based predic- 
tion models are used in this paper. In all 
of these models the accounting data are 
used as instrumental variables. This 
procedure can be adopted when the 
instrumental variables, the accounting 
risk measures in this paper, are pre- 
sumed to be related to the true value of 
the independent variable, true beta in the 
current period in this study, and unre- 
lated to errors in measuring the inde- 
pendent variable. The first is the model 
used in Beaver et al. [1970]. This model 
corresponds to the first beta-data-only 
model. It uses accounting data to repre- 
sent this period’s beta. Then, the forecast 
is presumed to be the current beta: 


Ёла = + У, x(ARM,) (8) 


where 
a, designates that f,,, is an ac- 
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counting data-based estimate 

wand x are regression coefficients es- 
timated from the regression 
equation: 


by=w+x,ARM, +х»АКМ» „+ +e 
where | 


ARM;-value of an accounting risk 

measure for period t 

b,=regression estimate 
Equation (1). - 


The second accounting data-based model 
is an analog to the mean reversion model 
for beta revision. The model presumes 
that the accounting data will revert 
toward their.means as beta has been 
shown to do. The model forecasts the 
next period's levels of the ARM and then 
puts those estimates into the forecasting 


Equation (8): 
Boso Dl (АКМ. д] 0) 


from 


where w, x and ARM are as in Equation 
(8) 


[y and z are coefficients that estimate 


the mean reversion properties of ac- - 


counting risk measures between pe- 
riods t— 1 and t.] 


The third accounting data-based model 
incorporates the accounting data into the 
order bias adjustment procedure. $ This 
model is developed by using the beta- 
data-only order bias adjustment forecasts 
for period t+ 1 as the dependent variable 
in the regression equation: 


Pin =w + х, АКМ," 


The w and x estimates and the ARM are 
then used to forecast the beta for the next 
period: 


Biria = + XX(ARM,) (0) 


The fourth accounting data-based model 
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is like the third except that the dependent 
variable in the regression using account- 


ing data is the Bayesian adjusted f fore- ' 


cast for period t+1, +1, 
ACCOUNTING AND SYSTEMATIC 
Risk MEASURES 


The nine accounting risk measures 
(ARM hereafter) used here were the same 
seven used by Beaver et al. [1970] plus 
the earnings variability and earnings co- 
variability measures computed using 
earnings, divided by net worth, , instead 
of earnings, divided by market value,. ,.? 
The ARM were computed for two pe- 
riods, 1957-1962 and 1963-1968. 

The systematic risk measures were es- 
timated using ordinary least squares 


.regression. R,, was the Value-Weighted 


Monthly Returns With Dividends Index 
supplied with the 12/1975 CRSP file. The 
three periods for systematic risk estima- 
tion were 4/51—3/63, 4/63-3/69, and 
4/69-3/75.8 

The sample was obtained by compar- 
ing the CRSP and COMPUTSTAT files 
to secure a list of firms with month 12 
fiscal year end that possessed complete 


data for the necessary periods from both . 


6 This model was also prepared using the mean rever- 
sion properties of the accounting risk measures devel- 
oped in equation (9). The forecasts using the ARM ad- 
justed for mean reversion produced greater forecast 
error than the model described here. 

7 Beaver and Manegold [1975] have shown that the 
use of price as a deflator in the earnings variability and 
earnings covariahility risk measures does not appear to 
produce spurious correlation between the ARM and 
beta. The net worth formulations were included to see if 


they would perform as reasonable substitutes for the  . 


price formulations. The results indicated that the net 
worth ARM were slightly less satisfactory (using F and 
R? as criteria) than their price analogs. The price ARM 
are used hers to provide the maximum comparability 
between these results and those of Beaver et al. [1970]. 

8 Six-year estimating periods for beta were selected so 
that the resulis would use as much return data as possible 
given the 20-year limitation from COMPUSTAT. Three 
equal length periods of six years resulted. 
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files. These procedures produced a sam- 
ple of 210 firms. 

COMPUSTAT and CRSP file limita- 
tions do produce samples with certain 
biases. The firms tend to be larger than 
average, and are less risky than average. 
Those biases are, of course, present in the 
sample used in this study. Because of the 
use of a different time period, this sample 
differs somewhat from the Beaver et al. 
[1970] sample. The differences are not 
expected to affect comparisons between 
the results of this study and the Beaver 
et al. [1970] study. (See Table 1 and 
Beaver et al. [1970, p. 667], Table 3). 


TABLE 1 


Summary STATISTICS FOR ACCOUNTING RISK 
MEASURES (1963-68) 
aoa eee 
Standard 
Accounting Risk Measure Mean Deviation 
Payout 44973  .1931 
Growth 20974  .0510 
Leverage 3813  .1561 
Liquidity 2.8620 1.0751 
Size 5.8704 1.3882 
Earnings Variability (Price) 0204  .0237 
Earnings Covariability (Price) 1.0199 24961 
Earnings Variability (Net Worth) .0321 .0369 
Earnings Covariability (Net Worth) 1.1295 2.2540 


Selection of ARM for the Accounting 
Data-Based Models 


The selection procedure for the ac- 
counting risk measures that were used 
was similar to that employed by Beaver 
et al. [1970]. First, all nine accounting 


risk measures were included in the regres-. 


sion equation: ; 
Ё, =» + Saar) +e, (11) 


The regression statistics indicated that 
‘some of the independent variables were 
correlated. The highest correlations were 
between the payout and asset growth 
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TABLE 2 


SUMMARY STATISTICS FOR SINGLE SECURITY 
INSTRUMENTAL VARIABLE EQUATION 


(Dependent Variable 963.68) 








Mean b, 1,1828 

Standard deviation b, 4305 

Constant 1.0793 (8.35)* 
Growth, 1.8167 (3.55)* 
Size, — 0374 (—1.99)* 
Earnings Variability, 7.1803 (6.45)* 
Standard Error of Estimate 3704 

`К2 .2703 

Е 25.4335 

Degrees of Freedom 206 


* t statistic appears in parenthesis beside variable. 


variables, the leverage and liquidity vari- 
ables, the two earnings variability vari- 
ables, the two earnings covariability 
variables and the net worth earnings 
variability variable. None of the partial 
correlation coefficient of the independent 
variables with other independent vari- 
ables was near zero. Therefore, a stepwise 
procedure for selecting. variables to enter 


the regression was. employed.” The asset 


size, asset growth and earnings variability 
(using the price formulation) were the 
only variables entered by the stepwise 
procedure and were selected as the inde- 
pendent variables for the accounting 
data-based models. The growth and 
earnings variability measures were also 
employed by Beaver et.al. The size vari- 
able replaces payout from their study. In 
Table 2, the regression statistics are 
presented for the single security regres- 
sion of b, with the three ARM used. The 
results of this regression appear to be 
similar to those reported by Beaver et al. 
[1970, p. 672, Table 6]. 


9 F to enter and to remove were set at 3.5 and tolerance 
at .9. The dependent variable was 1963-68 beta, and the 
independent variables were accounting risk measures for 
the same period. The SPSS stepwise regression procedure 
used here directly estimates the regression coefficients for 
each coefficient set. This type of procedure avoids intro- 
duction of a bias in the beta coefficients оге by Gold- 
berger (1964). 
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ERROR STATISTICS FOR SYSTEMATIC 
Risk PREDICTIONS 


The four beta-data-only and the four 
accounting data-based models are used 
to forecast beta. These forecasts are com- 
pared with the actual betas, and error 
statistics for the models are produced. 
Since the Beaver et al. [1970] study pro- 
duced error comparisons at both the 
single security and the portfolio level, the 
same type of analysis is performed here. 
Portfolios of size five were formed by 
taking the highest five betas, the next 
highest five, etc. until all 210 firms were 
placed into 42 portfolios. The single 
security results are presented first. The 
portfolio results follow. An interpreta- 
tion of the results appears in the final 
section of the paper. 

The error measures used here are a sub- 
set of those used in Beaver ef al. [1970]. 
Percentage Times Lower Error and Per- 
centage Times Lower Error in Tail Areas 
have been deleted, as more than paired 
comparisons are being made here. Per- 
centage Explained Variance and M.A.D. 
have been dropped as well.!? 

Before the results are presented, the 
three error measures used in this study 
are explained. The variables used in the 
explanation are: 


. yj predicted value of beta 
Ү, = observed value of beta 
Y= mean of observed values of beta 
n=number of predictions 


Mean Error 


Positive and negative errors in beta 
prediction are assumed to cancel out. An 
investor can be presumed to have a de- 
sired beta for a portfolio, and the relevant 
error is the amount by which the actual 
portfolio beta is different from the ex- 
pected (predicted). The cost of error is 
presumed linearly and symmetrically dis- 
tributed about the true portfolio beta. 
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i21 
n 


Y m- X 


Mean Error = 


Mean Square Error 


The mean square error minimizes the 
expected cost of error even if the estimates 


“are biased when the cost of error is quad- 


ratic and symmetrically distributed about 
the true value [Ackoff, 1962, pp. 260— 
261]. Itis plausible to presume that some 
investors could have quadratic loss func- 
tions that are symmetric about the true 
portfolio beta. 


У, 0- Yy 
Mean Square Error = +» 


Mean Absolute Error 


Positive and negative errors to not 
cancel. Investors are presumed to hold a 
portfolio with a known and stable beta. 
A single security or small portfolio is 
considered for addition to the held port- 
folio. One measure of the relevant error 
is the absolute value of the difference 
between predicted and observed beta. 
The cost of the error is presumed to be 
symmetric and linear about the true beta. 


2 | = Ү 


п 


Mean Absolute Error = 4 


10 Percentage Explained Variance as Beaver et al. 
compute it was: 1.¢—(Mean Square Error/Variance 
Boi). It is probably better named Fraction Explained 
Variance. M.A.D. as Beaver et al. compute it was: 


1.0—(Mean Absolute Error/Mean of Absolute 
Deviations from Mean f, ,) 


In the Beaver et al., [1970] study, the deflators were all 
larger than the numerators, so the error measures were 
all less than 1.0 but greater than 0. In this study the 
deflators were often such that the resulting error measure 
was negative. À negative error measure seems implausi- 
ble and these two measures therefore, were dropped. 


Eskew 


! TABLE 3 
MEAN b, BY PERIOD 


Period 1—1 








Period t Period t+1 
(1957-63) (1963-68) (1968-75) 
1.0639 1.1828 1.1222 
Single Security 


An examination of the error data in 
Table 4 for beta data only model 1, and 


` the beta data in Table 3 indicates that the 


systematic risk estimates are less stable 
for the firms in this sample and for the 
time periods used than those of Beaver 
et al. [1970]. Mean error for this sample 
and periods 1963-68 and 1968-75 is 
.0606, while Beaver et al. [1970] found 
— .004 Mean square errors are .1450 and 
.093, respectively. The data in Table 4 also 
indicate that the Bayesian adjustment 
and the order bias adjustments pro- 
cedures produced estimates with smaller 
error than did the beta-data-only model 


` used by Beaver et al. [1970]. The mean 


reversion adjustment produced greater 
error than the Beaver et al. [1970] beta- 
data-only model. Using a t test on means, 
the order bias adjusted f, produced sig- 
nificantly (.01) less error than the other 
three models on all three error measures. 

The data in Table 5 indicate that the 
accounting data-based models produce 
smaller errors than their beta-data-only 
counterparts on all measures except mean 
error. Á comparison of Tables 4 and 5 
indicates that prediction error decreases 
more from beta-data-only model 1 to 
accounting data model 1 than in the 
Beaver et al. [1970] study. The account- 
ing data-based model 3, using the order 


- bias adjusted f, as the dependent vari- 


able, produced the least error. Again us- 
ing a t test on means only, the accounting 
data-based model 1 produced significant 
reductions (at .05 or less) in square error 
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TABLE 4 
SINGLE SECURITY FORECAST ERRORS FOR NAIVE MODELS 








Naive Model 
Error Measures #1 #2 #3 #4 


Mean error A606 .1458 —.0057 .0312 
Mean square error 1450 .1186 .0904 .1008 
Mean absolute error .2995 2734 .2348 2497 
Mean of B44 1.1222 1.1222 1.1222 1.1222 
Variance of B44 .1189 .1189 .1189 .1189 
Mean of absolute 

deviations of f,,, 

from Mean fl,,, 2554 .2554 2554 .2554 


#1 Next period’s beta forecast is this period’s beta. 
#2 Mean reversion. 

#3 Order bias. 

-#4 Bayesian Adjustment. 


and absolute error when compared to its 
beta-data-only analog. Further, none of 
the differences in means between the 
order bias adjusted f, errors and the 
means of the error measures for the other 
three models was significant (at .05 or 
less). 


TABLE 5 


SiNGLE SECURITY FORECASTS FOR ÁCCOUNTING 
DATA-BASED MODELS 








Accounting-Based Models 
_ Error Measure #1 #2 #3 #4 
Mean error 0606 .0207 —.0057 .0312 
Mean square error 0952 .0977 .0898 .0934 
Mean absolute error .2315 .2339 .2244 .2298 
Mean of В, 1 1.1222 1.1222 1.1222 1.1222 
Variance of 8, +; 1189 1189 ‚1189 1189 
Mean of absolute 
deviations of В, . 
Mean 6,43 2554 .2554 .2554 2554 


#1 Accounting Risk Measures as Instrumental Vari- 
ables. ; 

#2 Mean Reversion Adjusted Accounting Risk Mea- 
sures as Instrumental Variables. 

#3 Accounting Risk Measures as Instrumental Vari- 
ables Order Bias b, as Dependent Variable. 

#4 Accounting Risk Measures as Instrumental Vari- 
ables Bayesian Adjusted 4, as Dependent Variable. 
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TABLE 6 | 
PORTFOLIO FORECAST ERRORS FOR.NAIVE MODELS 





Naive Model 


Error Measure #1 #2 #3 #4 


Mean error 0616 .1458 —.0057 .0312 
Mean sqaure error .0759 .0492  .0209 .0253 
Mean absolute error 2254 .1885 `.1139 .1247 
Mean of By 44 1.1222 1.1222 1.1222 1.1222 
Variance of 8,4, .0480 .0480 .0480 .0480 
Mean of absolute 

deviations of B,., 

from Mean fl,.i 732 .1732 1732 .1732 


#1 Next period's beta forecast is this period’s beta. 
#2 Mean reversion. 

#3 Order bias. 

#4 Bayesian Adjustment— 


Portfolio 


The data in Table 6 and Table 7 indi- · 


cate that (1) error reduction does result 
from using portfolios; (2) the results are 
again similar to those of Beaver et al. 
[1970] for beta-data-only model 1 and 
accounting data-based model 1; (3) the 
beta-data-only order bias adjustment 
model and the accounting-data-based 
mean reversion model appear to produce 
least error; and (4) the accounting-data- 
based models all out-perform their beta- 
data-only analogs. Using the t test on 
means, all of the beta-data-only and 
accounting-data-based models produced 
significant (at .05 or less) reductions in 
the mean of square error and mean of 
absolute error when portfolio models 
are compared to single security models. 
Though the mean revision accounting 
data-based model produced the smallest 
mean error, it was significantly smaller 
(at .05 or less) than only the order bias- 
adjusted model for mean error. For the 
other two error measures, none of the 
accounting data-based models produced 
significantly smaller errors. Only the 
mean reversion model produced a sig- 


4 
‘ 
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| TABLE 7 | 


PORTFOLIO FORECASTS FOR ACCOUNTING SS 


DATA-BASED MODELS 








Accounting-Based Models 
Error Measure #1 #2 #3 #4 





Mean error 0606 .0044 —.0057 .0312 
Mean square error 0457 .0205 .0181 .0178 
Mean absolute error .1466 .1071 .1047 „1061 
Mean of f,., 1.1222 1.1222 1.1222 1.1222 
Variance of f,.4 .0480 .0480 .0480 .0480 
Mean of absolute ` - 

deviations of ,+{ 

from Mean f,,, 1732 .1732 .1732 1732 | 

#1 Accounting Risk Measures as Instrumental Vari- $- 
ables. 

#2 Mean Reversion Adjusted Accounting Risk Mea- 
sures as Instrumental Variables. 


#3 Accounting Risk Measures as Instrumental Vari- 
ables Order Bias 5, as Dependent Variable. 

#4 Accounting Risk Measures as Instrumental Vari- 
ables Bayesian Adjusted Р, as Dependent Variable. 


nificant (at .05 or less) reduction for 


mean square error and mean absolute - 


error when portfolio basis beta-data-only 
and portfolio basis accounting data- 
based models are compared. 


ANALYSIS . 


The most important result of this study | 
is the small but consistent superiority in 
beta prediction of the accounting data- 


based models over their beta-data-only `, 


counterparts. This result is unexpected. 
However, the results are for a particular 
sample and period, so they may not con- 
sistently occur. They are strong enough 


to suggest that additional study be under-/. | 


taken to determine whether they can be * 


reproduced. Another possible explana- » 
tion for the results is that the beta-data- > 
only models while superior to the one ` 
used by Beaver et al. [1970], do not in- ; ' 


corporate as much information as is. 
available from the ex post beta time series. 

Further improvements in these models. 
might remove the apparent marginal | 


Eskew 


predictive ability of the accounting data- 
based models.!! ` 

The apparent superiority of the 
Bayesian or order bias adjustment pro- 
cedures over the other two beta-data-only 
models was due to the movement of the 
estimated betas of most of the securities 


- toward 1.0 between periods ¢ and t+1. 


Had the securities’ beta continued to 
move away from 1.0, as they did from 
1—1 to t, the other two beta-data-only 


.. models might have performed relatively 
'' better. However, data presented by 


Blume [1975, p. 8, Table 3] and sum- 
marized in Table 8 indicate that it is much 
more likely that В will move toward 1.0. 
Even for portfolios with betas near 1.0, 
it appears that f's are more likely to 
move toward the mean. For portfolios 
with the most extreme values of p, it 
appears highly unlikely that movement 
away from 1.0 will occur. Therefore, one 
would expect that the superiority of the 
Bayesian or order bias adjustments over 
other beta-data-only models like the one 
used by Beaver et al. [1970] will prevail. 

The real test of a risk prediction model 
is whether it can be used to improve port- 
folio revisions for risk adjustments. Pre- 


. “diction is useful if one can form estimates 


of future risk levels that are more accurate 
or more timely than those produced by 
employing the market model. Because the 
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TABLE 8 


' INTERPERIOD MOVEMENT OF THE MEAN Й oF 
BLume’s 100 Securtry PORTFOLIOS 


Direction of B Moved in 
Period t+ 1 


Toward 1.0 Away from 1.0 





В, greater than .2 from 1.0 14 1 
B, less than .2 from 1.0 7 4 


market model requires several periods of 


ex post data and because return periods 
shorter than one month appear to pro- 
duce significantly more error in beta esti- 
mates [Abdel-khalik, 1974], timely and 
accurate estimates of beta may be difficult 
to obtain directly. Therefore, an approach 
using prediction based on the time series 
characteristics of beta with accounting- 
based adjustment and a beta estimated 
from monthly data produced over a 
several-year period may be the most 
satisfactory method of risk estimation 
and portfolio risk adjustment. Future 
research to determine the ability of these 
and perhaps improved models to aid in 
a risk maintenance strategy seems ap- 
propriate. 


tt Maier, Peterson and Vander Weide [1977, pp. 
218-219] present results that indicate that co-movement 
between a, В and g? is potentially exploitable in explain- 
ing the 8 time series. 
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t The Pollution Control Tax Incentive: 
| - A Non-Incentive 
Loren A. N ikolai and Rick Elam 


ABSTRACT: Congress has re-enacted the accelerated amortization deduction for 
certified pollution control facilities, presumably to stimülate investments in such facilities. 
. Through the use of a present-value federal income tax impact model, it is shown that 
rarely will the provision serve as a tax "incentive" for this type of investment when 


elected by a manufacturing firm. 


ONGRESS is empowered to enact 
| ( legislation which is considered to 
be in the best interests of our 
country. Often it uses the Internal Reve- 
nue Code and its ancillary laws either to 
induce socially responsible behavior 
within the business world or to reward 
(or at least not to penalize) such behavior. 
In order for its legislation to act as an 
` “incentive,” the legislation must have an 
. impact upon the planning activities of a 
` business firm. To act as a reward for 
socially responsible behavior, Congres- 
sional legislation must provide such a 
reward after the action is undertaken. 
Many times, legislation is designed to act 
as both an incentive for action and as a 
reward for such action, because it is 
presumed that the businessman is aware 
of the potential and actual benefits of 
some specific action. 

In the long-range planning activities of 
most companies, management will usu- 
ally decide upon its future capital invest- 
ments. To do so, many firms will engage 
ina relatively sophisticated capital invest- 
ment analysis. Consideration of the tax 
consequences is an important aspect of 
this analysis. If Congressional tax legis- 
lation is to be an “incentive” for socially 
responsible business activities, it is at this 


planning stage that the legislation must 
appear to have a significantly favorable 
impact on corporate taxes. Correspond- 
ingly, if tax legislation is to serve as a 
reward for specific behavior, the actual 
corporate taxes must be reduced to a 
substantial degree when a firm (regard- 
less of whether it had considered the 
incentive during its planning stage) pre- 
pares to file its annual federal income 
tax return. 

Control of pollution is an important 
objective of our society. Presumably, in 
order to stimulate investments in pollu- 
tion control equipment, the "certified 
pollution control facility" (hereafter 
CPCF) accelerated amortization deduc- 
tion was written into the Internal Reve- 
nue Code in order to stimulate (and 


reward) investments in pollution control 


equipment. The purpose of this paper is 
to demonstrate, through the use of a 
present-value federal tax impact model 
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and related sensitivity analyses, that (1) 
this electible CPCF amortization deduc- 
tion is usually not a significant incentive 
in the planning stages of an environmen- 
‘tal investment, and (2) that it is usually 
not a significant reward in the actual filing 
of a typical manufacturing firm's annual 
federal income tax returns. 


CPCF TAx PROVISION 


In order to offset increased investment 
and production costs, Congress enacted 
the CPCF tax provision in 1969. This 
law expired in 1975 and was modified 
and reenacted in 1976. Initially, this 
accelerated amortization deduction could 
be elected in lieu of the usual depreciation 
deduction. Shortly thereafter, the invest- 
ment credit was again re-enacted into the 
tax law. The tax law was written so that 
the CPCF deduction had to be elected in 
lieu of both the investment credit and the 
depreciation deduction. Research at that 
time [Feinschreiber, 1970; Journal of 
Taxation, August, 1975; Nikolai and 
Ricketts, 1974; Worthy, 1972] indicated 
that election of this CPCF deduction, 
in certain instances, was not an optimal 
decision. Certain Congressman appar- 
ently recognized this problem, and a bill 
to modify and extend the law was 
introduced late in 1976. However, the 
bill was not considered before the end of 
of the legislative session, and the law 
expired. 

In the spring of 1976, the Senate intro- 
duced an amendment to the Tax Reform 
Bill of 1976, which provided for a liberali- 
zation and reinstatement of CPCF ac- 
celerated amortization. In conference, 
limited modifications were made. With 
the passage of the Act, this tax incentive 
for investments in pollution control 
equipment was once again a part of the 
Internal Revenue Code. The amendment 
provided for two major changes in the 
related tax provisions: it broadened the 
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definition of a CPCF, and it provided for 
a partial investment credit. 

The CPCF tax provision is contained 2 
in Section 169 of the Code. It currently 
states: 


Every [company] at [its] election, shall be 
entitled to a deduction with respect to the 
amortizable basis of any certified pollution 
control facility... based on a period of 60 : 
months. . . . The amortization deduction pro- 
vided by this section .. . shall bein lieu of the . 
depreciation deduction with respect to such 
pollution control facility ... [IRC, Sec. 
169(a)]. 


The term "certified pollution control facility" 
means a new identifiable facility which is .: 
used...to abate or control water or at- 
mospheric pollution or contamination by · 
removing, altering, disposing, storing, or pre- 
venting the creation of pollutants, contami- 
nants, wastes, or heat and which . . . does. not 
significantly increase the output or capacity, 
extend the useful life, or reduce the total 
operating costs of such plant... ог... alter 
the nature of the manufacturing or production - 
process or facility and which...the state 
certifying authority ... and ...the Federal 
certifying authority has certified . . . as being 
in furtherance of the...preventiom of... - 
pollution... [IRC, Sec. 169(d)]. 


A partial investment tax credit is 
allowed, equal to 50 percent of the 


ml 


amortizable basis times the investment . 


credit rate, as long as the facility's useful 
life is not less than five years [IRC, Sec. 


46(c)(5)]. Thus, in lieu of the usual: 


depreciation deduction and a portion of 


the investment credit, a firm may elect to | 


amortize the CPCF over a period of 60. 


months, the amortization beginning with . 


the first month of operation. However, 


if a firm does elect the CPCF acceleration ` 


amortization, the excess of this amortiza- 
tion over the usual depreciation deduc- 
tion is a “tax preference item," subject to 
the minimum tax ПЕС, Sec. 57(a)(4)].? 


1 In order to offset certain “loopholes” in the federal 


income tax, a minimum tax on “tax preference items" 


MES 


was instituted in 1969. Essentially, the tax is c dias : 
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Certain restrictions are placed upon the 
amount of the pollution control invest- 
ment which can be utilized as the CPCF 
amortization basis. To determine this 
basis, the initial cost of the investment 
must be reduced by any cost not attributa- 
ble to the abatement and control function 
[Treas. Reg. 1.169-2(a)(1)] and any ex- 
pected profits resulting from the antici- 
pated sale of recovered waste [Treas. 
Reg. 1.169-3(c)]. Furthermore, the amor- 
_ tization is limited to the proportion of the 
- cost attributable to the first 15 years of 
its normal useful life [IRC, Sec 169(£)(2)]. 
For facilities having useful lives of more 
than 15 years, the basis is computed as 
the original basis (less non-abatement 
costs and waste profits) times the follow- 
ing fraction: 15 divided by the facility 
life. Thus, the CPCF amortizable basis is 
the initial cost of the pollution control 
investment reduced by “multiple-func- 
tion,” "expected profits,” and “useful 
Ше” amounts. The yearly amortization 
is computed by dividing the amortizable 
basis by 60 months and multiplying the 
result by the number of months in opera- 
tion during the year. The non-CPCF 
basis of the investment cost is the portion 
‚ Of the investment in the pollution control 

facility which is not a part of the CPCF 
amortizable basis. For instance, if the 
- cost of certain "add-on" pollution con- 
trol equipment with an 18-year useful life 
: is $20,000, of which $2,000 is expected to 
be recovered through the sale. of re- 
covered waste, then the CPCF amortiza- 
ble basis is $15,000 [($20,000 — $2,000) 
x 15/18], and the non-CPCF portion is 
$5,000. The non-CPCF basis is subject to 
the entire investment tax credit and to the 
usual accelerated depreciation deduc- 
tton. Unlike the CPCF amortization and 
the non-CPCF accelerated depreciation 
deductions, the investment tax credit is 
deducted directly from the income tax 
- (or, if necessary, carried forward or back) 
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to determine the total tax due in the year 
in which the facility is placed in service. 


THE PRESENT VALUE TAX IMPACT MODEL 


' As suggested earlier, in order for tax 
legislation to serve as an incentive for a 
firm to invest in pollution control equip- 
ment, the legislation must have an impact 
upon the planning activities of corporate 
management. Numerous capital invest- 
ment analytic methods are used by firms 
to evaluate the attractiveness of potential 


capital investments. The most sophisti- 


cated involve variations of the discounted 
cash flow technique, which explicitly 
recognizes the time value of money. For 
the present-value method, estimates are 
made of the amount and timing of initial 
and subsequent investments, the amounts 
and timing of operating cash flows 
(including tax cash flows, assuming elec- 
tion of the most advantageous deduc- 
tions), the economic life, the end-of-life 
salvage value, and a required rate of 
return. All of the cash flows over the 
economic life are discounted to the 
present, using the firm's cost of capital. 
Generally, if the net present value is 
positive, the project is desirable; if nega- 
tive, it is undesirable. For a pollution 
control investment, often a firm does not 
undertake such an extensive capital in- 
vestment analysis. In a situation where 
the contemplated CPCF is an “add-on” 
piece of equipment (as is assumed in this 
paper) which causes no significant change 
in out-of pocket operating costs and 
revenues, the analysis may focus specifi- 


by multiplying the 15 percent rate times the sum of the 
tax preference items, reduced by 100 percent of the 
regular income tax liability for corporate taxpayers. In 
addition to the excess CPCF amortization, numerous 
other tax preference items exist. These include such 
items as the excess net long-term capital gain, the excess 
of accelerated over straight-line depreciation on real 
property, and the excess of accelerated depreciation over 
straight-line depreciation on certain leased property. 
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cally upon the impact on federal income 
taxes resulting from election of the CPCF 
tax “incentive.” 

To facilitate such a tax planning 
analysis, a firm may use a "model" which 
focuses only upon the present value of 
the tax impact resulting from a pollution 
control capital investment. The rudi- 
ments of such a model are available in 
the literature. Ingram [1977] presented 
an analysis which highlighted the changes 
in tax policy asa result of the Tax Reform 
Act of 1976. He used an algorithm which 
summarized the purported differences in 


the present value tax flows resulting from ` 


‘the CPCF amortization election. How- 
ever, apparently a misinterpretation of 
the tax code and other omissions were 
made in the analysis* which led to the 
erroneous conclusion that the election 
would be advantageous in the majority 
of cases, Nikolai and Elam [1977] pro- 
posed a “financial statement" policy 
model which Congress might utilize (as a 


substitute for the more traditional eco- . 


nomic models used in current policy 
analysis) to evaluate proposed tax legis- 
lation, and then applied this to compare 
the different policy impacts of the ex- 
pired, proposed, and current CPCF tax. 
provisions. Unfortunately, this model 
was incomplete because it did not focus 
adequately upon such items as the mini- 
mum tax and carrybacks and carry- 
forwards of the investment credit and 
because it was static rather than dynamic 
in the sense that it focused upon a single 
assumed taxable income rather than on 
variations in taxable income. Nonethe- 
less, certain of the model parameters may 
be extrapolated and extended for use by 
a firm in the current analysis. . 

A modified present-value federal in- 
come tax impact model may be utilized 
which focuses only upon the differences 
(changes) in those interrelated elements 
of the annual federal tax returns resulting 
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from the election of the CPCF deduction 
for a recently purchased CPCF. These 
interative elements include the CPCF 
amortization, accelerated depreciation, 
the investment credit, and the minimum 
tax. The accelerated depreciation related 
to the pollution control equipment is 


Ж 


included because this deduction is as- _ 


sumed to be used if the CPCF amortiza- 
tion is not elected. The minimum tax 
element is included because a portion of 
the CPCF amortization is a tax prefer- 
ence item. Finally, the investment credit 
is included because its amount is a func- 
tion of the CPCF amortization election. 
Other specific elements would: be in- 
cluded when they apply to a particular 
firm. Figure 1 shows the relevant inter- 
related factors,? their relationships to a 
firm's annual federal taxable income, and 
the change in annual federal income tax 
cash flows resulting from the election of 
the CPCF amortization. The model is 
designed to accommodate numerous po- 
tential interactions. It works as follows. 
If the CPCF tax "incentive" is elected, 
CPCF accelerated amortization will in- 
crease, as may the minimum tax. The 
usual accelerated depreciation will in- 
crease due to any non-CPCF portion of 
the investment, but the accelerated de- 
preciation on the CPCF portion is for- 
gone. The investment credit will decrease 
and, additionally, may have to be carried 
back or forward, depending upon the 


? The misinterpretation lies in his handling of the in- 
vestment credit. Ingram suggests that only 50 percent of 
the amortizable basis of the property is eligible for the 
investment credit, regardless of whether the property is 
amortized over the 60 month period or depreciated over 
its useful life (p. 512). However, in the latter case, the 
entire investment credit is available on the property. 
See IRC, Sec. 46(cX5). 

? Although the CPCF federal tax provision may have 
an impact upon certain state tax provisions, these later 
provisions are too diverse to be included in the general 
model. Furthermore, bonus depreciation in the initial 


year is not included because of its relatively insignificant 


impact upon the model outcome. 
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FIGURE I 
GENERAL MODEL: PRESENT VALUE OF TAX IMPACT RESULTING FROM CPCF AMORTIZATION ÉLECTION 


ff? Ain CPCF Accelerated Amortization 
{2} Ain Usual Accelerated Depreciation 


(332 Д in Taxable Income 
(dt x Tax Rate 


(579 A in Regular Income Tax 


(ба) Pani Investment Credit 
(6b)— Regular Investment Credit 
(6) = A in Investment Credit* 


(6) A in Investment Credit 


(83) Ain Tax Preference items 

(8b)— A in Income Tas Liability 

(8c) = A in Amount Subject to Min Taxt 
(8d) x Min Tax Rate 

(8 = Ain Minimum Tax 


(8* Ain Minimum Tax 


(7s А in Income Tax Liability 


(9) Ain Annual Income 
Tax Cash Flow 


CPCF PRESENT 
(10) x Present Value Factor Life a VALUE OF 
{11)= A in Present Value of Е CPCF ТАХ 
IMPACT 


Annual Income Tax 1 
Cash Flow 


(9) A tn Annual Income Tax Cash Flow 


* [f the total amoent of the regular Income tax is negative, the investment credit should be carried back or carried forward as conditions dictate. 
f If tbe amount subject to the minimum tax is less than or equal to zero, the minimum tax Is zero, 


impact on taxable income. The final out- 
put of the changes in the interactive 
parameters is the present value of the 
Federal income tax impact due to elec- 
tion of the CPCF tax "incentive." A 
positive number indicates present-value 
cash savings from the CPCF amortiza- 
tion due to lesser tax payments, while a 
negative number reflects greater present- 
value tax cash outflows due to the elec- 
tion. From a theoretical viewpoint, then, 
a firm would utilize such a model in the 
planning stage to evaluate the attractive- 
ness of a potential pollution control 
. investment. The higher the magnitude 
of a positive number, the greater the 
likelihood the CPCF tax provision will 
serve as a social responsibility "incentive" 
during this planning stage. 
Furthermore, even if a firm did nót 
undertake any capital investment plan- 
ning analysis for a CPCF investment 
(because, for instance, it is required by 
law to make the investment), once the 
equipment goes “on-line,” such a model 
may be used to assist management in 
the decision concerning whether to elect 
to take the CPCF deduction in its actual 
federal income tax return. That is, man- 
agement should elect only those deduc- 


tions which minimize (and thereby pro- 
vide a "reward" for the socially responsi- 
ble pollution control investment) the 
firm's overall federal tax burden. This 
model can provide relevant information 
in this regard. 


OPERATION OF THE MODEL 


In order for the CPCF tax provision to 
be either an incentive (in the planning 
stage) or a reward (in the tax filing 
preparation stage), the final output of the 
previously presented model must be a 
significant positive present-value federal 
tax impact (Le., savings). While the 
actual federal tax impact will depend 
upon the specific parameters for a par- 
ticular CPCF investment by a firm, useful 
inferences concerning this incentive-re- 
ward potential may be drawn from the 
general model if it is made operational 
for a hypothetical but representative firm. 
The model development, its operation, 
and the results are presented below. 

A computer algorithm is developed 
which reflects the interrelationships of 
the model. The current federal income 
tax rates and the current minimum tax 
rates are used. Double-declining balance 
(DDB) depreciation with a switch to 
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straight-line depreciation* at the appro- 
priate time is included, as is straight-line 
CPCF amortization over a five-year 
period. The investment credit routine 
includes a full investment tax credit for 
non-CPCF facilities and a partial invest- 
ment tax credit for CPCF facilities, with 
an appropriate carryback and carry- 
forward sub-routine. A minimum tax 
computation involving the excess of 
CPCF accelerated amortization over 
usual depreciation is included. Finally, a 
routine for computing, storing, summing, 
and printing of the present value(s) of 
the CPCF tax impact completes the 
algorithm. 

In the operation of the model, several 
parameters must be postulated. For 
example, assume the point estimates 
listed in Table 1 for a model manufac- 
turing firm. | 


TABLE 1 
INITIAL OPERATION: POINT ESTIMATES 


Parameters Point Estimates 
Investment in CPCF $1,000,000 
Life of CPCF 17 years* 
Company Cost of Capital 15 percent 
Investment Credit Entire amount usable in 
initial year 
Minimum Tax Not applicable? 


* This parameter estimate is selected because it causes 
the "useful life" routine to become operative. 

* [t is assumed that the total tax preference items do 
not exceed the income tax liability. 


Inserting these parameters into the model 
results in the following differences be- 
tween using and not using the CPCF 
incentive for the first year that the facility 
is operated. If CPCF amortization is 
elected, the first-year CPCF amortization 
amounts to $176,471 [$1,000,000 x 15/17 
(the year constraint) x 1/5], and the de- 
preciation deduction forgone is $103,806 
($117,647 DDB depreciation on the 
entire $1,000,000 less $13,841 DDB de- 
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preciation on the 2/17ths portion of the 
investment which is depreciable but not 
amortizable). Applying the appropriate 
tax rate to the resulting decrease in 
taxable income $72,665 yields a decrease 
in the regular income tax of $34,879. 
A decrease of $44,118 in the investment 
tax credit offsets this later savings. This 
decrease arises from the allowable invest- 
ment tax credit under CPCF of $55,882 
(1/2 of $1,000,000x15/17x.10 plus 
$1,000,000 x 2/17 х .10) less the invest- 
ment tax credit allowed when CPCF 
amortization is not elected, of $100,000 
($1,000,000 x .10). The resulting increase 
in the income tax liability is $9,239. The 
minimum tax is zero in this case, because 
it is assumed that the model firm has no 
other significant “tax preference items" 
and the total amount of the items (CPCF 
amortization in excess of allowable de- 
preciation plus the non-significant items) 
is not greater than the tax liability. The 
$9,239 increase in tax cash outflows 
multiplied times .8696 (the present-value 
factor for one year at 15 percent) yields 
an increase in the present value of the 
first year income tax cash flow of $8,034. 
This amount, combined with the remain- 
ing 16 other annual present values, 
generates a positive net present value of 
the CPCF tax impact (savings) in the 
amount of $54,680. These amounts and 
their relationship to the model parame- 
ters outlined in Figure 1 are summarized 
in Table 2. 

The initial results indicate that, given 
the assumed point estimates, the election 
of the CPCF “incentive” provides only 
moderate present value federal income 
tax savings (i.e., only 5.5 percent of the 
initial investment) However, because 


4 Jt is recognized that a switch from double-declining 
to sum-of-the-years' digits to straight-line depreciation 
would result in slightly greater tax savings. However, for 
the sake of modeling simplicity, only the double- 
declining to straight-line switch was utilized. 


Nikolai and Elam 


125 


TABLE 2 





GENERAL Морн.: INITIAL RESULTS 


a eee ia icta T ELITR EU NOR 








(1) Ain CPCF Accelerated Amortization 

(2) – А in Usual Accelerated Depreciation 

(3) =A in Taxable Income 

(4) x Tax Rate 

(5) 2A in Regular Income Tax 

(6) +A in Investment Credit 

(7) =A m Income Tax Liability 

(8) +A in Minimum Тах 

(9) =A in Annual Income Tax Cash Flow 
(10) xPresent Value Factor 


(11) =A in Present Value of Annual Income Tax Cash Flow 





Year 1 Years 2-17 


$176,471 
— 103,806 
= — 72,665* 
48° 


=— 34,879 
+ 44,118 
xx 9,239 
+ 0 
=— 923» 
x  .8696 
= —$ 8,034 + $62,714 = $54,680 








* The sign changes at this point because an increase in deductions causes a decrease in taxable income. 
> Taxable income is assumed to be greater than $50,000 so that any change in income is subject to a 48 percent tax 


rate. 


* The sign changes again to associate a minus (—) sign with tax cash outflows and a plus (4-) sign with tax cash 


savings. 


the Asset Depreciation Range (ADR) 
guidelines have caused asset lives to be 
shortened for depreciation purposes, the 
17-year life may be unrealistically long. 
Additionally, certain firms may have 
sufficient “tax preference items” to be 
subject to the minimum tax, which will 
then be increased by the excess CPCF 
amortization. Furthermore, the assumed 
‚ cost of capital and the usability of the 
investment tax credit may not apply to a 
particular firm. To address these poten- 
tial parameter modifications, sensitivity 
analysis is incorporated into the analysis. 
Sensitivity analysis in this context may 
be defined as “ . . . a study to determine 
the responsiveness of the conclusions of 
an analysis to changes... in parameter 
values used in the analysis [Rappaport, 
1967, p. 455].” This analysis may range 
from varying the estimate of a single 
parameter while holding the others con- 
stant, to varying the estimate of a combi- 
nation of relevant parameters. Both 
approaches are used in the subsequent 
operation of the model. Table 3 presents 
the ranges of parameters used to analyze 
the model’s sensitivity. ` 


TABLE 3 
SENSITIVITY ANALYSES AND PARAMETER CHANGES 
=< —== - ———— = = + = 


Parameter Parameter Range 
Cost of Capital 10 to 20 percent (in increments 
of 5 percent) 
CPCF Economic Life 5 to 17 years (in increments of 
3 years) 
Investment Credit Carryforward (in increments of 
years) 
Minimum Tax Applicable to 50 percent and 


100 percent of excess CPCF 
amortization 


Change in Firm Cost of Capital 

To analyze the effect of alternative 
corporate costs of capital upon the tax 
impact of the CPCF election, the cost of 
capital is varied in increments of five 
percent, from 10 through 20 percent, 
while all other factors are held constant. 
The results are shown in Table 4. 


5 A sensitivity analysis also was performed on the 
effect of a change in the size of the investment upon the 
present value of the tax impact. The analysis revealed 
that the magnitude of the tax savings as a percentage of 
the investment would remain the same. The results are 
not presented here. _ 
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TABLE 4 


EFFECT OF DIFFERENT Costs OF CAPITAL UPON PRESENT 
VALUE OF TAX SAVINGS RESULTING FROM 


The Accounting Review, January 1979 


TABLE 5 


EFFECT OF DIFFERENT FACILITY Lives UPON PRESENT 
VALUE OF TAX IMPACT RESULTING FROM 


























CPCF ELECTION CPCF ELECTION 
Cost of Capital Present Value of Tax Impact Facility Life (Years) ^ Present Value of Tax Impact 
10% $44,704 5 $—47,583 
15 54,680 B | —29,378 
20 56,787 11 7,690 
———— — 14 37,647 
Where 17 54,680 


” Investment — $1,000,000 
“Life = 17 years. 





Tn Table 4, one may see that, given a 
$1,000,000 investment and a 17-year 
asset life, the present value of the CPCF 
tax savings accruing to a firm which 
elects the CPCF amortization modestly 
increases as the assumed cost of capital 
increases. The increase appears to be 
curvilinear, with the savings rising at a 
decreasing rate. 


Change in CPCF Economic Life 


To analyze the effect of a change in the 
assumed economic life of the CPCF upon 
the tax impact, all factors except the 
facility life are held constant, and the 
modeling process is repeated in incre- 
ments of three years for facilities with 
lives from five years through 17 years. 
The result, shown in Table 5, is a series of 
values for different assumed lives, each 
indicating a favorable (positive) or un- 
favorable (negative) present-value tax 
impact from electing the CPCF amortiza- 
tion tax "incentive" for the model firm. 

From an interpolation of Table 5, it 
may be observed that for a manufacturing 
firm having a 15 percent cost of capital 
and making a $1,000,000 investment in a 
CPCF, the election of the CPCF ac- 
celerated amortization deduction “tax 
incentive” is not financially advantageous 
unless the facility has a depreciable life of 
nearly 11 years. 

It is informative to relate these results 





Where: 
a Investment = $1,000,000 
Cost of Capital =15 percent. 


to the ADR “‘lower limit" lives suggested 
in Revenue Procedure 77-10 for selected 
“high environmental impact" industries. 
These lives are summarized in Table 6. 
Most of the suggested lives for assets used 
in these selected high environmental 
impact industries are shorter than neces- 
sary to make the CPCF deduction elec- 
tion financially attractive. 


TABLE 6 


ADR Lower Luarr Lives FOR SELECTED HIGH 
ENVIRONMENTAL IMPACT INDUSTRIES 





ADR Lower Limit 
Industry Life (Years) 

Pulp and Paper Manufacturing 10.5 
Chemical Manufacturing 9 
Primary Ferrous Metals Manufac- 

turing 14.5 
Primary Non-Ferrous Metals Manu- 

facturing 11 
Textiles Manufacturing . 7 





Source: Rev. Proc. 77-10, 1977-1 CB 548—568, 


Change in Investment Tax Credit 
Availability 

If the investment tax credit is not used ~ 
up in the initial year of operation of the 
CPCF due to tax limitations, it may be 
carried back or forward. The focus here 
is upon investment tax credit carry- 
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forward. To facilitate the discussion, 
recall that in the initial operation of the 
model for a firm having sufficient annual 
income so that the entire amount of the 
investment credit is usable in the year in 
which the CPCF is placed into operation, 
the present-value tax savings would be 
$54,680 over the life of the CPCF. 

To analyze the effect of changing the 
usability of the investment tax credit 
upon the tax impact of the CPCF elec- 
tion, all factors except the absolute value 
of the annual taxable income are held 
constant. Two alternative assumptions 
are introduced concerning the magnitude 
of the taxable income in the early years of 
the CPCF operation. These assumptions 
are that the firm's income before depreci- 
ation and CPCF amortization is zero for 
(1) the first two years of the CPCF life or 
(2) the first four years of the CPCF life. 
Each assumption results in a net oper- 
ating loss requiring an investment tax 
credit carryforward. The model results 
(including that from the initial operation) 
are shown in Table 7. 


TABLE 7 


EFFECT OF INVESTMENT TAX CREDIT CARRYFORWARD 
UPON Tax IMPACT RESULTING FROM СРСЕ ELBCTION 














Carryforward Present Value of Tax Impact 
None | $£4,680 
2 years 41,626 
4 years 6,490 
Where 


` Investment = $1,000,000 
Life=17 years 
Cost of Capital=15 percent 


Because of the complexity of the 
parameter interactions, a brief explana- 
tion of the changes is presented. For the 
first alternative (two years of net oper- 
ating losses), the positive effects of elect- 
ing CPCF amortization are diluted by 
two factors. First, the net operating losses. 
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and investment tax credit must be carried 
forward to the end of the third year." The 
present value of the tax benefits of the 
investment tax credit and the CPCF 
amortization for the first two years is 
reduced from the $61,233 generated in 
the initial operation of the model to 
$49,720 in the current alternative. In 
addition, the net operating losses in years 
1 and 2 caused a minimum tax liability in 
those years of $9,400 and $11,231, re- 
spectively. The total minimum tax lia- 
bility ($20,631) is not paid until the end 
of year 3, resulting in a present value of 
$13,565. Had income been sufficiently 
high the first two years, no minimum tax 
would have been paid, because the tax 
liability would have exceeded the tax 
preferences. The net effect of two years 
of net operating losses is to reduce the 
present-value tax savings from $54,680 
to $41,626. A similar analysis reveals that 
if net operating losses are assumed for 
the first four years of the CPCF life, the 
election of CPCF results in a net present 
value of only $6,490 again compared to 
$54,680 if income had been constantly 
high. For firms incurring net operating 
losses in the initial years of the CPCF 
operation, the election of CPCF amortiz- 
ation results in substantially less present- 
value tax savings. 


Change in Minimum Tax 


Companies are likely to vary in the 
magnitude of their tax preference items 
subject to the minimum tax. In the initial 


6 Investment credit carryback is not analyzed, be- 
cause it is assumed that any tax benefits would accrue in 
the year of the filing for the carryback and that this filing 
would take place in the initial year. Consequently, the 
present-value tax impact of a carryback is the same as 
that when the entire investment tax credit is usable in the 

7 For modeling simplicity, it is assumed for each al- 
ternative that the income in the first year subsequent to 
the net operating loss years is of a sufficient magnitude 
to absorb all the net operating losses and investment 
credit carryforwards. 
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operation of the model the minimum tax 
is not applicable, because the tax prefer- 
ence items are assumed to be minimal. 
To analyze the effect of a change in the 
magnitude of these preference items upon 
the tax impact of the CPCF election, two 
alternative assumptions are postulated. 
The model is altered so that tax prefer- 
ence items other than excess CPCF 
amortization are ofa sufficient magnitude 
that (1) all of the excess CPCF amortiza- 
tion over the usual depreciation deduc- 
tion cause the minimum tax to increase, 
or (2) one-half of the excess CPCF 
amortization causes an increase in the 
minimum tax. These results, along with 
the result from the initial operation of the 
model, are shown in Table 8. 


TABLE 8 


EFFECT OF DIFFERENT PERCENTAGES OF THE Excess CPCF 
AMORTIZATION CAUSING INCREASE IN THE MINIMUM TAX 





Excess CPCF Amortization 
Affecting Min Tax Present Value of Tax Impact 
100% | $ 8,655 
50 31,668 


0 54,680 





It may be seen that the minimum tax 
has a significant dampening effect upon 
the present-value tax savings. When the 
entire excess CPCF amortization causes 
an increase in the minimum tax, the 
present-value tax savings is reduced to 
$8,655 compared to the $54,680 present- 
value tax savings, assuming no minimum 
tax. Consequently, the CPCF tax “‘in- 
centive" is even less attractive for firms 
incurring the minimum tax. 


Change in Cost of Capital, CPCF Life, 


and Minimum Tax 
Since the individual sensitivity analyses 


involving a profitable firm reveal that . 


independent changes in the assumed cost 
of capital, asset life, and minimum tax 
applicability each cause a significant 
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change in the present value of the tax 
impact, one additional sensitivity analy- 
sis combining these three parameter 
changes is performed. Figure 2 shows the 
results of combining the range of costs 
of capital from the first sensitivity analy- 
sis with the range of facility lives from the 
second analysis. The results are shown for 
Firm A, which incurs no minimum tax, 
and for Firm B, whose entire amount of 
the excess CPCF amortization is subject 
to the minimum tax. 

In Figure 2, it may be seen that a 
doubling of the cost of capital (from 10 to 
20 percent) combined with different 
facility lives causes two changes to occur. 
First, for almost every specified facility 
life, the magnitude of the present-value 
tax savings is higher. The greatest differ- 
ence occurs at about a 15-year life, where 


the differences in the savings are nearly 


$15,000 (Firm A) and $24,000 (Firm B) 
more for the higher cost of capital. Sec- ` 
ond, the “indifference” point (i.e., the 
zero point, where the present value of the 
tax savings from electing the CPCF tax 
incentive is neither positive or negative) is : 
reduced from nearly an 11-year life to 
about a 10-year life for Firm A and from 
about a 19-year life to less than a 14-year 
life for Firm B. 


CONCLUSIONS 


Firms invest in pollution control equip- 
ment for a variety of reasons. Many do so 
in order to comply with federal and state 
pollution-control standards. Some firms, 
because they have accepted a social re- 
sponsibility in this area, may make such 
an investment even when not legally 
required to do so. When planning for 
major capital investments, many firms 
perform a present value capital invest- 
ment analysis in order to evaluate their 
attractiveness. If the present value of the 
anticipated cash inflows exceeds the 
present value of the anticipated cash 


‘outflows, the investment is deemed to be 
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' FIGURE 2 


PRESENT VALUE OF TAX IMPACT FROM CPCF INCENTIVE FOR THREE Costs OF CAPITAL COMBINED 
. ^. WITH DIFFERENT FACILITY Lives AND DIFFERENT MINIMUM TAXES* 





Present 
Value | . : 
570000 |. - | A EE 
60,000 
50,000 e ds 
0 FümA —— 
(No Minimum Tax) 


`5 6 7 8 9 10 ]| 12 13 14 15 


16-17 18 D 20 21 22 B 24 25 ж 
- . Facility Life (years) 


* The apparent inconsistet cy of tax savings for fuese lives when compared to longer lives is explained by recogniz- 
ing that the investment tax credit increases from 6.7 percent to 10 percent for the non-CPCF case when asset lives are 
greater than six years, while remaining a constant 5. poe for CPCF assets. 
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. "attractive." In the case of a potential 
investment in pollution-control equip- 
ment (particularly an “add-on” piece of 
equipment, as is assumed in this paper), 
rarely will the pre-tax cash inflows be of 
sufficient magnitude to enable such a 
project to be financially attractive. In 
this case, a federal subsidy in the form of 
a significant potential decrease in federal 
taxes may serve as a tax "incentive" to 
stimulate such investments. Further- 
more, such a subsidy may serve as a 
"reward" (i.e., reduce federal taxes) 
when the investing firm files its annual 
federal income tax return. Presumably, 
this incentive and reward policy is what 
Congress intended when it re-enacted the 
CPCF accelerated amortization provi- 
sions in 1976. 

The results of the present-valüe federal 
income tax impact model developed and 
illustrated in this paper present substan- 
tial evidence that the CPCF provision is 
not likely to serve as either an incentive 
or a reward. Briefly reviewing these 
results, it is found that in many cases, 
assuming that firms operate within a 
10- to 20-percent cost-of-capital range, 
election of the CPCF provision does not 
yield additional present value tax savings 
over and above the tax savings that would 
arise from the usual accelerated depreci- 
ation deduction and available investment 
tax credit. Only when the facility has at 
least a 10- to 12-year life for a continually 
profitable manufacturing firm paying no 
minimum tax or at least a 14- to 19-year 
life for a manufacturing firm paying the 
minimum tax, is the CPCF election 
financially attractive. Even then, on an 
investment of $1,000,000 the maximum 
tax savings amounts to less than $66,000 
(or roughly 6.6 percent of the investment) 
for a profitable firm investing in a facility 
with a life of 26 years. The tax saving is 
substantially less for a firm in an initial 
net operating loss position. 

Given the above observations, there 
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are several reasons why the current CPCF 
tax provision will not provide much of a 
stimulus to investments in pollution con- 
trol equipment. First, even in cases where 
the CPCF amortization election does 
provide a positive present-value tax 
impact, the magnitude of this flow is 
small compared to the cost of the invest- 
ment. Second, due to the rapidly im- 
proving technology related to pollution- 
control equipment, it is likely that firms, 
when given a choice between comparable 
alternatives with different lives, will opt 
for the shorter-lived facility. This decision 
would preclude any benefits from the 
CPCF provision. Third, even if only one 
alternative is available, a brief perusual 
of the allowable asset lives for selected 
*high environmental impact" industries 
under the current ADR system suggests 
that in many, if not most, cases its life 
will be shorter than that necessary to 
make the CPCF election financially 
attractive. Finally, in interviews with 
several key financial executives of major 
corporations, [Nikolai, Bazley, and 
Brummet, 1976] the opinion was ex- 
pressed that the benefits derived from the 
CPCF deduction election were not worth 
the significant amount of time, energy, 
and paperwork they had to expend in 
obtaining "certification" of their facili- 
ties by the appropriate pollution-control 
agency.? 

In summary, it is concluded that the 
tax incentive is really a non-incentive and 
the reward is not worth the cost. It is 
hoped that the analytical model devel- 


oped herein will be of use to Congress in ' 


evaluating the financial attractiveness of 
other proposed tax incentive bills and to 
companies in developing related tax 
strategies. 


* This was generally the case even in situations where 
the firm could have taken advantage of the lower interest 


. rates on tax exempt “pollution control" industrial 


revenue bonds, available for the financing of "certified" 
facilities. 
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EDITORIAL 


Notes and Comments 


One of the effects of the expansion of scientific empirical research in 
accounting during the 1960s was a vigorous debate among researchers over 
method. After decades of mostly casual inquiry, researchers began to borrow 
tools of analysis from statistics, the behavioral fields, and economics and 
finance in order to make defensible statements about phenomena in the 
world of affairs. Disagreements promptly arose over the aptness of the choice 
of methods and whether they were soundly applied to the question. In 1971, 
Editor Eldon S. Hendriksen inaugurated the Correspondence section as a 
niche for this instructive (and occasionally emotional) dialogue. I propose to 
continue this section but under the title “Comments,” which is a more 
familiar description to be found in scholarly journals. The Comments section 
will, of course, be open for dialogue on the entire range of previously pub- 
lished writings-—not only empirical research. 

Appearing for the first time in this issue is a section entitled “Notes.” It 
will contain some articles that hitherto were published as Main Articles as 
well as others that might not have been published at all. This new receptacle 
will contain, among other things, developments and improvements in research 
methods which are more than tutorials, brief extensions of previously pub- | 
lished research, and worthy replications and other studies which add usefully, 
but not significantly, to the literature. While the Main Articles section is 
designed, for the most part, to report important increments in the stock of 
accounting knowledge, “Notes” and “Comments” will accommodate dis- 
cussions and analyses that serve to facilitate, nurture, and support the primal 
search for that knowledge. The Comments section will, of course, be open 
for dialogue on the entire range of previously published writings—not 
only empirical research. 


STEPHEN А. ЕРЕ 
Editor 
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EDUCATION RESEARCH 
Edwin H. Caplan, Editor 


EDITOR’S NOTE 


Manuscripts submitted to this section should conform to the format described in the April, 1978, Issue of 
THE ACCOUNTING REVIEW. The articles should fall into one of four categories: (1) articles that report 
empirical research findings regarding learning theory and technique applied in accounting courses at the 
collegiate level of instructions; (2) articles that report on developments in the field of accounting education, 
such as those with educational philosophy or descriptive innovations for the classroom; (3) articles 
dealing with prof: al development; and (4) articles dealing with practical or theoretical issues directly 
related to classroom instruction, i.e., providing specific classroom applications. 

All manuscripts and correspondence should be sent directly to the section editor, Edwin H. Caplan, Ander- 
son School of Business, University of New Mexico, Albuquerque, New Mexico 87131. 


Levels of Cognitive Complexity and 
| the Design of Accounting 
Curriculum 
Joel H. Amernic and Robin J. Enns 


ABSTRACT: In this paper the cognitive complexity construct, which has recently been 
introduced into the accounting literature, is examined from the point of view of accounting 
pedagogy. Empirical and theoretical literature (from the discipline of education) on 
students’ cognitive complexity, is brought to bear an the problems of teaching accounting. 
Given certain reasonable goals of accounting education, the analysis leads to the con- 
clusion that knowledge about the existence of the cognitive complexity construct, and 
its level, is important to accounting educators from the viewpoint of curriculum design. 
The paper concludes by suggesting several specific implications of the construct for 
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can render intelligible in the information 
he is processing is a function of the inter- 
action between the individual and his 
environment. The main objective of this 
paper is to show that the interaction be- 
tween a student’s conceptual level and 
his learning environment is important in 
the formal education of accountants, and 
to suggest some implications of this inter- 
action for accounting education, espe- 
cially in the area of curriculum design. 

The second objective of this paper is 
motivated by the continuing curriculum 
debate in accounting involving the ap- 
propriate degree of structure in the learn- 
ing environment [Rosen, 1975; Smith, 
1975; AAA, 1972, pp. 310-312]. On one 
side are those who advocate a relatively 
unstructured setting, with liberal use of 
case materials, and related pedagogical 
techniques. On the other side are those 
favoring a more structured setting, pre- 
ferring directive problem material, prac- 
tice sets, etc. The issue here has less to do 
with the absolute positions held about the 
learning environment, than with the 
relative emphasis which is desired. Thus, 
a second objective of this paper is to 
provide a framework against which to 
evaluate the relative merits of the two 
extreme positions in this curriculum 
debate. Adherents of either view prob- 
ably subscribe to similar goals for ac- 
counting education. What differs, how- 
ever, are the means through which they 
seek to achieve these ends. 

The paper is structured as follows. 
First, we develop a list of goals for ac- 
counting education. This is done since it 
seems impossible to discuss constructs 
important to accounting education un- 
less one can assess whether or not these 
constructs may be useful in accounting 
education, and for this purpose a list of 
goals is needed. 

Second, we develop a statement of the 
theory underlying the conceptual level 
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construct, and relate it to the educational 
process. Third, we will attempt to assess 
the implications of the conceptual level 
notion for accounting education in the 
following areas: 


(1) Implication for a developmental 
goal of accounting education; 


(2) Implication for a taxonomy of 
learners; 

(3) Implication for curriculum design; 
and, 

(4) Implication for evaluating the 
“high-structure, low-structure” 
controversy. 


Fourth and finally, we address some 
problems of implementing the conceptual 
level concept. 

In order to develop arguments to 
achieve our two objectives, we will first 
prepare a list of goals for accounting 
education which should be acceptable to 
most accounting educators. We can then 
use the list as a constant check on the 
adequacy of the arguments we develop 
supporting our paper’s objectives. 

Many accounting educators would not 
object to the six goals for the accounting 
curriculum developed by the 1971-72 
AAA Committee on Courses in Finan- 
cial Accounting [1972, p. 299]. These 
goals are: 


1. Provide a basic understanding of 
the conceptual framework under- 
lying the measurement and com- 
munication of economic data. 

2. Provide the future accountant with 
the technical competence for effec- 
tively measuring, assimilating, and 
communicating economic data, pri- 
marilv for external use. 

3. Provide an understanding of alter- 
native models for measuring and 
communicating economic data, pri- 
marily for external use. 

4. Be relevant to current problems and 


4 


a 


Amernic and Enns 


adaptive to changing social and 
economic conditions. 

5. Cultivate a keen, analytical, in- 
quiring mind. 

6. Provide the student the incentive to 
grow and keep pace with ever- 
changing issues, conditions, forces, 
and ideas. 

These goals have a great amount of 
innate appeal and therefore face-validity, 
especially when compared with the func- 
tions that the accountant is expected to 
perform after he has completed his for- 
mal (university) accounting educational 
process, some of which were made ex- 
plicit by the Planning Committee of the 
AICPA [1966]: 

[reviewing] many aspects of an organization's 

activities and procedures... providing ob- 

jective advice and consultation on various 
management problems [involving] budgeting, 
cost control, profit planning, internal report- 
ing, automatic data processing, and quanti- 
tative analysis. ..tax planning and advice 

[and] representation of clients before govern- 

ment agencies...participating in confer- 

ences with government agencies such as the 

Securities and Exchange Commission [and] 

bankers... [acting as consultants in] busi- 

ness, civic and other problems... - 


We can make the AAA list of goals of 
accounting education more economical 
by summarizing them in the following 
manner. Three reasonable goals for ac- 
counting education are to develop in the 
student: 


1. aconstructively critical understand- 
ing of the uses and limitations of 
accounting data; 

2. the ability to “transfer” accounting 
ideas to new situations. For exam- 
ple, while the student is achieving 
this constructively critical under- 
standing in (1), he should also learn 
how to use the tools developed in 
the process in new situations, and 
also how to modify these tools 
where warranted; : 
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3. the ability to relate to one’s environ- 
ment in a mature and evolving 
fashion: In other words, the ac- 
countant should be able to gen- 
eralize and adapt his accounting 
tool kit. 


In this paper, we argue that unless 
appropriate recognition is made of the 
importance of, and the interaction be- 
tween, conceptual level and learning en- 
vironment, the achievement of these 
objectives will be impaired. 

THEORETICAL CONSTRUCT 


A clear statement of a theoretical 
construct that can be used in exploring 
the educational ramifications of the 
relationship between a student’s con- 
ceptual level (CL) and his learning en- 
vironment is found in the research and 
writing of Dr. David E. Hunt. Rooted in 
the work of Harvey, Hunt, and Schroder 
[1961], Hunt has developed a learning 
model based on the CL notion. Learning 
models are “piecemeal approaches to 
[the] meaning [of learning] which reduce 
the bewildering complexity of direct 
experience to the more limited scope of 
human comprehension by selecting rele- 
vant features.” [Zais, 1976]. With the 
ultimate purpose of facilitating long 
term student growth, Hunt’s model 
matches alternative ways of controlling _ 
the student's learning environment 
(through employing various teaching 
strategies) with student “learning style," 
a term used in educational practice to 
describe a student’s CL [Hunt, 1974]. 
Hunt’s model can affect long-term 
growth because it is conceived as a devel- 
opmental model; i.e. it emphasizes speci- 
fying the student’s CL needs at various 
“contemporaneous” stages of his devel- 
ment, as well as his longitudinal require- 
ments for growth. The notion of a de- 
velopmental stage is a feature of some 
learning models. It is a rational way of 
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conceiving and to some extent specifying 
an organism’s development toward an 
ideal. 

Hunt treats CL development in terms 
of the interdependence of interpersonal 
maturity and conceptual complexity. 
Interpersonal maturity is seen as pro- 
ceeding from stage A, where a person is 
immature and unsocialized, to stage B, 
where he is dependent and conforming, to 
stage C, where he is independent and 
self-reliant. Developmentally, the stages 
of interpersonal maturity are described 
as the increasing understanding of one- 
self and others. Variations in the stu- 
dent’s conceptual complexity are viewed 
correspondingly. The characteristics of 
persons at stage A are that they tend to 
think in concrete terms, are impulsive, 
and have poor tolerance for frustration, 
with the result that they process less in- 
formation complexity. At stage B, they 
are concerned with rules and are de- 
pendent on authority and categorical 
thinking. At stage C, they are inquiring, 
self-assertive, and have more alternatives 
available [Hunt and Sullivan, 1974]. 
Developmentally, the stages of concep- 
tual complexity are viewed as a student’s 
relative abilities to discriminate and to 
integrate: the less the student’s ability 
along these lines, and the less his inter- 
personal maturity along the former lines, 
the lower his CL. This relationship is 
summarized in Table 1. An instance of 
viewing interpersonal maturity in tandem 
with conceptual complexity is that a stage 
B person differs from one at stage C not 
only in being more dependent, but also 
in being less conceptually complex, i.e. 
less capable of analysis and synthesis. 

The main dimension that can be ad- 
justed by teaching strategy in matching 
the learning environment to learning 
style (CL) is the degree of structure em- 
ployed. For instance, progress from stage 
A to stage B “requires the conceptual 
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TABLE 1 
DEVELOPMENTAL CONCEPTUAL LEVEE. 
. RELATIONSHIPS 
Develop- 
mental Interpersonal — Conceptual Symbolic 
Sequence Maturity Complexity Terms 
Stage C Independent, Inquiring, Uses 
| Self-reliant Alternatives 
Stage В Dependent, Rules, 
Conforming Authority, 
l Categories 
Stage A Immature, Concrete, Poor 


Unsocialized Tolerance For W 


Ambiguity 


work of defining the external boundaries 


and learning the generalized cultural 
standards which apply to both self and 
others” [Hunt, 1974]. For the student in 
class, this means finding out the dimen- 
sions of the subject-matter for which, as 
practitioner, he is responsible, and learn- 
ing, as well, the fundamental behaviors 
appropriate to that subject-matter area. 
The instructor’s task is to assess the 
students’ learning styles, and then to 
adjust the degree of structure in his 
teaching, and by so doing, to “рші” the 
student from stages A to B. To this end, 
Hunt [1974] says: 


Since rules are learned best wher: the rules 
are clear, the ideal environment to foster 
development to stage B is therefore a clear, 
consistent, highly structured one. 


Keeping in mind the developmental 
nature of student progress, the instructor 
can assess when the student achieves 
the general standard incorporated in the 
stage B conceptual level. On the way to 
stage C independence, this general stan- 
dard serves as an anchoring reference 
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point for the student. From it, as he 4 


builds self-confidence and identity, he 
can gradually come to know and to 
explore the assumptions underlying his 
learning behaviors and the consequences 
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of these assumptions for his practice. 
Hunt [1974] notes that: 


Self-definition occurs through a process of 
breaking away from the standard developed 
in stage B. Learning about how one is dis- 
tinctly oneself provides the basis for beginning 
to accept individual responsibility for out- 
comes. 


The student's sense that he is able, on his 
own terms, to contribute significantly 
to problem-solving in the subject-matter 
area concerned, may appear initially in 
exaggerated form; but this is “попеіће- 
less the person's first awareness of his 
own feelings as cues for differential 
action." [Hunt, 1974]. 

The value to instructors of this de- 
velopmental CL learning structure is that 
it can provide an informed access channel 
into the educational needs of students, in 
both immediate (“contemporaneous”) 
and longitudinal terms. Hunt [1975] 
indicates a way of classifying students by 
learning style, in suggesting that the 
instructor place the students on a “struc- 
ture line." To do this, the instructor needs 
to know something about how high and 
low structured environments are defined. 
There are three main dimensions in- 
volved, and they vary internally, de- 
pending on high or low structure. The 
first is the extent of the instructor's 
responsibility for actual learning activi- 
ties (the greater it is, the higher the 
structure); the second is variation in the 
specificity of instructions; and the third 
is the degree of advance organization of 
material. Hunt notes [1975] that: 


Highly structured environments are (1) in- 
structor-centered, (2) involve preorganized 
material, and (3) involve very specific instruc- 
tions and expectations. Approaches which 
are low in structure (1) [are] more likely to be 
determined by the student, (2) involve general 
instructions, and (3) material which is not 
pre-organized, 


When relating student CL to the 
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“structure line,” Hunt sees the following 
matches: 


Given the characteristics of low CL persons 
(categorical, dependent on external standards, 
and incapable of generating their own con- 
cepts), one predicts that they will profit more 
from highly structured approaches. Given the 
characteristics of high CL learners (capable 
of generating new concepts, having internal 
standards to a higher degree, and being 
capable of taking on different views), it is 
predicted that they will either profit more 
from low structured approaches or will be 
unaffected by the degree of structure. Thus 
the heart of the CL matching model is the gen- 
erally inverse relation between CL and degree 
of structure, [1971, 1975, emphasis added]. 


Table 2 summarizes the relationships 
between learning style and need for 
structure. 


TABLE 2 


LEARNING STYLE AND STRUCTURE 
NEED RELATIONSHIP 


Matched 

mental Learning Environ- 
Sequence CL Style ment 
Stage C  High( VIX ) Needs Less Том 

Structure Structure 

Stage B Low Needs Some Moderately 

Structure High 

Structure 
Stage А Very Needs Much High 

Low (M) Structure Structure 





Once the instructor has this knowl- 
edge, the possibility is open for him to 
vary systematically the structure of his 
teaching strategies with all of his students 
for a short time to observe how each one 
learned and felt. For instance, during one 
five-class interval he might use a highly 
structured and organized approach, and 
a very unstructured approach during the 
next, taking care to note student reac- 
tions to each. Based on his findings, the 
instructor can then group his class ac- 
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cording to the CL needs of his students, 
and can correspondingly adjust the struc- 
ture of his presentation of subject-matter 
to them. In so doing, the instructor can 
facilitate long-term student growth in 
terms of the students’ developing con- 
ceptual abilities to discriminate and to 
integrate the subject-matter, and through 
the students’ concurrently increasing un- 
derstanding of themselves and others. 


SOME IMPLICATIONS FOR ACCOUNTING 
EDUCATION 


Implication for a Developmental Goal 
of Accounting Education 


The reasonable goals of accounting 
education which we listed earlier are a 
function of the complex, shifting, and 
often conflicting environment faced by 


professional accountants. In order to ' 


perform in a successful, adaptive manner 
in this accounting environment, it is 
desirable that an individual be not only 
intelligent, but be also cognitively com- 
plex. Thus, there is an inescapable match- 
ing or correspondence between the goals 
of accounting education (and the ac- 
countant’s environment), and the de- 
sirable CL of professional accountants. 

This matching requirement strongly 
suggests a developmental goal for ac- 
counting education, namely, to create 
learning environments so that the stu- 
dent's progression to the desirable (i.e., 
high) cognitive level is enhanced. Some 
students may never attain the level. One 
of the implications of this concept for 
accounting education, then, is to ensure 
that these students fail to grow along the 
dimension of cognitive complexity be- 
cause of an upper bound or inherent 
limitation in their own individual cogni- 
tive growth curve rather than because 
of a poorly planned (i.e., mismatched, 
uncoordinated) sequencing of learning 
environments during their formal ac- 
counting education. 
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Implication for a Taxonomy of Learners 

Different individuals of the same 
chronological age often display differ- 
ences in intelligence and, not surprisingly, 
in cognitive complexity. Perry [1970] 
found that university students in the same 
year (i.e., freshmen, juniors, etc.) and of 
comparable intelligence were at different 
points along their CL growth curve. Ап’ 
important implication of this empirical 
observation for accounting education 
(given our other discussions in this paper) 
is that one way to ensure that all account- 
ing students have the opportunity to 
maximize their individual cognitive com- 
plexity, is to “fine-tune” their formal 
learning environments. 

For example, all freshmen accounting 
students could be assigned to one of two 
groups: (a) relatively high cognitive 
complexity; and (b) relatively low cogni- 
tive complexity. As we point out in a 
later section, measures of cognitive com- 
plexity are well-developed in the educa- 
tional literature and have recently ap- 
peared in the accounting literature [San 
Miguel, 1976], so that the classification 
mechanism is operational and, thus, 
feasible. Students assigned to the low CL 
group would be provided with a relatively 
highly structured environment. Their 
learning environment initially would con- 
sist of directive-type problem material 
(for example; “given a set of account 
balances, classify the accounts into asset, 
liability, owners’ equity, revenue and 
expense categories and compute net 
income for the period”); it would be 
textbook-centered, and a more “‘tradi- 
tional” or authority-based text would be 
used (such as Niswonger and Fess; Pyle 
and White, etc.) As time passed, the 
highly structured learning environment 
would be slowly modified in the direction 
of less structure—some multi-subject 
problems and moderately-structured case 
material would be introduced, and the 
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learning environment would become less 
instructor and text-oriented. (Note that 
the same text could still be used, but now 
it would be viewed as only one of the 
facets of the learning environment). 

This modification of structure of learn- 
ing environment would act "to pull the 
individual toward the next stage of de- 
velopment." [Joyce and Weil, 1972, p. 
303]. Accounting instructors could check 
individual students' progression along 
the CL continuum using the formal 
methods developed by Hunt [1974], or 
the less formal interview methods de- 
veloped by Perry [1970], or a combina- 
tion of the two. 

Students allocated to the high CL 
group would be put in freshmen ac- 
counting classes having a relatively un- 
structured setting (ie. use of cases; 
readings to supplement the text, etc.). 
In theory, both the high and low CL 
groups would eventually wind up at the 
same relative CL level further on in their 
university careers—they simply need dif- 
ferent environments to get there. This 
implication for accounting education 
could affect the way accounting educators 
view the first course and also higher-level 
courses. 

In many universities, all students must 
take the initial accounting course, insofar 
as both content and learning environ- 
ment are concerned. Some schools have 
two streams—one for the accounting 
major (preparer-oriented), and one for 
the non-major (user-oriented). This sug- 
gests the existence of a difference in 
content and possibly in learning environ- 
ment. Whether schools have common or 
different first courses for students with 
different career objectives, course design 
seems not to be based upon cognitive 
complexity development and its relation- 
ship to the individual and learning en- 
vironment. The strong implication of 
the research discussed above is that 
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course design should be based on these 
factors. 

While it seems desirable to match the 
educational environment to the appropri- 
ate student CL, other (confounding) 
factors may conceivably dampen the 
usefulness of this matching exercise. The 
work of Holland [1973] and others on 
vocational choices provides an example 
of one possible confounding factor. 
Holland has categorized several hundred 
occupations into six general vocational 
groups. Each group has a certain set of 
unique attributes—for example, the 
"conventional" group is "characterized 
by the dominance of environmental 
demands and opportunities that entail 
the explicit, ordered, systematic manipu- 
lation of data, ..., organizing written 
and numerical data." Holland has also 
categorized six personality types, each 
type corresponding to an analogous voca- 
tional group. A major thrust of his work 
is that people tend to perform better and 
be happier in vocational environments 
which conform to (or are congruent with) 
their personality types. For example, 
conventional personality types perform 
best and are happiest in jobs which dis- 
play conventional vocational environ- 
mental characteristics, whereas artistic 
personality types prefer artistic voca- 
tional environments. If we view the 
content of the accounting course as 
creating a sort of vocational environ- 
ment, it would most likely be close to the 
“conventional” model in Holland’s ter- 
minology. Indeed, Holland classifies the 
CPA’s job as mainly conventional, with 
some "investigative" and "social" as- 
pects [p. 116]. If we view the content 
plus learning environment of the ac- 
counting course as creating a sort of 
vocational environment, it becomes more 
difficult to classify within Holland's 
scheme, although an unstructured, case- 
oriented learning environment would 
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probably move the setting more towards 
Holland's "artistic" category. 

The point of tbe above is as follows: 
even though we may wish to match learn- 
ing environment with CL, and create a 
“taxonomy of learners" of homogeneous 
CL categories, we still may have heter- 
ogeneous personality types within each 
CL grouping, and the personality-style 
effect may negate to some extent the 
effects of CL grouping. Even so, there 
exists some empirical evidence suggesting 
that the potential for confounding offered 
by grouping heterogeneous personality 
types into homogeneous CL groups may 
not be too serious. Aranya, Meir, and 
Bar-Ilan [1978], in an empirical study 
using the Holland framework, provided 
some evidence to show that at the fresh- 
men level, students have to a certain 
extent selected courses that correspond 
to their personality types. In comparing 
freshman accounting and psychology 
majors, Aranya et al. [1978] found that 
the "conventional" environment implied 
by the accounting course seemed to 
attract more or less "conventional" 
personality types, whereas this was not 
so for the psychology course and its 
students. 


Implications for Curriculum Design 


Following from the notion of a tax- 
onomy of learners based upon cognitive 
complexity, it seems apparent that the 
accounting instructor may use the struc- 
ture of the learning environment as an 
independent variable so that the learning 
of both low and high CL students is en- 
hanced, and the advancement of low CL 
students to higher levels is encouraged 
by the systematic withdrawal of structure 
over the term (or over the whole pro- 
gram). We offer the following example 
as an illustration of the implication of CL 
for accounting curriculum design for a 
single topic. 
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The concept of meaningful classifica- 
tion is one of the basic notions underly- 
ing much of accounting [AICPA, 1953]. 
Students are typically introduced to the 
classification notion by means of a chart 
of accounts early in their first course in 
accounting. Following from the discus- 
sion above, it seems reasonable that the 
low CL students should be given de- 
tailed rules, explanations, and examples 
of different charts of accounts for differ- 
ent types of organizations. Alternatively, 
the instructor could concentrate on only 
a restricted number of types of organiza- 
tions early in the course, going through 
the entire accounting process with the 
simpler types first (e.g., service and 
retail). Later on in the course, he could 
introduce other types, and therefore 
other charts of accounts. Thus, high 
structure would be provided, the learning 
environment in which low CL students 
evidently thrive. 

For the high CL students, the instruc- 
tor could provide descriptions of inputs, 
processes, organizational structure, and 
outputs. for various types of organiza- 
tions, and could then ask the students to 
derive meaningful charts of accounts for 
various purposes (such as control, finan- 
cial statement reporting, efc.). Thus, 
relatively low structure would be pro- 
vided. These students might then be able 
to generalize that the chart of accounts is 
a function of the specific organization’s 
processes, structure, information needs, 
and cost. Specifically, the instructor 
wishing to provide little structure in 
teaching this topic might first present the 
“solid matrix of organizations” as in 
Table 3 to his students, then briefly 
lecture on the situational and functional 
specificity of the chart of accounts, and 
finally assign the following readings: 


—" Accounting for a Drive-In Diner” 
by San Lan Chan 


£ 
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TABLE 3 
SOLID MATRIX OF ORGANIZATIONS 


Wholesale 
Transportation 
Manufacturing 
Resource Extraction 
Communications 
Banking 

Insurance. 

Other Financial 
Other 





(Other dimensions may include profit-seeking versus non-profit seeking; national versus multinational; single product 


versus multi-product ; etc.) 


Each triplet in the above solid matrix suggests one set of inputs, processes and outputs, and thus one set of a chart 
of accounts to service the specific information needs of the organization. 


— "Cattle Accounting" by John F. 
Loughlin 

— "Reporting for United Fund Agen- 
cies" by Charles T. Farley, and 

—‘‘Nuclear Fuel Accounting" by 
William L. Ureel. 


(All of these readings are from recent 


issues of Management Accounting, and 
are reprinted in Burns and Hendrickson 
[1976]. The students would then be 
required to prepare charts of accounts 
for each of these types of concerns for 
both control and external purposes. 
Recognition by the instructor of the 
existence of CL and of a relationship 
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between the accounting student’s learn- 
ing style (CL) and the structure of the 
learning environment is also important 
insofar as formal approaches to curric- 
ulum design are concerned. In both the 
accounting and education literatures, 
proposals for systematic approaches to 
curriculum design have recently ap- 
peared. For example, Buckley [1969] has 
proposed that curriculum methodology 
consists of the following formal steps: 


. Defining objectives. 

. Identifying and organizing subject 
matter types. 

. Selecting subject matter models. 

. Selecting instructional media. 

. Selecting the learning environment. 

. Evaluating the curriculum. 
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The CL concept can provide important 
guideposts at several stages in this meth- 
odology. For example, Buckley suggests 
that "specific, implementive behavioral 
objectives” are desirable—certainly the 
behavioral objectives should be part of 
the provision of sufficient structure for 
students operating at low CL in order to 
ready them for progression to higher CL: 
When discussing stages 2 and 3 of his 
framework, Buckley states [p. 391], “It 
is important to recognize and classify 
subject matter types because each type 
(and sub-type) may be learned more 
efficiently by using a particular instruc- 
tional method. Discrete concepts... 
may be highly responsive to the linear 
program approach, while the case 
method may be a more appropriate 
vehicle for solving unstructured prob- 
lems.” The CL notion provides a means 
whereby Buckley’s concept of matching 
instructional methods with subject matter 
types may be implemented with the indi- 
viduality of groups of accounting stu- 
dents in mind. Indeed, the idea that 
different groups of accounting students 
require different levels of structure, etc. 
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is an extension of Buckley's "paradigm— 
subject matter complex" model [pp. 
392-393]. 

Extensions of tbe application of the 
CL concept to step 4 (selecting instruc- 
tional media), step 5 (selecting the learn- 


ing environment) and step 6 (evaluating | 


the curriculum) are also easily made. The 


instructor's selection of instructional ` 


media (lectures, practice sets, audio- 
visual aids, etc.) and degree of structure 
in the learning environment “involves a 


search for, and the utilization of, the 


most effective delivery system for a par- 


ticular learning experience” [р. 394]. ' 
One of the criteria which Buckley postu- ` 


lated might help in the selection of learn- 
ing media was the “learning characteris- 
tics of the trainee” fp. 396]. CL makes 
explicit the aspects of these characteris- 
tics which might help the.instructor in 
this stage of curriculum design. 

The relationship between the cognitive 
complexity construct and formal models 
of curriculum design is thus important. 
CL enters the formal model at several 
points to help resolve decisions among 
alternative curriculum strategies facing 


‘the instructor, and in a way acts as an 


extension of the model by explicitly in- 
corporating the specific needs of the 
individual accounting student. 


Implication for Evaluating the “ High- 


Structure, Low-Structure" Controversy 


- Within the framework of the interac- 
tion between the structure of the learning 
environment and the developmental as- 
pect of cognitive level, there is no contro- 
versy, since both high structure learning 
environments and low structure environ- 
ments are needed at some points along 
the CL developmental continuum to 
enhance the student's CL development 
(this is the “matching model" referred 
to by Hunt et al. [1974]; Perry [1970], 
and Fantini [1973]). But, exclusive use 


f 
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of one orientation throughout a student’s 
university career apparently will not 
enhance the student’s CL growth, so that 
his arrival at the highest CL stage may 
be retarded or permanently impaired. 
For example, use of unstructured cases 
exclusively or too early in the first course 
‘in accounting may lead to arrestation of 


‘the students’ CL if (as is the case with 


`+ many freshmen) they are operating at a 


relatively low CL level at this stage in 
their student careers. 

Therefore, the onus of the continuing 
curriculum debate is misplaced. It is not 
high structure versus low structure, but 
rather a question of selecting high struc- 
ture for certain students and low struc- 
ture for other students, and knowing 
when and to what extent to modify struc- 
ture so that the developmental goal of 
accounting education will be reasonably 
assured of being achieved. 


SOME IMPLEMENTATION PROBLEMS 


Both the above discussion of the impli- 
cations of the CL concept, and Buckley's 


. (and others) proposals for formal meth- 


odologies of curriculum design are, in a 
sense, idealizations. By this we mean that 
their use can never be completely 
achieved in practice—rather, they are 
potentially important tools of the ac- 
counting educator's repertoire. They are 


idealizations because, to a great extent, · 


they implicitly assume away three very 
important constraints on curriculum; 
namely, existing institutional arrange- 
ments and relationships, the teaching 
style with which the individual instructor 
is most comfortable, and the previous 
experience of the students. The degree to 
which the implementation of a change in 
the approach to curriculum design is 
feasible depends to a great extent on 
these three factors. 

In Table 4, the relevant relationships 
bearing on the implementation issue are 
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shown. The department head is viewed 
in Table 4 as the instructor's “manager,” 
just as the instructor is responsible for 
"managing" the students. In a sense, the 
instructor is the “шап in the middle"— 
his flexibility is constrained by.both the 
apparent downward pressures on him 


.from his department head and by the 


willingness of his students to accommo- 
date to change. If the head and the 
instructor operate in a "Theory Y" type 
of environment [McGregor, 1960] then 
—subject to absolute constraints such as 
excessively large class sizes, etc.—imple- 
mentation of a change in the approach to 
curriculum might be more easily effected. 
On the other hand, to the extent that the 
head views his role and the instructor's as 
that of an authority figure (Theory X), 
change could be much more difficult. 

Even if a formal introduction of the 
CL notion into curriculum design is not 
feasible in a given situation, the mere 
fact that the instructor has been sensitized 
to the CL concept is important, since he 
can then at least modify his teaching role 
and thus the learning environment he 
creates, on an ad hoc basis. 

Another implementation issue involves 
the degree to which there exists adequate 
techniques for measuring CL. The Para- 
graph Completion Method for measuring 
CL has been developed by researchers in 
education and psychology over the past 
several years to the point where it is a 
standard assessment method. Hunt [1974, 
p. 29] states, in referring to his empirical 
work; “‘[in] all of the experiments de- 
scribed, CL was assessed by means of a 
Paragraph Completion Method... 
[which] has been used with thousands of 
students, mostly from 12-18, over the 
past 15 years so that considerable.con- 
struct validity, correlates, and normative 
evidence is available." The method is 
described in detail in Hunt et al. [1978], 
and requires at least two independent 
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TABLE 4 
RELATIONSHIPS AND CONSTRAINTS IN THE TEACHING SITUATION 


Philosophical constraints 
(e.g. Theory X or Theory Y view) PESE 


— 


Economic constraints 
(e.g. a highly-directive 
lecture method may be 
dictated because of the 
huge number of students 


"d 


Philosophical constraints 

(Theory. X or Theory Y) 

Constrained by his ability pce 
to adapt teaching style was 
constraints (e.g. a new 

instructor may not be : 
willing to withdraw structure 


since he may fear losing 
approval of his peers and 
Head). 


Economic and social 


to accept change (e.g. 

Rosen points out that 

some students are "frustrated" 
when cases are introduced.since 
their previous courses were 
highly structured [1975]. 


Willingness and ability X 


rater assessments of a student's CL. 
. Mean inter-rater reliability for 26 pub- 
lished studies is r=.86 [Hunt, et al., 
1978]. For CL assessments on university 
students, Barker [1974] found an inter- 
reliability of 0.85. Halverson [1970] 
found 0.83, and Carr [1965] found 0.91. 
Other studies showed similar results. 
Insofar as reliability of the Paragraph 
- Completion Method for assessing CL is 
concerned, Gardiner and Schroder 
[1972] reported a test-retest r of 0.67 for 
36 college students over a three-month 
interval. 


CONCLUSION 


Accountants have recently become 
aware of the cognitive complexity con- 
struct as it appears in the psychological 
literature related to human information 


(the two-headed arrows denote two-way ' 
flow of influence) 


structor as Classroom Manager 


processing and have begun to apply the 
notion in the design of accounting infor- 
mation systems on an experimental basis. 
In the present paper, we view the formal 
educational setting of the accounting 
student as a sort of “information system” 
with given objectives and conclude that it 
is important to take CL into account in 
both the particular course design and the 
larger curriculum setting. | 
The cognitive complexity construct is 
well established in the empirical and 
theoretical literature of the education 
discipline. Using this education litera- 
ture as an organizing framework, we 
conclude that, given certain reasonable 
goals of.accounting education, the in- 
structor’s knowledge about the existence 
of the CL construct and its level in 
individual students, has implications for 
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viewing accounting education as a de- tuning” learning environments for 
velopmental process and for “‘fine- groups of accounting students. 
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Lectures Versus Personalized Instruc- 
tion: An Experimental Study in 
Elementary Managerial 


Accounting 
Jack С. Bailes 


ABSTRACT: Few of the reported studies of innovative techniques for accounting educa- 
tion have found significant improvements in students’ performance and attitude. This 
paper reports on an experimental study in an elementary managerial accounting class 
using an innovative teaching methodology, The Personalized System of Instruction 
(PSI). The PSI teaching method was selected for testing because studies in other 
academic disciplines had found that PSI classes performed better and had better attitudes 
than traditional lecture/discussion classes. The present study found significantly better 
performance and attitudes in PSI taught sections of an elementary managerial accounting 
class. The study also found a higher course drop-out rate for the PSI taught sections. 


; strongly concerned with account- 
ing education. Many individual 
accounting professors have evidenced 
this concern with independent classroom 
studies of educational methods. Reports 


A CADEMIC accountants in general are 


Daily [1969] reported a lack of significant 
improvements in students’ performance 
and attitudes. 

This paper reports on the favorable 


‘results found in an introductory man- 


of such studies can be found in the Educa- . 


tion Research section of almost any issue 
of this journal. Commonly these educa- 
tional studies involve a specific pedagogi- 
cal technique or aid such as the use of a 
business game [DeCoster and Prater, 
1973]; teaching machines [Streuling and 
Holstrum, 1972]; competency-based 
module [Smith, Taylor and Western, 
1974]; audio-visual instruction [McNeill 
and Collins, 1975; Laughlin, Gentry and 
May, 1976]; utilization of small groups 
[Benis, Brody and Johnson, 1976]; dif- 
` ferential scoring techniques [Pawliczek, 
1977]. For the most part, these and other 
accounting education studies, e.g., Pick- 
ett and Butts [1970], Glover [1970] and 
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agerial accounting course from the appli- 
cation of a set of teaching techniques 
called The Personalized System of In- 
struction (PSI). This set of techniques 
was Originally described by Keller [1968], 
and has since been utilized and investi- 
gated at many colleges in a variety of 
disciplines [Sherman, 1974]. The major 
components of PSI are modulized course 
structure, written study materials, stu- 
dent self-pacing, student-peer proctors, 
competency-based testing and non-re- 
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quired lectures. 

The PSI method has been used over 
the past three years in an introductory 
managerial accounting class at Oregon 
State University. The course material 
was divided into ten separate modules 
covering standard managerial accounting 
topics. For each module, students were 
provided with a written study guide. The 
purpose of the study guide is to enable the 
student to have constant access to the 
course study materials. For each learning 
module these materials consisted of a set 
of behavioral learning objectives, a read- 
ing assignment, study questions for the 
student to answer while completing the 
reading assignment, a list of required 
problems, a list of recommended prob- 
lems, and any comments, formulas, or 
examples the instructor desired to add to 
a particular topic. 

The required and recommended prob- 
lems were designed to provide practice 
and to serve as a self-test for the student 
to determine whether the learning objec- 
tives for a particular accounting concept 
or technique had been accomplished. 
Students had access to problem solutions 
in the classroom during scheduled class 
periods. The problems were not formally 
graded; however, the required problems 
had to be satisfactorily completed before 
the student was allowed to take a module 
examination. 

Individual students proceeded through 
the course at their own pace. The only 
constraint was that the course grade at 
the end of the term depended upon the 
number of points the student had ac- 
cumulated from module examinations. 

The proctor’s role has been seen as 
primarily one of an on-the-spot grader 
[Keller, 1968]. In this study the proctors 
also served as tutors, assisting students 
with the required and recommended 
problems, study questions, and other 
questions on the reading. 
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PSI courses use a mastery criterion. 
Usually a student is required to achieve 
a given percentage score (up to 100 per- 
cent) on a module examination before 
proceeding to the next module. A vari- 
ation of the mastery criterion was-used in 
this managerial accounting course. Since 
the course topics were relatively inde- 
pendent, equal mastery of all topics was 
not necessary. Three examinations were 
prepared for each topic. The examina- 
tions included multiple choice questions, 
problems, and short essays. Therefore, a 
student had as many as three opportuni- 
ties to achieve a desired level of mastery 
for each module. To encourage maximum 
study of each module, the best examina- 
tion score for every module was used in 
determining the final grade. That is, there 
was never a penalty for retaking an 
examination, since only improvements 
were counted. Most students used one 
of the standard grade requirements (A= 
90 percent, В = 80 percent, C= 70 percent, 
D=60 percent) as their self-imposed 
mastery criterion in deciding whether to 
repeat a module. 

Self-pacing and the desired reliance 
upon written materials precludes the 
requiring of lectures in a PSI course. 
However, non-required lectures may be 
used for enrichment purposes and to 
stimulate interest in the subject area. In 
some cases, a student must have reached 
a particular module in order to attend 
the lecture. At other times, the lectures 
may have no specific bearing on a given 
module. In the PSI sections the scheduled 
class periods were utilized exclusively for 
studying, for individual student interac- ` 
tions with the instructor or a proctor, and 
for examinations. No group lectures were 
given to the PSI classes. 


THE EXPERIMENTAL STUDY 


The PSI teaching method at Oregon. 
State University has been more fully de- . 


Bailes 


scribed in a previous report [Bailes, 
1975]. That report included a post hoc 
analysis of relative student attitudes and 
examination performance for introduc- 
tory managerial accounting classes 
taught with the. PSI. method compared 
to other managerial accounting classes 
taught via the traditional lecture/discus- 
sion method. The analysis indicated that 
students in the PSI classes scored higher 
on common examination questions and 
had more positive attitudes toward the 
course. Based on that analysis, plus re- 
ports from other academic disciplines 
[Kulik, Kulik and Carmichael, 1974; 
Taveggia, 1976], the following null hy- 
potheses were constructed for testing in 
a controlled experimental design. 

Hypothesis 1: No significant difference 
will be found between the performance of 
PSI students and lecture students on the 
same final examination. 

Hypothesis 2: At the end of the term 
there will be no significant difference 
between the attitudes toward the course 
of PSI students and lecture students. 


The Design 


The experiment was conducted during 
a spring term. The managerial account- 
ing class was the second course of a two 
term principles sequence. It was a sopho- 
more level, multiple-section course with 
computerized registration. Students 
could indicate an instructor preference 
in registration but could not transfer 
class sections once they were assigned. 
The experiment involved four class sec- 
tions and two instructors in a two-by-two 
г (instructor x teaching method) factorial 
design. Each instructor taught one PSI 
and one lecture section. At the first class 
time one instructor taught a PSI section, 
and the other instructor taught a lecture 
section. At this point there was a random 
assignment of the teaching method. At 
the subsequent class time the two instruc- 
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tors reversed their teaching methods. The 
time scheduling of the sections controlled 
for time-of-day effects, such as those 
found by Tennant and Lawrence [1975]. 

Both instructors agreed in advance 
upon a single course outline. That is, all 
sections had the same reading and prob- 
lem assignments. The instructors also 
agreed upon a set of learning objectives 
for each course topic. The PSI students 
received these objectives as a part of their 
written handout materials. In the other 
class sections the lectures were structured 
around the agreed upon learning ob- 
jectives. 

The PSI students took topic examina- 
tions on a self-paced basis. The lecture 
students had three mid-terms. At the end 
of the course, a common final examina- 
tion was administered to all of the sec- 
tions at the same time. All of the exami- 
nations were written jointly by the two 
instructors. In addition, the same types 
of questions and question formats were 
used on all of the examinations. The final 
examination was comprehensive of the 
entire course. It was required and com- 
prised 25 percent of the course grade for 
all of the students. 

At the beginning and at the end of the 
term, all students were asked whether or 
not they would recommend this course 
to a friend. In addition, at the end of the 
term the students were asked to indicate 


-the strength of their recommendation 


using a seven-point rating scale. 


RESULTS AND ANALYSIS 


Hypothesis 1 


This hypothesis implied that the teach- 
ing method would not affect students' 


'Scores on their final examination. The 


mean examination scores for each of the 
four classes are shown in Table 1. For 
both instructors the PSI taught class had 
a higher mean final examination score 
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than the lecture taught section. The com- 
bined mean of the two PSI sections was 
62 (possible=75), compared to a com- 
bined mean of 56 for the two lecture 
sections. 








TABLE 1 
FIELD EXAMINATION SCORE MEANS 
PSI Lecture 
Instructor 1 62 57 
Instructor 2 61 56 





A 2x2 analysis of variance using the 
SPSS subprogram ANOVA [Nie, et al., 
' 1975] was performed to test for the sig- 
nificance of the difference among the 
final examination results of the four 


class sections. The results of this analysis. 


are shown in Table 2. 

As can be seen from Table 2, one statis- 
tically significant effect was found. The 
F-ratio for the main effect, Teaching 
Methodology, was 8.856 with one degree 
of freedom. This was significant at the 
.003 level. Therefore, Hypothesis 1 was 


rejected; teaching methodology was re- : 


lated to the students' performance on the 
final examination. Based on the relative 
mean scores for the two teaching meth- 
ods, the PSI method was more effective 
than the lecture method. As shown by 
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the other main effect and the two-way 
interaction, this result was independent 
of the instructor. 


Hypothesis 2 


During the first class session all of the 
students were asked to give a “‘yes” or 
“по” answer to the question “Would you 
recommend that a friend take this 
course?" This question was. used to 
indicate whether a student had a. prior 
positive or negative attitude toward the 
course. As can be seen from Table 3, the 
data yielded a chi-square of .088. With 
one degree of freedom, this value for chi- 
square was not significant at the .70 level. 
There was no significant difference in the 
response patterns of the PSI and lecture 
groups to the course recommendation 
question at the beginning of the term. 


TABLE 3 
COURSE RECOMMENDATION BEGINNING OF TERM 





Recommend Not Recommend 
Lecture . 44 45 : 
PSI 47 : 44 
X? 0.088 (N.S.) 





At the end of the term, all of the stu- 
dents were given the same course recom- 
mendation question they received on the 
first day. In addition, they were given a 
second question which asked them to 


TABLE 2 
FINAL EXAMINATION ANALYSIS OF VARIANCE 








Significance 





Degrees of 
Source of Variation Sum of Squares Freedom Mean Square F Ratio of F Ratio 
Main Effects 993.627 2 496.813 4.487 ‚013 
Instructor 14.299 1 14.299 129 .720 
Teaching Methodology 980.614 1 980.614 8.856 .003 
2-Way Interactions 6.516 1 6.516 .059 .809 
Instructor/Teaching Methodology 6.516 1 ` 6.516 ` -059 -809 
Explained 1000.142 3 333.381 3.011 033 
Residual 14172.873 128 110.726 
15173.015 131 115.825 


Total 
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rate the strength of their response on the 
following seven-point scale: 


1=strongly recommend 
2=recommend 

3=slightly recommend 
4=neutral 

5=slightly not recommend 
6=not recommend 
7=strongly not recommend 


Tables 4 and 5 show the course recom- 
mendation results at the end of the term. 


TABLE 4 
COURSE RECOMMENDATION END OF TERM 








Recommend Not Recommend 
Lecture 43 30 
PSI 51 9 
X?=10.7, P<.01 


From Table 4 it can be seen that the data 
yield a chi-square of 10.7. With one 
degree of freedom, this chi-square value 
was significant at the .01 level. Therefore, 
at the end of the term a significantly 
greater proportion of the students in the 
PSI class had a positive attitude toward 
the course as indicated by their favorable 
recommendation. 

The strength of the course recom- 
mendations is shown in Table 5. This 
table shows the mean recommendation 
score for each class. The lower mean 
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TABLE 5 
STRENGTH OF COURSE RECOMMENDATION MEANS 





PSI Lecture 
Instructor 1 2.44 3.45 
Instructor 2 3.00 3.85 





recommendation scores in the PSI classes 
are taken to indicate.a more positive 
attitude towards the course relative to 
the lecture sections. The significance of 
this difference was tested by an analysis 
of variance, as shown in Table 6. The 
analysis of variance showed a highly sig- 
nificant main effect for Teaching Meth- 
odology. The second hypothesis stated 
that students in the PSI and lecture 
classes would not differ in their attitude 
towards the course at the end of the term. 
The analysis depicted by Tables 4through 
6 indicate that Hypothesis 2 should be 
rejected. 


Interpretation of Results 


The analysis of the data led to the re- 
jection of the two null hypotheses. The 
mean scores for examination perfor- 
mance and student attitude were highest 
for the PSI sections. This suggests that 
the PSI teaching method is more effective 
than the lecture method. There are several 
reasons why this might be expected. 
There are, in particular, two aspects of 
the PSI method which seem particularly 


TABLE 6 
COURSE RECOMMENDATION ANALYSIS OF VARIANCE 


a, 





Source of Variation 


Degrees of Significance 

Sum of Squares Freedom Mean Square F Ratio of F Ratio 
Main Effects 35.826 2 17.913 7.348 001 

Instructor 7.287 1 7.287 2.989 086 

Teaching Methodology 28.698 1 28.698 11.773 001 
2-Way Interactions 218 1 .218 .089 766 

Instructor/Teaching Methodology 218 1 218 089 766 
Explained 36.043 3 12.014 4.929 003 
Residual 312.017 128 2.438 
Total 


348.061 


131 2.657 
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important. First, the PSI method pro- 
vides for more direct contact between 
the instructor and the individual student. 
This means that the instructor can con- 
centrate on the specific problems of each 
student, whereas in a lecture class the 
students are most often addressed as a 
group. Secondly, PSI allows students to 
retake topic examinations. This gives 
them more frequent opportunities to 
learn from their mistakes. At the same 
time, the additional examination oppor- 
tunities should motivate increased learn- 
ing without increasing examination pres- 
sure. 

Based on this single study, it is only 
possible to make tentative ' inferences 
about the effectiveness of PSI for teach- 
ing introductory managerial accounting. 
The method should be further tested with 
different instructors, students, and text- 
books. Furthermore, there was an un- 
expectedly high attrition rate found in 
the PSI sections of this study. Table 7 
shows the class sizes at the beginning and 
the end of the term. The course drop-out 
rate was 18 percent in the lecture sections 
and 33 percent in the PSI sections. 


TABLE 7 
CLASS SIZES BEGINNING OF TERM: END OF TERM 











Lecture PSI 
Instructor 1 47:40 46:33 
Instructor 2 42:33 45:28 
Total 89:73 91:61 





A post hoc analysis of this differential 
drop rate showed that the drop-out rate 
during the first half of the term was nine 
percent for the lecture classes and 23 per- 
cent for the PSI classes. During the last 
half of the term, however, the respective 
drop-out rates were nine percent and 
10 percent. 

This study did not collect data to indi- 
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cate why the PSI classes had a higher 
drop-out rate at the beginning of the 
term. Since the students did not know 
that they were registering for a PSI sec- 
tion, it is possible that some of the drop- 
outs were students who did not like the 
idea of a self-paced class and dropped 
without giving it a try. Another possi- 
bility is that the high early drop-out rate 
was a direct result of the PSI method. 
That is, more students disliked the 
method, or they were not doing well using 
the method. This last possibility is con- 
sidered to be unlikely as the partial- 
grade records showed that most of the 
drop-out students had passing topic- 
examination scores, and several had 
topic-examination scores that would have 
met the “А” or “B” criteria. | 

The uncertainty over the drop-out 
rates increases the tentativeness of the 
conclusion that the PSI method produced 
more favorable course attitudes than the 
lecture method. It is possible that in the 
PSI sections, the higher drop-out rate 
reduced the relative proportion of stu- 
dents who would not have recommended 
the course. . 

It is also possible that course drop-outs 
could have affected the relative final 
examination performance by altering the 
average ability of the classes. This possi- 
bility was investigated by comparing the 
mean overall grade point average for the 
lecture and. PSI students, and by com- 
paring their mean grades for the first 
course of this two course sequence. These 
data are shown in Tables 8 and 9. Both 








TABLE 8 
OVERALL GRADE POINT ÁVERAGES 
C 
x 53 N 
Lecture 2.78 19 73 
PSI 2.87 24 59 
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TABLE 9 
Firsr ACCOUNTING COURSE GRADES 








x 52 М 
Lecture 2.51 68 72 


PSI : 2.59 .60 58 


of these measures of student ability show 
higher means for the PSI students. How- 
ever, in both cases a t-test for difference 
between means was not significant at the 
10 percent level. That is, as measured by 
both overall grade point average and 
- first accounting course grade, there was 
no significant difference in the average 
ability of lecture and PSI students at the 
: end of the term. For this reason it is 
unlikely that the higher PSI drop-out 
rate was responsible for the superior 
PSI final examination performance. 


SUMMARY 


A controlled experiment was designed 
to test the relative effects of two teaching 
methodologies on learning effectiveness 
and student attitudes in an introductory 
managerial accounting course. 

Learning effectiveness was measured 
by student performance on the course 
final examination. Students in the PSI 
teaching method classes scored signifi- 
. cantly higher on the final examination 
than students in the conventional lecture 
teaching method classes. This finding is 
consistent with findings reported in other 
academic disciplines. . 

Student attitudes were measured by 
whether the student would recommend 
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the course to a friend, and the strength of 
the recommendation. At the beginning 
of the term, there was no significant dif- 
ference in the proportions of the lecture 
or PSI classes that would recommend the 
course in introductory managerial ac- 
counting. At the end of the term, a sig- 
nificantly higher proportion of students 
in the PSI classes recommended the 
course. In addition, the PSI sections 
showed a significantly more positive 
result when asked to make their recom- 
mendation on a seven-point scale ranging 
from strongly recommend to strongly not 
recommend. This result was also con- 
sistent with previous post hoc data 
analysis for this course, and consistent 
with published reports from other aca- 
demic areas. | 

An unexpected finding was a higher 
course drop-out rate in the PSI classes. 
The differential was found to be due to a 
high PSI drop-out rate at the beginning 
of the term. Over the last half of the term, 
the drop-out rates were equivalent for 
lecture and PSI classes. 

This study has shown the potential 
benefits to accounting education that can 
be achieved through alternative instruc- 
tional methods, where such methods in- 
volve a coordinated set of pedogogical 
techniques developed and tested in other 
academic disciplines. The results of this 
study are tentative. They do suggest, 
however, that those interested in im- 
proving accounting education should 
examine such developed methodologies 
as PSI. 
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An Admission Test for Intermediate 
Accounting 


Patrick R. Delaney, David E. Keys, Curtis L. Norton 
and John R. Simon 


ABSTRACT: This article describes the results obtained when an admission test was 
developed and used at Northern Illinois University as an accept-reject device for our 
first intermediate accounting course. The results indicate that it is possible to develop an 
admission test, that the test need not be lengthy, and that acceptable levels of correlation 
exist between the admission test scores and success or failure in the first intermediate ` 


accounting course. 


HE twin problems of increasing 
(| enrollments and shortages of quali- 
fied faculty are common to many 
accounting departments. Taken together, 
these two problems indicate accounting 
educators may not be able to provide a 
quality education for all those wishing 
to major in accounting. The problems 
are difficult and complex, but several 
approaches have been suggested to deal 
' with the issues. Among the suggested 
approaches are (1) increasing faculty size, 
(2) increasing class sizes, (3) implement- 
ing retention standards, and (4) imple- 
menting admission standards [Clay and 
Mann, 1976]. For most accounting de- 
partments, the modification of admission 
standards seems to be an acceptable and 
promising alternative (often used in con- 
junction with other measures) Admis- 
sion tests can be used as a form of admis- 
sion standard. 

The move to professionalization of the 
accounting curriculum may precipitate 
admission tests. The first admission and 
retention standard stated in the Final 
Report of the Board on Standards for 
Programs and Schools of Professional 
Accounting is [AICPA, 1977, p. 6]: 


Students selected for admission to a profes- 
sional program shall show a high probability 
of success in the study of accounting. 
Entrants... should have completed at least 
two years of pre-professional education with 
a grade point average indicative of potential 
success... and should have received a satis- 
factory score on a suitable admission exami- 
nation 


Previous research [McCormick and 
Montgomery, 1974; Buehlmann, 1975; 
and Frakes, 1977] has shown reasonable 
levels of correlation between tests given 
prior to entry in intermediate level ac- 
counting and the students' scores in the 
first intermediate accounting course. For 
the most part, the authors of the previous 
research have envisioned the use of pre- 
intermediate tests as counseling devices 
to be used as predictors of students' 
success in the intermediate course. Mc- 
Cormick and Montgomery [1974] and 
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Buehlmann [1975] both stated the 
AICPA Level I tests were used in that 
manner at the schools involved in their 
research. 


The purpose of this article is to suggest ` 


that admission tests other than the 
AICPA Level I tests can be developed 
and to indicate the results obtained when 
an admission test was developed and 
used at Northern Illinois University 
(NIU) as an admission standard, i.e., not 
only a counseling tool but also as an 
accept-reject admission device. Readers 
may wish'to contrast the results pre- 
sented in this article with the AICPA 
Level I test results and results of another 
pre-intermediate test [Frakes, 1977]. It is 
difficult to generalize across studies, but 
the information contained herein may be 
‘useful to other accounting faculties con- 
sidering steps to limit enrollment and/or 
increase quality. 


BACKGROUND 


At NIU, students enter Accounting 
Principles I (financial) and Accounting 
Principles II (managerial) in their sopho- 
more year. The first intermediate ac- 
counting course is taken in the junior 
year. NIU has a fairly large number of 
transfer students (40—50 percent) and the 
accounting background of the transfer 
students tends to vary greatly. Most of 
the transfer students are from junior or 
community colleges. Students at such 
institutions normally take Principles I 
and П as freshmen and in some cases 
both courses stress financial accounting. 
Some of the transfer students take a cost 
accounting course in their sophomore 
year before arriving at NIU, but many 
do not. As per agreement between two- 
year and four-year schools in Illinois, 
NIU grants transfer credit for cost ac- 
counting. Except for. unusual cases 
(approximately two-four students per 
year), NIU does not grant transfer credit 
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for intermediate accounting courses 
taken at two-year institutions. 
The Accountancy Department at NIU - 


‘has chosen to adopt both admission and 


retention standards (over and above the 
standards of the College of Business). 
The retention standards are important 
in maintaining the level of quality edu- 
cation we deem appropriate but are not 
the focus of this article.! Alternative 
admission standards considered were 
minimum grade point average (GPA), 
AICPA Level I test, and a test designed 
by the NIU accountancy department. 
Clay and Mann [1976] have indicated 
that GPA standards are the most com- 
mon means used to establish admission 
standards to intermediate accounting. 
Interestingly, there is little research avail- 
able which demonstrates that past GPA 
is a good predictor of students’ ability to 
master the intermediate accounting 
course. GPA is probably chosen for 
pragmatic-political reasons, not on the 
basis of empirical observation. GPA was 
not used by NIU because of the difficulty ~ 
of obtaining GPA for all students and the 
problems of comparison of the GPA of 
transfer versus non-transfer students. 
The AICPA Level I tests have been 
shown to be good predictors of success 
in the intermediate accounting course. 
McCormick and Montgomery [1974] 
found the correlations between the inter- 


` mediate accounting grade and Level I 


Form ES and Form DS to be .50 and .40, 
respectively, for the students at Florida 
Atlantic University. Buehlmann [1975] 
found the correlation between success 
(A, B, C grades) or failure (D, F, or 


1 NIU's retention standards include the following two 

policies: 

1. A student is permitted to enroll in accountancy 
courses above the principles level a maximum of 
two times; 

2. А student musi earn a grade of "C" or better in each 
accountancy prerequisite course. 
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withdrawal) in intermediate accounting 
and the AICPA Level I Form FS score 
to be .497 for students at Illinois State 
University. In spite of the previous re- 
search, the AICPA Level I test was not 
chosen for use at NIU. The Level I test 
contains both financial and managerial 
questions. Some of the NIU transfer 
students have no managerial accounting 
background, while others have had cost 
accounting. It was felt that it would be 
unfair to decide admission or non- 
admission on the basis of questions to 
which the potential accounting majors 
had received uneven exposure. 

The remaining alternative was to de- 
velop the departments own examination 
as an admission test. Accordingly, a two- 
part test was drafted. Part I consisted of 
55 multiple choice questions covering 
financial accounting topics. Part II con- 
tained 33 multiple choice questions cover- 
ing managerial accounting topics. The 
intent was to use Part II as a counseling 
tool to advise students of their ability to 
master the cost accounting course, and 
use Part I as an accept-reject decision for 
intermediate accounting. In designing 
the test instrument, every attempt was 
made to develop questions that were not 
dependent upon any particular principles 
textbook. The questions in Part I were 
designed to test the student's comprehen- 
sion of the concepts of asset and liability, 
the recording of transactions, the accrual 
accounting process including adjusting 
and closing entries, and financial state- 
ment presentation and analysis. In most 
cases the questions were analytical and/or 
computational in nature, rather than 
definitional. 

A previous study has indicated that 
pre-intermediate tests have some predic- 
tive ability. Frakes [1977] developed a 
test of four specific aspects of introduc- 
tory accounting and tested University 


. .of Washington (U.W.) and Washington 
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State University (W.S.U.) students. When 
the test results were used in a regression 
equation including eight control and 
demographic variables (grade in the 
intermediate course as the dependent 
variable), the correlation coefficients were 
significant for three of the four specific 
test aspects for the U.W. sample, but for 
only one of the four aspects in the W.S.U. 
sample. The results seem to indicate that 
correlation between pre-intermediate test 
results and intermediate accounting 
Scores are situation-dependent. Frakes 
[1977, p. 209] recommended that demo- 
graphic variables should be considered 
for use in prediction equations developed 
for admission decisions. While we agree 
that the correlations may be situation- 
dependent, we are skeptical of the feasi- 
bility of using demographic variables if 
the prediction equation is to be used for 
more than a counseling device. The eight 
variables Frakes found useful included 
age, sex, and marital status. Obvious 
problems would develop if these vari- 
ables were used in a manner that was 
perceived as discriminatory. 


RESEARCH RESULTS 


The admission test was given to all 322 
students who applied for admission to 
the first intermediate accounting course 
for the fall, 1976, semester. Thirty-six 
students of that sample received scores 
that were considered unsatisfactory and 
were asked to retake the first principles 
course before attempting intermediate 
accounting. The score used to determine 
satisfactory or unsatisfactory perfor- 
mance was well below the “optimum” 
cutoff score (see the section on Advan- 
tages of an Admission Test). Thus, 286 
(322 less 36) students took the admission 
test and the first intermediate accounting 
course. These students received grades of 
A, B, C, D, F, or W for withdrawal. 

The task of analyzing the predictive 
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accuracy of a pre-intermediate test is 
much more difficult if the test has been 
used as a cutoff device rather than a 
counseling device. It is possible to de- 
velop correlations between the students’ 
scores on the admission test and per- 
formance in the intermediate course but 
only for the (286) students who actually 
took both. Any correlations developed 
are biased because we are unsure how 
the other 36 students would have fared 
had they been allowed to attempt the 
intermediate course. Accordingly, the 
biased correlations will be discussed first 
and then a means of approximation will 
‘be presented to determine the degree of 
bias. 

Table 1 shows the degree to which 
success or failure of the 286 students was 
correlated with a series of variables. 
Success was defined as A, B, C; failure as 
D, F, W in the course. The variables 
tested were: p 


1. FIN SCORE = The number of ques- 
tions answered correctly on the 
financial section (Part I) of the ad- 
mission test (55 possible). 

2. ELI GRADE- The grade students 
received in the first principles 
course. 

3. EL2 GRADE — The grade students 
received in the second principles 
course. 

4. NIU or TRN= Whether or not the 
student was a transfer student. 

5. SEX = Male or Female. 

6. MAN.SCORE-The number of 
questions answered correctly on the 
managerial section (Part П) of the 
admission test (33 possible). 

7. TOP 38 SCORE- The number of 
questions correct out of the best 38 
questions on the financial section 
(Part I) of the admission test. The 
best 38 questions were selected by 
examining the profile analysis pro- 


The Accounting Review, January 1979 


vided by the computer on the results 
of each question. 


TABLE 1 
CORRELATIONS OF PERFORMANCE IN INTERMEDIATE 
ACCOUNTING WITH SELECTED VARIABLES" 








Correlation 


Variable Coefficients 
FIN SCORE 525 
TOP 38 SCORE . .523 
MAN SCORE 434 
EL 2 GRADE 309 
EL 1 GRADE 269 
NIU ог ТЕМ 171 
SEX 031 


Е Number of observations= 286. 


The correlations presented in Table 1 : 


allow several observations. First, if one 
of the variables tested must be chosen as 
an admission standard, the financial 
section of the admission test shows the 
most promise. The correlation. between 
FIN SCORE and success or failure in 
the first intermediate course is .525. The 
correlation of the TOP 38 SCORE and 
success or failure is .523. The small dif- 
ference between FIN SCORE and TOP 
38 SCORE indicates the admission test 
need not be overly lengthy: A shorter 
examination is capable of providing 
nearly the same prediction. Second, the 
ability of the financial section of the 
admission test to predict success or failure 
compares favorably with the results ob- 


: tained by McCormick and Montgomery 
[1974] and Buehlmann [1975] when they. 


used the AICPA Level I tests, and with 
the results obtained by Frakes [1977] 
when he developed a pre-intermediate 
test. (The reader is again cautioned about 
the possible lack of generalizability and 
comparability.) Third, the correlations 
of the second principles course (mana- 
gerial) and the MAN SCORE with 
success or failure in intermediate ac- 
counting were .309 and .434 respectively. 
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7 : Tape 2. 
` тигу ROGRESSIONS OF SELECTED VARIABLES AND PERFORMANCE IN INTERMEDIATE ACCOUNTING. 








Regression I: Variables 1-6 





Multiple 
„ Correlation . 


Variables ,. | Е Values 





FIN SCORE ` 
EL 2 GRADE - . 562 


* 9. 63- 
MAN SCORE | " 574. `* 653 
EL 1 GRADE ^ .575 45 — 
NIU or TRN 576 ^ . 2 
SEX 


576 03 
Number of observations = 286. y 





* Significant at the 01 level. 


This would seem to indicate that a- аса 


edge of managerial accounting topics is. 
- helpful for the study of intermediate’ 


. accounting. While.this may be surprising, 
Buehlmann’s study [1975, p. 94] also 


indicated that the.score in the second. 
principles course is important in ex- 
plaining success or failure in аланов. 


accounting. 


: Two stepwise multiple regression equa-- 


tions were developed with the variables. 
In the first, regression variables numbers 
1—6 above were the independent variables 
and success or failure the dependent 


variable. The order the variables entered. 


the equations, the multiple correlation, 
and the F values in the final equation are 
. presented in Table 2. Because the TOP 


38 SCORE variable is derived from the’ _ 
FIN SCORE variable, a second stepwise ` 


regression equation was developed using 
variables 2-7: The results of that regres- 
sion аге also presented in Table2. 


The combined multiple correlations. 


(R) for the final steps of the two regres- 


sion equations were .576 and .579,. 
indicating the need for additional ex- . 
planatory variables. The.additional vari- 
` ables needed-to develop а full explanation . 


of students’ performance may. well be 


demographic variables, similar to those. 


previously suggested by Frakes [1977]. 


Nevertheless, the regression equations 











Regression 2: Variables 27 


ST eo ee er dee 


US у. ‘Multiple . x 
Variables Correlation F Values 


EL 2 GRADE ‚562 

MAN SCORE ‚ 577 *.774 
EL 1 GRADE 578 39 
NIU or TRN 579 32 
SEX ` 579 01 


Number of observations = :286 


serve to complement the observations 
made after the correlation analysis 
(Table 1). In both regressions the score 
on the financial section of the admission 
test was the first variable to. enter. FIN 
SCORE (TOP 38 SCORE) explained 
.525.(.523) of the. variation in the de- 
pendent variable. The addition of other: 
variables caused relatively small increases 
in the explanatory power. The second 
variable.to enter both regressions was 
EL 2 GRADE, the grade in the second 
principles course, which increased the 
multiple correlation to .562 in both cases. 
The MAN SCORE was the third variable 
to enter the equations, followed by EL1 
GRADE, NIU or TRN, and SEX. The 
latter three variables showed little use- 
fulness as explanatory variables. when 
used jointly with FIN SCORE or TOP 


. 32S SCORE. 


“ke 
As indicated earlier; ithe оло 


presented in Table 1 are biased because 


36 students took the admission test and 
were not allowed to take the intermediate 
course. We believe the correlations are 
understated. -As а rough approximation 
of the degree of misstatement, we de- 
veloped a set of regression equations 


including the 36 students and assuming 


all 36 would have failed the intermediate 
course. The correlations developed on - 
the. basis of 322. students . (previous 286 
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plus 36) are presented in Table 3 and 
should be contrasted with those in Table 
1. The modified correlations would indi- 
cate the admission test is a better predic- 
tor than previously indicated. 


TABLE 3 


CORRELATIONS OF PERFORMANCE IN INTERMEDIATB 
ACCOUNTING WITH SELECTED VARIABLES* 











TALL = 
Correlation 
Variable Coefficients 
FIN SCORE 630 
TOP 38 SCORE 629 
MAN SCORE 547 
EL 2 GRADE 349 
EL 1 GRADE — 067 
NIU or TRN 281 
SEX 042 


* Number of observations = 322. 


The approach used here seems justified 
because the scores of the 36 students were 
quite low; well below the optimum cutoff. 
We feel the low scores indicate deficien- 
cies and our experience leads us to 
believe the students would have failed, 
had they entered intermediate account- 
ing. To substantiate our belief we have 
profiled the academic record of the 36 
students. Those students were all asked 
to retake the Principles I course before 
attempting intermediate accounting. Of 
the 36, only 14 successfully completed 
Principles 1 and entered the intermediate 
course. ОҒ that group of 14, only three 
received a grade of C or better (two C's, 
one B). Consequently, we believe there is 
support for including the 36 students 
among those students who failed.? 

Admittedly, the bias correction pre- 
sented is at best a rough approximation. 
The “true” correlations are somewhere 
between those in Tables 1 and 3. It is not 
possible to find the true correlations and 
the inability to develop complete ex-post 
validation may be a problem inherent in 
tests used as admission standards. 
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ADVANTAGES OF AN ADMISSION TEST 


Discriminant analysis provides a useful 
means to assess the "optimum" cutoff 
and we have developed simple discrimi- 
nant functions for the data in this study. 
For the two-group case, the application 
of discriminant analysis and regression 
analysis is identical [Anderson, 1958]. 
Thus, the discriminant analysis does not 
provide new insights, but discriminant 
packages normally give a clearer indica- 
tion of the prediction for each student 
and highlight the errors in prediction. 

We applied the discriminant functions 
to the 286 students. The two groups were 
“succeed” or “Тап,” and the only inde- 


pendent variable was TOP 38 SCORE. - 


The default values were used for the 
prior probabilities. The least number of 
errors (best cutoff) occurred at a score of 
21 correct of 38 questions. At that level, 
64 errors in classification would have oc- 
curred: failure would have been pre- 
dicted for 29 students who did succeed in 
intermediate (type I error), and success 
would have been predicted for 35 students 
who failed in intermediate (type II 
error).? The other independent.variables 
were added to the discriminant functions 
but did not decrease the total error rate 
significantly. 

We believe that a type I error is more 
serious than a type П error. We would 
rather allow a student to try and fail than 
not allow the student a chance. Therefore, 
the cutoff has been maintained at a level 


below the optimum. Our subjective judg- - 


? The values given in Table 3 were also substantiated 
by testing done prior to the fall, 1976, semester. In the 
spring, 1976, semester the admission test was given to all 


Students entering intermediate accounting but the re- . 


sults were not used to exclude any stüdents. For that 
pilot test group, the correlation between FIN SCORE 
and success or failure in intermediate was .625 [Moncada, 
1976]. 

? The type I error may be understated because of the 
36 students who were not allowed to enter intermediate. 


Х 
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ments actually represent our intuitive 
feelings about the costs of misclassifica- 
tion and could be incorporated more 
formally into the discriminant analysis 
by an adjustment of the prior probabili- 
ties. [Cooley and Lohnes, 1971]. 

An important advantage of an inter- 
nally developed admission test is ` 115 
flexibility. We feel it is necessary to have 
an admission test that is adaptable to the 
needs of each accounting department in 
order to prevent becoming “‘locked in” 
to an outmoded standard. An internally 
developed admission test is flexible in two 
ways. First, the test questions can be 
monitored constantly to ensure they 
remain applicable and relevant. Ques- 
tions may be added or deleted as changes 
in principles level accounting topics 
occur. Our admission test began with 55 
questions, but we used fewer questions 
as we gained more experience with the 
validity and accuracy of those questions. 
Second, an admission test provides flexi- 
bility because it allows a department to 
modify the minimum acceptable score to 
meet its needs. We began with a very low 
cutoff, seeking to identify those students 
who were clearly unprepared for inter- 
mediate accounting. As we gained more 
experience with the test instrument, the 
cutoff has been raised to assist us in 
addressing the increasing enrollment and 
faculty shortage problems. 


PROBLEMS 


` There are at least three major problems 
encountered when using an admission 
‘test. First, itis possible that the admission 
test is a good predictor of success or 
failure in intermediate accounting be- 
cause it is used as an input into the de- 
termination of the grade in the inter- 
mediate course. For example, if a teacher 
‚ has knowledge of a student's admission 
. test score, that knowledge might influ- 
. ence the decision to give a “С” versus a 
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“D.” This automatically would cause 
some correlation between the test score 
and the grade. We did not find any evi- 
dence of this occurring at NIU. 

Second, the administration of the test 
and the necessary record-keeping can be 
somewhat time consuming. In our case 
it is necessary to alert all students that a 
test is required, and this is no small task 
when the students include transfer stu- 
dents, graduate students, and non-ac- 
counting majors. The record-keeping is 
much more difficult if the cutoff score is 
changed from year to year. It is necessary 
to keep a record of each student's score 
and the date the student took the admis- 
sion test. The cooperative effort of the 
admissions office, testing services office, 
registrar's office, computer center, and 
accounting department is essential in the 
administration of the test. - 

Third, Clay and Mann [1976, p. 358] 
indicated that negative reactions of the 
other disciplines in the business school is 
a potential problem. Students who do not 
score well on the accounting admissions 
test may seek to transfer to other business 
disciplines. These departments may not 
react favorably if they must accept 
students the accounting department feels 
are marginal. We would add that there 
is also the possibility of negative reaction 
on the part of students. At present, NIU 
is one of only a few schools to use an 
admission test. It is possible that students 
may opt for an accounting major at some 
other school which does not require an 
admission test. 


SUMMARY AND CONCLUSIONS 
Ii is difficult to maintain a quality 


. level of education when confronted with 


increasing accounting enrollments and a 
shortage of qualified accounting faculty. 
NIU has addressed these problems by 
developing an admission test for all 
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students prior to entry into intermediate 
accounting. 

The results of this study indicate it is 
possible to develop an admission test, 
that the test need not be lengthy, and that 
reasonable levels of correlation exist 
between the test scores and success or 
failure in intermediate accounting. The 
AICPA Level I tests also show reasonable 
levels of correlation, but we feel there are 
unique advantages to an internally de- 
veloped admission test. 

Finally, accounting faculty need to be 


The Accounting Review, January 1979 


reminded that admission standards do 
not guarantee quality education. There 
may be a tendency to assume that once 
an admission test is established, other 
measures are unnecessary. It is to be 
hoped that the admission standards allow 
a department to attract capable students, 
keep class sizes at reasonable levels, 
and establish an atmosphere conducive 
to learning. However, the quality of the 
accounting education will still depend 
upon the content of the courses and the 
quality and dedication of the faculty. 
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A Flowchart Analysis of the Federal 
Income Tax Concept of Earnings 


and Profits | 


Thomas R. Pope 


ABSTRACT: The tax concept of earnings and profits is a complex and líttle understood 
subject. Part of the complexity can be explained by (1) the concept of earnings and 
profits is not well-defined in the tax law, and (2) its components are spread throughout 
the Internal Revenue Code. This'paper presents a flowchart approach to analyze and 
integrate the essential elements of earnings and profits of corporate taxpayers for de- 
termination of the taxability and character of carporate distributions to shareholders. 
The flowcharts should be useful in helping students and professional accountants 


understand this concept. 


-NE of the most complex and least 

understood concepts of the Inter- 

nal Revenue Code of 1954 (Code) 
is that of earnings and profits. Yet, 
proper determination of earnings and 
profits is crucial in ascertaining the cor- 
rect tax treatment of corporate distribu- 
tions to shareholders with respect to 
their stockholdings. To the extent that 
the corporation has either current or 
accumulated earnings and profits, any 
distribution of property (other than 
stock or stock rights and liquidating 
distributions) will be taxed to recipient 
sharedholders as a dividend (i.e., ordi- 
: nary income). However, if a distribution 
to shareholders exceeds the corporation’s 
current and accumulated earnings and 
profits, such distribution will be treated 
as a return of capital. In this case, share- 
holders will receive such distributions 
tax-free to the extent of the adjusted 
basis of their stock in the corporation and 
will have capital gain on the amount of 
distribution that exceeds the adjusted 
basis. Thus, it is imperative to have a 
basic understanding of this concept. 
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The purpose of this article is to present 
through the use of a flowchart an over- 
view of the ingredients which enter into 
the computation of earnings and profits. 
Since the various components of earnings 
and profits are spread throughout the 
Code, this flowchart approach is espe- 
cially helpful for students who are study- 
ing this complex subject. It should also 
be helpful as a general guide for the tax 
professional. 


SIGNIFICANCE OF EARNINGS AND PROFITS 
The federal income tax is an income 


tax and not a tax on capital. Thus, a 


corporate distribution! which represents 


1 For the sake of brevity, all references in this paper to 
distributions will be deemed distributions of cash or 
prorerty to shareholders with respect to their stockhold- 
ings which are not liquidating distributions. 
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a return of invested capital should not 
be subject to income tax to the recipient 
shareholder. Conversely, a distribution 
which constitutes earnings of the cor- 
poration is subject to tax under the pres- 
ent Code, even though there is much 
current debate as to the desirability of 
“double taxation” imposed on corpora- 
tions and their shareholders. The signifi- 
cance of earnings and profits, therefore, 
is that it determines both the taxability 
of a distribution and the character of the 
income to the shareholder (i.e., either 
ordinary income or capital gain). The 
amount of earnings and profits of a 
corporation represents the upper limit 
or maximum amount of distribution that 
is taxed as a dividend. 

Clearly, the proper determination of a 
corporation’s earnings and profits is 
extremely important. A common mis- 
understanding in this area is that a cor- 
poration’s tax earnings and profits is 
equal to its accounting retained earnings. 
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While the two concepts are similar, there 
are significant differences and it is im- 
perative that tax advisers be fully cogni- 
zant of the potentially disastrous tax 
implications of assuming that earnings 
and profits and retained earnings are 
identical. In Meyer’s Est. у. Comm., 200 
Е. 2d 592, 42 AFTR 1005 (1952), the 
shareholders believed earnings and prof- 
its to be $80,000 (the amount of retained 
earnings of the corporation) when in 
fact the amount was over $900,000. The 
difference was caused by earnings and 
profits acquired in a tax-free reorganiza- 
tion in an earlier year which was not 
reflected in retained earnings. The court 
was somewhat lenient in this particular 
case, but it illustrates the severe tax 
result of a serious misunderstanding of 
the concept of earnings and profits. This 
case illustrates the importance of dis- 
tinguishing between earnings and profits 
and retained earnings. Table 1, presented 
below, illustrates the principal differences 


TABLE 1 
WHAT Is EARNINGS AND PROFITS? 





PRINCIPALLY; 


Schedule M-1 
differences, Form 1120 










Net 
Income 
(accumulated) 








Schedule M-2 
differences, Form 1120 


Differences #1 and #3 


(1) Nontaxable income and 
nondeductible expenses 


(2) Differences between book 
and tax accounting methods 


Differences #2 and #3 
(3) Cash or property dividends 


(4) Capitalization of retained earnings 
through stock dividends 


Differences #2 and #4 




























_ Special 
Adjustments 
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between tax earnings and profits and 
accounting retained earnings. 


CURRENT AND ACCUMULATED EARNINGS 
AND PROFITS 


Before looking at the computational 
aspects of earnings and profits, it is im- 
portant to distinguish current earnings 
and profits and accumulated earnings 
and profits, and to point out the differ- 
ences in treatment of each. Current earn- 
ings and profits are those earned by the 
` corporation for the current taxable year 
whereas accumulated earnings and prof- 
its represents the sum of all prior years 
earnings and profits since February 28, 
1913, less prior years’ distributions and 
reductions. The important distinction 
is that all distributions are first charged 
against current earnings and profits, 
and any excess distribution is then 
charged against accumulated earnings 
and profits. The Regulations state this 
precisely. 


In determining the source of a distribution 
consideration should be given first, to the 
earnings and profits of the taxable year; 
second, to the earnings and profits accumu- 
lated since February 28, 1913, ... ? 


This order must be maintained even if 
the corporation has a deficit in accumu- 
lated earnings and profits. Thus, a dis- 
tribution is taxed to the shareholders 
as a dividend if the corporation has cur- 
rent earnings and profits even though 
there may be a deficit in accumulated 
earnings and profits. 

If distributions during the year exceed 
current earnings and profits, the excess 
distribution is then charged to accumu- 
lated earnings and profits and is taxable 
to the shareholders as a dividend. If there 
are no accumulated earnings and profits, 
or the distributions exceed the amount of 
accumulated earnings and profits, distri- 
butions in excess of current earnings and 
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profits are treated as a return of capital to 


- the shareholders (hence, tax-free and a 


reduction of basis). Any distribution in 
excess of a shareholder’s basis is taxed 
as capital gain. | 

Since current earnings and profits must 
be computed before accumulated earn- 
ings and profits, the flowchart adopts 
this order as well. The remainder of this 
article is concerned with the technical 
computation of earnings and profits. 
While the flowchart is intended to stand 
alone, the accompanying narrative is 
presented to clarify certain aspects of the 
subject. 


COMPUTATION OF EARNINGS AND PROFITS 


The best starting point for the compu- 
tation of earnings and profits is taxable 
income. While taxable income and cur- 
rent earnings and profits are not syn- 
onymous, the simplest way to arrive at 
current earnings and profits is to make 
certain adjustments to taxable income. 
Therefore, this is the beginning point in 
the flowchart. The bold dotted outlines 
represent the path toward computation 
of earnings and profits. 

A brief digression at this point is 
necessary to explain the two branches 
that precede taxable income. Certain 
items of income and deduction are not 
allowed in the computation of either 
taxable income or earnings and profits. 
These items are shown on the flowchart 
for completeness and should be noted as 
they are important exclusions. The de- 
ductions which are disallowed for both 
computations are shown on the lower 
part of the flowchart. 

The question of whether improper 
payments are deductible in computing 
earnings and profits is uncertain at this 
time. The preponderance of authority 


2 Reg. 1.316-2(a). 
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TABLE 2 (Continued) 
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currently in force including two Internal 


Revenue Service pronouncements, ® sup- 
ports the deduction of improper: pay- 
ments. However, the Tax Reform Act of 
1976 amended Section 964(a) to deny the 
. deduction of illegal bribes and kickbacks 


in computing earnings and profits for . 


controlled foreign corporations (Subpart 
F corporations). It is realistic.to predict, 


although premature, that this new legis- -` 


lation will support efforts to extend this 
principle to domestic corporations as 
well. Thus,. while the flowchart shows 
` improper payments as not deductible in 
computing earnings and profits, , this 
question is certainly not settled. — . 


There are three main categories of ad- — 


justments which must be made to taxable 
income to arrive at current earnings and 
profits. These categories, as can be seen 
on the flowchart, are: 


oL Items of income which are exempt 


from federal income taxation but 
are included in the computation of 
- A current earnings and profits; _. 
` 2. Items which are deductible in ar- 


` riving at taxable income but are not’ 
allowable as a reduction of current ` 


earnings and profits; 


3. Items which are not deductible i 


arriving at taxable income but are 
an allowable reduction of current 
earnings and profits. 


The specific adjustments to taxable in- 
come shown in the flowchart are the most 


common and represent the majority of 


adjustments. There are, however, other 


minor adjustments which are represented -` 


on the flowchart as “other” items. Most 
of these items occur only infrequently in 
the life of any one corporation. 

As a general rule, the method of ac- 
‘counting used in computing taxable in- 
come must be ussd in computing earnings 
and profits.* Thus, if a corporation uses 
the cash-basis method of accounting іп 
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computing taxable income, it must use ` 


the cash-basis method in computing 
earnings and profits. 


EFFECT OF DISTRIBUTIONS ON 
EM EARNINGS PROFITS 


Distributions of property ‘to the extent. 


of the corporation's cürrent and ac- 
cumulated earnings and profits are tax- 
able as, dividends to the récipient share- 
holders.. When the distribution is in the 


form of cash, the shareholder must report. 
. the amount received as a dividend and ће: 


corporation accordingly reduces its earn- 
ings and profits (but not below zero). 
However, when property other than cash 


is distributed, the problems of measuring. 


the distribution increase significantly. 
The lower part.of the flowchart that 


branches from’ current earnings. and | 
profits is concerned with this measure- 


ment problem (described largely by Sec- 
tion 312 of the Code). 


The general rule for property: distri: 


butions is that earnings and profits is 


decreased by the adjusted basis of the.’ 


property distributed. This is the case 
even though noa-corporate shareholders 
must report the fair market value of the 


: property as dividend income (corporate 


shareholders report the lower of the 
adjusted basis. of the property in the 


. hands of the distributing corporation or `- 


the fair market value of the property). 


. Howéver, as can be seen. from the flow- 
chart, it is not that simple. There are а. 
number of exceptions, and exceptions ` 


to exceptions, which modify the amounts 
determined from application of the gen- 


eral -rule of Section 312(a). The major - 
exceptions are illüstrated in this section 


of the flowchart. ` 


? Rev. Rul. 75-515, 1975-2 C.B. 117 and Rev. Rul. 
75-17, 1975-1 C.B. 577. Also, see Tax Management 
Memorandum 76-20, September 27, 1976. 

* Reg. 1. 312-6(a). | 


Á 
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Because of their importance, some of 
the current issues concerning liquidating 
distributions are mentioned here. As 
noted earlier, liquidating distributions do 


not reduce earnings and profits under ` 


Section 312(e). This section refers pri- 
marily to partial liquidations (Section 
345) and stock redemptions (Section 
302). These two types. of distributions 
are treated as full or part payment in 
exchange for stock of the distributee- 
shareholder and should be contrasted 


. With a taxable distribution out of earn- 


ings and profits. A liquidating distribu- 
tion is tax-free to the extent of the 
adjusted basis of the stock; any excess is 
treated as capital gain. Thus, earnings 
and profits is not reduced by such distri- 
butions. An important case in this area, 
Baker v. U.S., 460 F. 2d 827, 29 AFTR 2d 
1116 (8th Cir: 1972), is an extensive 
analysis of the interrelationship between 
earnings and profits, redemptions, and 
dividends. However, the decision of the 
divided court only demonstrates the 
diversity of opinion and theories in this 
area. 

The final steps in determining earnings 
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and profits are charted in the latter stages 
of the flowchart. Effects of distributions 
in excess of both current and accumu- 
lated earnings and profits are shown as 
well as the treatment of excess distribu- 
tions to the shareholders. The final 
amount on the flowchart represents the 
amount of accumulated earnings and 
profits as of the first day of the new 
accounting year. 


SUMMARY 


The diagrammatic approach to com- 
putation of earnings and profits is an 
effective learning device for an extremely 
complex topic. Since the components of 
earnings and profits are spread through- 
out the Code, the flowchart helps bring 
together the various sections so as to 
present an overall perspective of the con- 
cept. It should be pointed out, however, 
that study of this diagram alone may not 
be sufficient for solving complex earnings 
and profits problems. Only after a rigor- 
ous study of relevant sections of Code, 
Regulations, textbooks, cases and tax 
articles can one fully appreciate the 
complexity of this area of taxation. 
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Notes 


Some Implications of Parameter 
Sensitivity Research for Judgment 
Modeling in Accounting 


Robert H. Ashton 


ABSTRACT: This article examines the issue of cue weighting in judgment models 
used to represent human information processors. Illustrative results are presented which 
show that predictions produced by linear models are very robust with respect to alternative 
cue-weighting schemes unless the number of predictors included in the models is small, 
the mean correlation among the predictors is low, and the dispersion of the weights is 
large relative to their mean. Implications of these results for judgment modeling research 
In accounting are discussed. Generally, these implications concern the potential improve-. 
ment in human decision making that might obtain from the search for alternative predic- 
tors and/or measurement methods rather than the search for improved methods of 


weighting predictors in linear models. 


NE of the unresolved issues of ac- 
counting research is the specifica- 

tion of decision models. This issue 
traditionally has been discussed in the 
context of accounting theory formation 
. (Committee on Concepts and Standards 
for External Financial Reports, 1977), 
but other discussions have contended 
that decision, or judgment, modeling is 
also beneficial when applied to internal 
users, auditors, and accountants them- 
selves (Committee on Human Informa- 
tion Processing, 1977). Judgment model- 
ing in accounting has received increased 
attention in the past few years by human 
information processing researchers 
whose work is based upon well-developed 
research methods used in psychology. 
Individuals’ judgment models may be 
specified by direct elicitation techniques, 
or they may be inferred from the indi- 
viduals’ decisions. Once specified, these 
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models may be used in the determination 
of data to be supplied to decision makers 
[Ashton, 1974c; Committee on Account- 
ing Valuation Bases, 1972; Libby, 1975b], 
or they may be used as a basis for im- 
proving the individuals' decisions [Ash- 
ton, 1975; Libby, 1976b]. In accounting, 
judgment modeling has been applied to 
disclosure decisions [Boatsman and 
Robertson, 1974; Hofstedt and Hughes, 
1977], business failure prediction [Libby, 
1975a, 1975b], evaluation of stocks 
[Wright, 1977a, 1977b], internal control 
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evaluation [Ashton, 1974a, 1974b; Joyce, 
tions involving accounting data.. Libby 


and Lewis [1977] provide a review of this 
research. 


Three issues are important in the speci- ` 


fication of judgment models in account- 


ing: (1) the variables included in the 
models; (2) the form of the function ` 


relating these- variables to the individ- 
uals’ judgments; and: (3) the weighting 
parameters which represent the extent to 
which the individual utilizes each variable 
in making judgments. While the selection 
of variables, or items of information on 
which the individual presumably bases 
his judgments, is extremely important, it 


has received little. attention by. hüman . 


information processing researchers. Typi- 


cally, the researcher specifies a small set · 
of variables which appear.to be герге- · 
sentative of the various types of informa- ` 


.tion a decision maker would use for a 


\particular type of decision. The func- . 


‘tional form issue has received a great deal 
"of attention; and much of the relevant 


‘research is reviewed by’ Ashton [1975, 


1976c]. In essence, this research indicates 


that almost all the predictable variance 


in judgments is caputred by a simple 
linear model; the inclusion of more com- 
plex terms (exponential, configural, etc.) 


adds very little to our ability to represent - 


individuals’ decision processes. The third 
issue, that of weighting parameters, has 
‘begun to receive attention, and it ap- 
‘pears that the results of recent weighting 
‘parameter research may have some im- 
; portant implications for judgment model- 
-ing in accounting. This research suggests, 
‘for.example, that under certain condi- 
tions optimal specification of weighting 
parameters is not nearly as crucial as 
many researchers once thought. The 
purpose of this paper is to delineate these 


conditions and to suggest several impli- 


cations for judgment modeling research 
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| dn accounting. - 
1976], and other types of decision situa- — . 


THE IMPORTANCE OF WaIGHTING | 
_ PARAMETERS _ 


1 The g growing body of research on the 
importance of weighting parameters in- 


` linear judgment models reveals that the 


outputs of such models are often quite 
robust with respect to the weighting 
parameters employed. Important demon- 


 strations of this fact are provided by 
Dawes and Corrigan [1974], Einhorn ` 


and Hogarth [1975], Srinivasan [1977], 
and by several other references cited by 
these authors. The combined discussions 
of Einhorn and Hogarth [1975] and 
Srinivasan [1977] imply that the extent 
of agreement among the outputs of 


` models which employ different sets of 


weighting parameters increases with (1) 


_an increase in the number of variables 


included in the models, (2) an increase in 
the mean intercorrelation among those 
variables, and (3) a decrease in the vari- - 


ability of the weighting parameters. 


Actually, this had been recognized many 
years earlier by Wilks [1938] who proved ` 
that, under some very innocuous condi- 
tions,.the agreement among differently- 
weighted composites is a simple function 
of the three variables referred to.above. 


Briefly, Wilks’ formula is 


^ t 





E 
ib 
is the spaced value of the corre- 
don between ў, and ў,,; 


— $,and ў„ are two linear composites 


1 The following three paragraphs are abridged from 
Ashton (1978b). Readers interested in the full report, 

which includes a more detailed discussion of Equation ` 
(1), the assumptions on which it is based, and several 
implications for alternative weighting pean will г re- 
VOIR ganer quon req, 3 
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based upon the weighting parame- 
ters Vi, Votet, V, and Wis Wotte, 
W, respectively (Le, $,—V,X, 


+V,X2+°7°+V,X, and fp = ИХ, . 


+WaXat te WX, where the 
X1, X2,°*', X, vectors are in stan- 
dardized form), 


С. А : 
and ў are the coefficients of varia- 


tion of the sets of V-weights and 
W-weight,, respectively, 
n is the number of X; variables com- 
bined, and | 
r is the mean correlation among the 
X г8. 
In words, Wilks’ formula estimates the 
‘extent of agreement (in correlational 
terms) between two differently-weighted 
composites as a function of the number of 
variables, their intercorrelation, and the 
variability of the weighting parameters. 
To get an idea of the size of r, , in 
accounting-related contexts, consider a 
“typical” human information processing 
' gtudy in accounting which involves eight 
variables whose mean intercorrelation is 
‚50. Such a study might be an amalgama- 
tion of Boatsman and Robertson [1974], 
Slovic [1969], Slovic, Fleissner and Bau- 


9, 


y 
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man [1972], and Wright [1977a, 1977b]. 


weighting parameters are .25 and .50. ." 
Putting these values of n=8, r=.50, 5 


D 


П 


а 


y f 
Assume further that the coefficients of af 
variation of the two sets of weighting “<. 


Те 


FU 


Oy — Ow _ 
p^ 25 and Ww .50 
into Equation (1) givesa F, , of .961, Les 


92.4 percent (.961?) of the variance cap- 
tured by one set of weighting parameters 
can be captured by the other set. Further, 
Fog, can be increased by increasing the . 
number of variables included in the 
models, or by using more highly corre- 
lated variables. or by using less variable 
weighting parameters. Even if n<8 and 
r<.50, as is sometimes the case in human 
information processing studies (e.g., Ash- 


ton, [1974а, 1974b, 1976a, 1978a]; Kess- : 


ler [1977]; Libby [1975a, 1975b]), the ; 
value of F, , may still be quite high, as / 
shown in Table 1. u 
These results have important ітрііса-у! 
tions for the types of weighting schemes" 
used in human information processing : 
research. This research tends to be domi-. 
nated by multiple regression analysis 
(e.g., Ashton [1976a]; Wright, [1977a], 


TABLE ] 











. * This table is abridged from Table 2 in Ashton [1978b]. 
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which provides an “optimal” weighting 
scheme (in a least-squares sense). How- 
ever, subjective weighting schemes speci- 
fied directly by the decision maker (e.g., 
Ashton, [1974a, 1974b]) and equal 
weighting schemes (e.g., Wright [1977b]) 
have also been employed. Equation. (1) 


implies that these three types of weighting 


schemes often will produce outputs which 
correlate very highly with each other. 
The use of an equal weighting scheme 
may be particularly attractive because 
(1) its coefficient of variation will be .00, 
(2) it does not require modeling the de- 
cision maker, and (3) unlike multiple 
regression analysis, “shrinkage” of its 
predictive power is not a problem since 
it is not estimated from the data [Einhorn 
and Hogarth, 1975]. A detailed examina- 
tion of these and other implications for al- 
ternative weighting schemes that are 


| relevant for human information process- 


iing research is provided by Ashton 
[1978b]. Т 


IMPLICATIONS FOR ACCOUNTING 


| Several implications of these results for 
? , judgment modeling in accounting are 
discussed in this section of the paper. 


- Importance of Task Characteristics 


Dawes and Corrigan [1974] suggested 
that linear judgment models provide 
x effective representations of human de- 
4. cision making, in part, because of certain 
(attributes which characterize decision 
3 tasks—for example, the conditionally 
‘monotonic relationships between inde- 
{pendent and dependent variables. Subse- 
“quent work in psychology has elaborated 
‘On the task in both laboratory and “‘real- 
“world” decision making. Edwards [1971, 
p. 640-41] maintains that: 


. psychology i is not only about people who 
ns emit behavior—it is also, perhaps more im- 
portantly, about the tasks that elicit that be- 
havior. .. . [M ]arty deeply sophisticated psy- 


patent 


TUM E 
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chological theorists fail to recognize how 
much effort they spend in modelling the task, 
and how little effort they spend in modelling 
the behavior of the subject in the task.... 
My own guess is that most successful models 
now available are successful exactly because 
of their success in describing tasks, not people, 


Similarly, Dawes [1975, p. 119] has 
suggested that human information pro- 
cessing models 


.. are primarily models of the task, and that 
they represent the subjects’ behavior only 
because the subjects have acquired certain 
(simple) abilities that allow them to behave 
appropriately (not necessarily optimally) in 

' the task situation. 

Brehmer [1976a, 1976b] has suggested 
that formal (i.e., statistical) task charac- 
teristics may be more important than 
substantive (i.e., content) task character- 
istics in judgment modeling studies. Re- 
searchers in accounting generally devote 
a great deal of attention to substantive 
task characteristics, e.g., whether human 
information processing research done in 
accounting contexts will produce differ- 


' ent results than similar research done in 


non-accounting contexts. While substan- 
tive task characteristics certainly should 
be given consideration, it is important 
not to overlook the effects of formal task 
characteristics in accounting-related 
studies. 

In the present context, for example, 
the sensitivity of the outputs of judgment 
models to alternative specifications of 
weighting parameters depends upon for- 
mal task characteristics 


n, r, 22 and 2 |. 
у W 


Thus, the implications of Equation (1) 
are relevant to a wide variety of substan- 
tive modeling contexts. With more ex 
ante consideration of formal task char- 
acteristics, researchers in accounting may 
be able to design experiments more sensi- 
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bly and to formulate hypotheses more 
definitively than they could otherwise. 
Moreover, such consideration should 
assist researchers in assessing the general- 
izability of results across task settings. 


Relation to Decision Improvement Options 


One goal of human information 
processing research in an applied disci- 
pline such as accounting is improved 
decision making. Pursuit of this goal 
often involves an attempt to improve 
human predictions or judgments which 
are used as parameters in decision mod- 
els. Three strategies are available for 
improving human predictions (see, for 


example, Libby [1976b, p. 673]. They are... 


(1) the human decision maker may be 
replaced by a model; (2) the human de- 
cision maker may be educated to make 
improved predictions; (3) the data set 
upon which human predictions are based 
may be altered. While all three alterna- 
tives, and various combinations of them, 
are available, human information pro- 
cessing researchers focus almost exclu- 
sively on the first two alternatives; that is, 
they focus on the weighting and combina- 
tion of input data for predictions and 
largely ignore the initial selection and 
measurement of the inputs (see Einhorn, 
1972,-1974, 1976 for discussion). 

Option 1. The implications of the pres- 
ent paper relate primarily to the alterna- 
tive of replacing the decision maker by a 
model. Within this alternative, emphasis 


is placed on reproducing human decisions · 


or predictions via a model instead of on 
the representation of the decision maker’s 
utilization of particular variables. Re- 
search concerning the “man versus 
model" issue has revealed that a linear 
multiple regression model derived from 
an individual’s predictions typically pre- 
dicts a criterion more accurately than 
does the individual himself. Dawes and 


Corrigan [1974] suggested that this result. 
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occurs, in part, because linear models 
are robust in three ways—over error in 
the measurement of variables, over devi- 
ations from linearity, and over deviations 
from optimal specification of weighting 
parameters. The present paper, along 
with Ashton [1978b], examines the ro- 
bustness with respect to weighting param- 
eters in more detail and outlines the con- 
ditions under which such robustness will 
exist. 

The results reveal that when certain 
formal task:characteristics are present 
the problem of specifying weighting 
coefficients for models used to replicate 


.human predictions becomes trivial. In 


many cases, equal weights may be used; 
alternatively, subjective weights (speci- 
fied by the decision maker) may be used 


if it is considered important to allow the `> 


decision maker to participate in the mod- 


-eling process. The predictions produced 


by such models often will correlate very 5 
highly with those produced by a multiple , ` 


regression model of the individual, and 
such models will perform almost as well 
as a multiple regression model in the pre- 
diction of a criterion. Further, if we allow 


for shrinkage resulting from cross-valida- ' 


tion of multiple regression models, then 
simpler models may predict a criterion 
as well as, or better than, regression 
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models. Even if regression models will : 


likely outperform simpler models in a 
given situation, the practical advantage 


of this incremental performance should . 


be evaluated vis-a-vis the increased cost 
of developing and using the more com- 


plex model [Einhorn and Hogarth, 1975; 


Lawshe and Schucker, 1959; Schmidt, 
1971]. ; 


Option 2. These results relate indirectly: 


to the alternative of supplying the de- 
cision maker with weighting parameters 


as part of an educational effort. This — . 


approach to improving human predic- 
tions typically involves supplying an 


AID 
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‘individual with multiple regression 
weights from his own prediction equation 
^ (and perhaps other information) as a 
“уре of feedback designed to assist him 
tésimprove his predictive accuracy. The 
regression coefficients are considered 
descriptive representations of the de- 
‘cision maker’s utilization of the informa- 
tional cues [Ashton, 1974c]. While the 
limitations of this interpretation of re- 
gression coefficients are well recognized 
(e.g., Hoffman [1960]), especially in real- 


- istic situations involving nonzero cue ` 


-intercorrelations [Darlington, 1968], re- 


gression weights have been used exten-. 
sively in education-oriented human іп-: 


formation processing research. However, 


the relative insensitivity of the resulting 
predictions to the specific weights em- 


ployed, along with several problems 
involved with the specification of regres- 
sion weights (see Schmitt and Levine 
[1977), implies that subjective weights 
also may prove useful in educational 
efforts relative to human information 
processing. Brehmer and Qvarnstrom 
[1976] and Schmitt and Levine [1977] 
elaborate on this possibility: 

Option 3. To the extent that education 
of decision makers and/or substitution of 
models for decision makers can be 

' simplified by the use of equal or subjec- 
tive weighting schemes, human informa- 
tion processing researchers may devote 
greater attention to the remaining de- 
cision improvement alternative—that of 
altering the data set upon which predic- 

. tions are based. This alternative generally 
is ignored by human information pro- 
cessing researchers in accounting. (Libby 
[1975b] is an exception.) However, ex- 
perimenting with alternative predictor 
variables and/or alternative ways of 
quantifying such variables may be a 
very useful avenue for human informa- 
tion processing research. For example, 
decision makers could be educated to use 
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alternative data sets. There is ample 
evidencé [Goldberg, 1968, pp. 484-85] 
that judgmental convergence—agree- 
ment between judgments made by the 
same individual but on the basis of alter- 
native data sets—is typically very poor. 
This implies that judgments, or predic- 
tions, made on the basis of some data 
sets are better than those based on other 
data sets, although human information 
processing researchers: have not studied 
this issue systematically. 

Another approach within Option 3 is 
to combine the modeling of decision 
makers with the use of alternative data 
sets. In fact, changing the data set may 


-be the most (or only) useful alternative 


within the modeling option. Judgment 
models are extremely robust with respect 
to both functional form and weighting 
parameters in a large number of in- 
stances. Whether they are also robust 
with respect to alternative data sets has 
not been determined. Since accounting 
research has long been concerned with 
measurement alternatives, this would 
seem to be a natural area for human 
information processing researchers in 
accounting to pursue. The primary bene- 
fits of such research would likely come in 
the data selection and measurement 
phase, not in the modeling phase, of.the 
effort. In many cases, models could be 
established quite simply by choosing 
weighting parameters arbitrarily. 


Toward More “ Realistic” Experiments 


Many attempts to specify judgment 
models in accounting rely on simplified 
experimental tasks involving a small 
number of variables whose intercorrela- 
tions are small or zero. While this prac- 
tice can be defended on several grounds, 
especially in Һе. “early” stages of such 
research, it is often maintained that the 
full “richness” of human decision making 
can be captured only by increasing the 
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complexity, and hence the realism, of 
judgment modeling experiments. 

The potential benefits of increasing 
experimental complexity via the inclusion 
of more variables and/or variables that 
are more highly correlated with each 
other may depend on the decision im- 
provement option pursued. For example, 
ifa study focuses upon educating decision 
makers and employs regression weights 
as descriptive measures of cue utilization, 
the researcher should recognize that high 
cue intercorrelations will cause those 
descriptive measures to be questionable. 
On the other hand, if the concern of the 
study is that of replicating human pre- 
dictions, high cue intercorrelations will 
prove advantageous--in the sense that 
the researcher can devote less attention 
to the specific modeling procedure em- 
ployed and more attention to the data set 
that is being studied. Similarly, if a study 
focuses upon educating decision makers 
and employs multiple regression model- 
ing of individuals, the research likely 
will be quite restricted in the number of 
cues it can include (in order to keep the 
experimental task within reasonable cog- 
nitive and time constraints). However, 
` if the researcher is concerned with repli- 
cating human predictions, and thus de- 
cides to use equal or subjective weighting, 
his research may employ a considerably 
larger number of cues. 


Relation to Predictive Ability Research. 


The implications of the present paper 
are not restricted to human information 
processing research. These results are 
also relevant for predictive ability re- 
search that excludes the human decision 
maker. In fact, the implications may be 
more significant for some predictive 
ability research than for some human 
information processing research. A good 
example is the predictive ability research 
of Horrigan [1966] whose data set in- 
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volved a relatively large number (17) of 


. independent variables which. were mod- 


erately to highly correlated—two charac- ~~ 
teristics which increase the correlatio 
between predictions produced by altezza 
tive weighting schemes and which ;often 
are not present in human information 
processing studies. 


Importance of Implicit Loss Functions 


Equation (1) could be used to develop 
general guidelines for evaluating the 
predictive power of alternative weighting - 
schemes. It seems presumptuous at this 
point to suggest definitive guidelines, 
although such suggestions can be found 
in the literature (e.g., Burt [1950, p. 122]; 
Dawes and Corrigan [1974, p. 104]; 
Einhorn and Hogarth [1975, pp. 185— 
86]; Gulliksen [1950, p. 321]; and 
Schmidt [1971, pp. 709-10]). The pri- 
mary reason that definitive guidelines 
are difficult to specify is our incomplete 
knowledge of loss functions associated 
with prediction errors. The error metric 
employed in almost all human informa- ` 
tion processing research, including Wilks’ 
formula, is based on the zero-order 
correlation coefficient. Very little re- 
search has employed other metrics or 
attempted to assess the sensitivity of 
results over alternative metrics. However, 
Srinivasan [1977] found that his analyti- 
cal results (concerning regression weight- 
ing versus equal weighting) based on an 
expected mean squared error criterion 
were a very close approximation to 
results based on a correlation criterion. 
On the other hand, Libby’s [1976a] - 
business failure study, which employed 
the number of correct predictions (hit 
rate) as the achievement criterion, is the’ 
only published research in which subjects 
generally outperformed their models. All 
prior studies used correlation as the 
achievement measure, and this difference 
in achievement criteria is one possible 
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explanation for the difference in results 
[Goldberg, 1976]. A recent study by 
Kessler [1977] concerning subjects’ abil- 
ity to learn to improve their achievement 
in a- bond rating task employed five 
measures of achievement—correlation, 
hit rate, number of ratings correct within 
one rating category, mean absolute error, 
and mean squared error. Analyses based 
on hit rate and mean absolute error pro- 
duced results inconsistent with those 
based on the other three achievement 
measures, as well as with those of prior 
studies which had used only correlation. 


At this point in our knowledge of the. 


loss functions actually employed by 
decision makers, it may be useful to 
present distributions of prediction errors 
and to allow decision makers to apply 
their own loss functions (cf. Beaver, 
Kennelly and Voss [1968, p. 682]. Fur- 
ther, it should be noted that an error of a 
particular magnitude, based on a chosen 
error metric, may be differentially impor- 
tant as a function of the substantive de- 
cision context. For example, in medical 
decision making an improvement in pre- 
dictive accuracy of, say, .03 correlation 
units may be considered extremely im- 
portant, whereas it may be viewed as 
much less significant in some other con- 
text. Sensitivity of loss functions to alter- 
native weighting schemes in atcounting 
contexts is an obvious complementary 
. research. area for human information 
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alternative weighting schemes on predic- 
tions produced by linear models designed 
to replicate human predictions. The re- 
sülts indicate that such effect is very 
slight unless the number of independent 
variables is small, the average correlation 
among the independent variables is low, 
and the dispersion of the weights is large 
relative to their mean. Based on these 
results, it is suggested that resources 
devoted to human information process- 
ing research often might be better applied 
to the search for alternative predictor 
variables and/or measurement methods 
than to the search for superior ways of 
weighting those variables in a prediction 
model. 

While the earlier discussion relates 
primarily to independent (predictor) vari- 
ables, it is important to recognize that 
this suggestion also applies to dependent 
(criterion) variables. Ashton [1976b, p. 
680] has noted previously that criterion 
selection is an important issue in human 
information processing research, and 
Libby [1975a] has suggested that his own 
results, based on an “extreme” (p. 160) 
operational definition of failure, cannot 
be generalized to less extreme forms of 
failure. However, human information 
processing researchers in accounting have 
not investigated empirically the effects of 
alternative measures of independent or 
dependent variables. The analysis by 
Ashton [1978b], along with the present 


processing researchers. "general discussion, suggests that we 
CONCLUSION оша. 
This paper examines the effect of 
i 
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Duration and Risk Assessments 
in Capital Budgeting 


Edward Blocher and Clyde Stickney 


ABSTRACT: This paper brings to the accounting literature the results of recent research 
from other disciplines on a measure called duration and examines its potential usefulness 
in capital budgeting decisions. Duration is defined as the number of periods which elapse 
before the average present value dollar is received from a stream of cash flows. In this 
paper, the authors define duration and describe its major attributes. Its potential for 
assessing the risk of changes in required rates of return and the risk of illiquidity are then 


explored in a capital budgeting setting. 


N 1938, Frederick R. Macaulay pro- 
I posed a measure called duration to 
represent the average maturity of a 
stream of payments. Since that time, 
duration has been used often in econom- 
ics, finance, and insurance.! Tt is sur- 
prising, however, to find only a few 
references to duration in the accounting 
literature. In this paper, we (1) define 
duration and summarize its major attri- 
butes, and (2) suggest its potential as a 
measure for assessing risk in capital 
budgeting decisions. In particular, we 
show that the duration of à capital 
project is precisely the elasticity number 
relating percentage changes in net present 
value of the project to changes in the 
discount rate. This elasticity attribute 
provides a simple, direct measure of the 
risk of changes in the net present value 
of a project, and therefore a firm, from 
changes in a firm's cost of capital. 


DEFINITION AND ATTRIBUTES 
OF DURATION 


Duration may be defined as the 
weighted average life of an investment, 
where the weights used are the present 
values of the cash flows received each 
period as a percentage of the total present 
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value of all future cash flows. 
It is calculated as follows: 


CF, 
t 
p (1+ 0) 


d CF, 
ei (1+0) 





Duration = 


(1) 





Where: 


CF,—a cash flow to be received t units 
of time from today, beginning 
with t=1 period from today. ` 

r—an appropriate discount rate for 
determining the present value of 
the cash flow. 


To illustrate the calculation of dura- 
tion, assume that $26,143 is invested in a 


! For a brief summary, see Weil [1973]. 
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TABLE 1 


ILLUSTRATION SHOWING THE CALCULATION OF DURATION 











Q) (2) (3) 


` Present Value 
Year Cash Flow Factor at 10% 
1 $16,000 909 
2 8,000 826 
3 4,000 751 
4 2,000 683 
5 1,000 621 
Total $31,000 








Duration — 1.735 years. 


new machine which promises cash 
savings during the five years of its ex- 
pected useful life of $16,000, $8,000, 
$4,000, $2,000, and $1,000, respectively. 
Table 1 shows the calculation of duration 
for this project. The project has an in- 
ternal rate of return of 10 percent, and 
this rate is used in the illustration to 
compute the project's duration. As we 
discuss later, however, discount rates 
other than the project's internal rate of 
return could be used. Table 1 indicates 
that the average present value dollar is 
received 1.735 years after commencing 
the project—this is the project's duration 
at a discount rate of 10 percent. 

Most of the previous research on dura- 
tion has been in connection with bonds, 
for which there is a single cash outflow 
immediately, followed by a series of 
future cash inflows. However, if duration 
is to be useful in capital budgeting de- 
cisions, it must be adaptable to various 
patterns of cash inflows and outflows. 
The principal difficulty in using dura- 
tion as defined above occurs when a 
capital investment project has a net cash 
outflow during some future period. In 
these cases, duration can be defined as 
the difference between the duration of the 
net cash inflows and the duration of the 
net cash outflows [Durand, 1974, p. 25]. 





(4)20)xG) | (92(00-$26143 (б)=(5)х(1) 
Percentage of Calculation of 
Present Value Total Present Weighted 

of Cash Flows Value Average Life 
$14,544 556 556 
6,608 ‚253 .506 
3,004 115 .345 
1,366 052 208 
621 024 120 
$26,143 1.00 1.735 








Duration has several interesting prop- 
erties. Many of these properties can be 
understood by referring to Figure 1, 
which shows the relationship between 
duration and the number of years to 
maturity for 8 percent coupon bonds. The 
relationship is plotted for four discount 
rates: one less than, one equal to, and 
two greater than the coupon rate. 


The properties are as follows: 


1. The duration of a stream of cash 
flows is always less than the time of 
the last cash flow (unless the stream 
is a single cash flow, in which case 
duration is equal to the number of 
periods which elapse until that last 
cash flow). 

2. The difference between a project’s 
life and its duration is relatively 
small for shorter lived projects but 
increases as the life of the project is 
increased. 

3. Duration varies inversely with the 
discount rate used. The higher the 
discount rate, the shorter will be 
the time until the average present 
value dollar is received. 

4. If an investment project has a zero 
or positive net present value at the 
discount rate used (analogous to 
discount rates of six percent and 
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Ficure 1 
DURATION VALUES FOR 8 PERCENT BONDS 


DURATION 


Years to Maturity 


eight percent in Figure 1), duration 
increases at a decreasing rate as the 
life of the project is increased but is 
bounded [Fisher and Weil, 1971]. If 
the project has a negative net 
present value at the discount rate 
used (analogous to discount rates 
of 10 percent and 12 percent in 
Figure 1), duration increases, levels 
off, and then decreases as the life of 
the project is increased. The de- 
crease occurs though only for proj- 
ects with a life greater than ap- 
proximately 100 years [Hopewell 
and Kaufman, 1973]. 

5. Duration is relatively insensitive to 
the discount rate used for shorter- 
lived projects, but becomes more 
sensitive to the discount rate as the 
life is increased. 


SELECTING THE DISCOUNT RATE 


One question which must be addressed 
in calculating duration is: What is the 
appropriate discount rate? Is it the 
project's internal rate of return, the firm's 
cost of capital, or some other rate? 





MRKT INT RATE OF BONDS 
О Interest Rate of 6 Percent 
x Interest Rate of 8 Percent 
% Interest Rate of 10 Percent 
O Interest Rate of 12 Percent” 


The applications of duration in the 
finance literature have used a bond's 
yleld to maturity as the discount rate. 
Most of these studies have been con- 
cerned with the sensitivity of a bond's 
market price to changes in market 
interest rates [Hicks, 1939; Haugen and 
Wichern, 1974, Hopewell and Kaufman, 
1973]. The yield to maturity, or internal 
rate of return, is clearly the appropriate 
rate in these cases. However, in a capital 
bugeting context, a case can be made on 
theoretical grounds for using the firm’s 
cost of capital. The cost of capital is 
usually chosen as a more appropriate 
reinvestment rate. Also, use of the cost 
of capital eliminates the problem of 
multiple internal rates of return which 
occurs when cash flows reverse from. 
positive to negative or vice-versa over a 
project’s life. 

How serious a concern is the selection 
of a discount rate in typical capital 
budgeting situations? To study this ques- 
tion, we created 126 investment projects 
(data available from the authors upon 
request) and classified them into one of 


x 


Blocher and Stickney 


three groups (42 projects each) as follows: 

Group 1: Projects involving an im- 
mediate cash outflow followed by a series 
of equal cash ‘inflows. 

Group 2: Projects involving an immedi- 
ate cash outflow followed by a series of 
unequal cash inflows. 

Group 3: Projects involving several 
years of cash outflows followed by 
several years of cash inflows of varied 
patterns. 2. 

The first group of projects is typical of 
sinking fund investments. Group 2 re- 
flects patterns of cash flows characteristic 
of most fixed asset investments. Research 
and development projects are a good 
example of Group 3 projects. The proj- 
ects selected for each group were chosen 
so that each group had a random assort- 
ment of project lives (from a minimum of 
five to a maximum of 15 periods) and 
internal rates of return (from five to 25 
percent). 

For each of the projects we determined 
_ the range of duration values, when dura- 
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tion is calculated using a five percent 
discount rate and a 25 percent discount 
rate. This measure indicates the change 
in the absolute value of duration for this 
20 percentage point change in the dis- 
count rate. Table 2 presents the results of 
this analysis for the three groups of 
projects and for various project lives. 
Column (2) indicates the difference in 
duration (i.e., the range) when discount 
rates of five percent and 25 percent are 
used. The differences are averaged across 
all projects within a particular group and 
sub-group. Column (3) indicates the 
largest difference for a single project 
within each sub-group. Column (4) indi- 
cates the average change in the value of 
duration for a one percentage point 
change in the discount rate, again aver- 
aged across all projects in the sub-group. 

As illustrated in Figure 1 and in Table 
2, the sensitivity of duration to differences 
in the discount rate does become greater 
as the life of the project increases. How- 
ever, none of the changes appears very 


TABLE 2 
SENSITIVITY ANALYSIS OF DURATION VALUES 

















u) (2) (3) (4) 
Average (over all 
Average (over all projects in each 
projects in each group) Change in 
group) Difference in Largest Single Duration for a One 
Duration Values, for Difference, for Percentage Point 
Number of Duration at r2.05 Ригаііоп агг=.05 Change in Discount 
Projects and r= 25 and r= 25 Rate 
Group I: 
5-7 Period Project Life 15. 529 663 0265 
8-11 Period Project Life 15 1.169 1.548 0585 
12-15 Period Project Life 12 2.290 2.644 1145 
Group 2: . 
5-8 Period Project Life 15 .608 1.016 .0304 
9-12 Period Project Life 11 1.579 2.456 0790 
13-15 Period Project Life 16 2.348 3.301 1174 
Group 3: : 
5-9 Period Project Life 15 130 344 0065 
10-12 Period Project Life 16 319 - 828 .0160 
13-15 Period Project Life 19: 1.010 1.830 0505 
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large. The maximum average difference 
for a one percentage point change in the 
discount rate is .1174 periods for group 
two projects with a 13-15 period life. In 
general, it would seem that for discount 
rates up to 25 percent and project lives up 
to 15 years, duration is relatively insensi- 
tive to the discount rate. 


DURATION AND CAPITAL 
BUDGETING DECISIONS 


Having defined duration and its.major 
attributes, we are now ready to consider 
its potential as a tool for evaluating 
capital budgeting proposals. In particu- 
lar we would like to suggest its role as a 
tool for evaluating two dimensions of 
risk: changes in required rates of return 
and liquidity. 

Risk of Changes in Required Rates 
of Return 


One of the most important uses of 
duration with respect to bond invest- 
ments is in measuring expected changes 
in market prices of bonds as a result of 
changes in interest rates [Hicks, 1939]. 
That is, duration serves as a measure of 
sensitivity, or elasticity, of market prices 
to changes in interest rates. Hopewell and 
Kaufman [1973, p. 751] provide a proof 
of this relationship. They show that the 
percentage change in market price is 
equal to the percentage change in inter- 
est rates times duration with its sign 
reversed. That is: 


dP dr 
PR 9 
Consider the example in Table 1. If 





interest rates increase from 10 percent to ' 


12 percent, Equation (2) above suggests 
that the market price of this bond should 
decrease by 3.154 percent [=1.735(.02 
+1.10)]. A 3.154 percent reduction will 
lead to a decrease in price from $26,143 
to $25,318. In comparison, the present 
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value of the cash flows from this project 
discounted at 12 percent is $25,349, the 
difference from that predicted due to 
rounding. 

Thus, other things being equal, the 


larger the duration, the more sensitive. 


will be a bond's market price to changes 
in interest rates. 

This elasticity attribute of duration can 
be interpreted for capital budgeting 
decisions. In this context, though, the 
risk is of a loss in net present value of a 
project and the firm from changes in 
required rates of return. For example, 
assume the project summarized in Table 
1 was accepted because its internal rate 
of return of 10 percent exceeded the 
firm’s cost of capital of eight percent. 
Suppose that immediately after acquiring 
the asset, investors for some reason in- 
crease the rate of return they require for 
investing in the firm. As a result, the 
firm’s cost of capital increases to nine 
percent. The investment yielded a net 
present value of $856 when the cost of 
capital was eight percent. At a required 
rate of return of nine percent, the proejct 


has a net present value of $419, a decrease. 


in net present value of $437. - 

The risk of losses from increases in the 
required rate of return can be minimized 
by selecting otherwise comparable proj- 
ects that have the smallest duration. In 
this way, the net present value loss per 
dollar invested from an increase in re- 
quired rates of return will be minimized. 


This decision rule is illustrated in the top : 


panel of Table 3. Projects A and B have 
internal rates of return of 10 percent and 
durations of 2.190 and 1.734, respec- 
tively. If the required rate of return 
increases from eight to nine percent, 
Project B, with the shorter duration, 
would have been best. The net present 
value loss per dollar invested for Project 


B is $.018, whereas for Project.A it is ` 


$.021. 
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TABLE 3 : 
* ILLUSTRATION SHOWING STRATEGIES TO COPE WITH CHANGES IN REQUIRED RATES OF RETURN 


A 





РОНА 


———— 5 ызы 











Cash Inflow (Outflow) in Period: 
1 2 3 4 





‚ 0 5 
Project A $(12,092) $5,000 84000 $3,000 52000 $1,000 
Project B $(26,149) 16,000 8,000 4,000 2,000 1,000 
Project A Project B 
bucal 2.190 1.734 
Net Present Value at 8%.............................-... $499 $850 
Net Present Value at 995... 0.0... ccc cece cece eee enne 243 413 
Decrease in Net Present Уа!ше............................ $256 $437 
Decrease in Net Present Value per Dollar 4 
Invested ($256--$12,092; $437--$26,149)...............,. $.021 $.018 
Net Present Value at 8%.......................88.8.8.8..... $499 $850 
Net Present Value at 7%. 22... cece cece аала 762 1,298 
Increase in Net Present Уа[ше............................. $263 $448 
Increase in Net Present Value per Dollar i 
Invested ($263 -$12,092 ; $448--$26,14©)................. $.022 $.017 





Selecting otherwise comparable proj- 
ects with the shortest duration is a 
two-edged sword, however. If the re- 
quired rate of return decreases, Project 
A, with the longer duration, would have 
been better. This is shown in the bottom 
panel of Table 3. A decrease in the re- 

. quired rate of return from eight to seven 

percent results in an increase in net 
present value for both projects. The 
increase per dollar invested is largest, 
however, for Project A. 


The decision rules with respect to 
changes in required rates of return can, 
therefore, be summarized as follows: 


l. For the risk-averse manager un- 
willing to speculate on changes in 
required rates of return, otherwise 
comparable projects with the small- 

. est duration should be selected. 

2. For the manager willing to specu- 
late on the direction of a change in 
required rates of return, the rules 
are: 


a. Select otherwise comparable 
projects with the smallest dura- 
tion if required rates of return 
are speculated to increase. 

b. Select otherwise comparable 
projects with the largest duration 
if required rates of return are 
speculated to decrease. 


It should be noted,. however, that once 
the direction and amount of the change in 
required rate of return become the 
market consensus, it will be reflected in 
market prices and any gains from specu- 
lation will be eliminated. 
Illiquidity Risk . 
Payback is commonly used as a measure 
for assessing illiquidity risk. That is, the 
quicker the initial investment is recouped 
through cash inflows, the less likely the 
firm will find itself with insufficient liquid 
resources. 

In studying duration and its usefulness 
in assessing illiquidity risk, we addressed 
two questions: 
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1. Do payback and duration generally 
rank competing projects the same? 

2. Are there situations where the two 
measures give conflicting rankings 
of projects? 


To address the first question we corre- 
lated duration with payback and present 
value payback for the 126 projects re- 
ferred to earlier. The degree of correlation 
is measured using Pearson’s product- 
moment correlation. Table 4 presents 
the correlation coefficients for the three 
groups of projects using discount rates of 
five percent, 15 percent, 25 percent, and 
each project’s internal rate of return. The 
number in parentheses is the « level of 


significance. 


TABLE 4 
CORRELATION OF DURATION WITH PAYBACK MEASURES 








Present Value 
Payback Payback 
К= .05 
Group 1 -5247(.001) .5149(.001) 
.6297(.001) -5778(.001) 
3 .6699(.001) .6515(.001) 
R=.15 
Group 1 .5421(.001) .7759(:001) 
2 .6260(.001) :4157(.027) 
3 .6810(.001) .8349(.001) 
К=.25 i 
Group 1 15605(.001) not applicable 
2 5989(.001). ^ not applicable 
3 .6789(.001) ` not applicable 
R «the internal rate of return for each project 
Group 1 .8162(.001) .9103(.001) 
2 -8688(.001) -7705(.001) 
3 -7916(.001) ^ .8928(001) 


pu —————— áá— À— 


"Note: n=42 for each correlation measured above with 
the exception of the correlations of duration with 
present value payback, since present value payback is 
not defined for a project when the discount rate is 
greater than the project's internal rate of return. Thus, 
for r=.05, n=42; r=.15, n 15; = 25 п=0; г= project 
internal rate of return, present value payback — project 
life. 
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The correlations between duration and 
payback are all large and statistically 
significant at .1 percent. The correlation 
of duration and payback is highest for all 
groups when the discount rate used to 
compute duration is the project's internal 
rate of return, as shown in the lower por- 
tion of Table 4. In fact, it can be shown 
that for Group 1 projects, as the project 
life becomes large (n—oo), payback and 
duration become functionally related as 
follows (where IRR is the internal rate of 
of return): 


1 + IRR 


This follows from the fact that, as n be- 
comes large, the payback period ap- 
proaches the reciprocal of the internal 
rate of return for a project, and as n in- 
creases, duration approaches 


1 + IRR 
IRR 


[Boardman, 1975]. 


Also, it is clear from Table 4 that the 
degree of correlation does not change 
significantly for changes in the discount 
rate. This is consistent with the previous 
finding that duration is insensitive to the 
discount rate for projects with modest 
lives. 

The correlations between duration and 
present value payback are also large and 
statistically significant. The slight deteri- 
oration for Group 2 projects at a discount 
rate of 15 percent is due primarily to the 
inclusion of a smaller number of projects 
(see note to Table 4). 

In most instances, then, duration and 
payback measures rank competing proj- 
ects the same. Given the relative ease in 
calculating payback, it is usually more 
cost-efficient to use payback. We were 
interested, though, in whether duration 
provides a superior ranking measure in 


Payback — (mx) ‘Duration (3) 


< 


L3 


A. 


y 
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certain situations. Two such possible 
Situations were identified. 

One situation occurs when the cash 
flows from projects are highly variable 
from year to year. Consider Project C and 
Project D in the upper panel of Table 5. 
Both projects require investments of 
$25,000, have five-year lives, and have 
internal rates of return of 10 percent. 
Payback and present-value payback rank 
Project D higher than Project C. Just the 
opposite ranking occurs when duration 
is used. Payback, of course, fails to 
recognize the differences in the timing of 
cash flows. Even present-value payback 
fails to capture the differences in cash 
flows, because it ignores cash inflows 
after the present-value payback period is 
reached. 

A second situation where conflicting 
rankings can occur is where there are net 
cash outflows in years after the initial 
investment. Consider Projects E and F in 
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the lower panel of Table 5. The payback 
measures rank Project E over Project F, 
while the duration measures do just the 
opposite. Here again, payback ignores 
the timing of cash flows and present- 
value payback ignores cash flows past the 
present-value payback period. 

Thus, as a measure of illiquidity risk in 
a wide variety of situations, duration 
appears to outperform payback. The 
benefits of duration in these few situa- 
tions may not, however, be worth the 
extra cost of calculation. 


SUMMARY 


In this paper we have defined.duration 
and examined its potential usefulness in 
capital budgeting decisions. Recent re- 
search in economics and finance has 
demonstrated its potential in dealing with 
other issues. For example, Grove [1974] 
showed that duration can be used in 
determining the optimal maturity struc- 


TABLE 5 
ILLUSTRATION SHOWING INCONSISTENT RANKINGS USING PAYBACK AND DURATION MEASURE 



































— 
Cash Inflow (Outflow) in Period: 
0 (d 2 3 4 5 
Project C ($25,000) $16,000 $1,000 $4,000 $6,000 $4,071 
Project D ($25,000) 1,000 8,000 16,000 4,000 4,404 
: Project C Project D 

Payback 3.67 3.00 

Present-Value Payback at 10% 5.00 5.00 

Present-Value Payback at 877 4.63 4.52 

Duration at 1075 2.17 2.99 

Duration at 8% 2.30 3.18 

Cash Inflow (Outflow) in Period: 
0 1 2 3 4 5 6 
Project Б (5200) ($100) $50 $50 $100. $100 $145 
Project F ($50) ($100) : ($150) 50 100 100 172 
` Project E Project F 

Payback 5.00 529 ` 

Present-Value Payback at 10% 6.00 6.00 

Present-Value Payback at 8% 5.75 5.82 

Duration at 10% 4.05 3.54 

Duration at 8% 4.07 3.56 
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ture of the balance sheet. Boquist, Racette market beta. Perhaps the time has come 
and Schlarbaum [1975] demonstrated to explore more fully its applicability to 
that duration is functionally related to other accounting problems. 
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| Fantasyland Accounting Research: 
Let’s Pretend... 


Robert E. Jensen 


AVID Pierce [1977, p. 20] notes 
D that “‘the economy is a miserable 
Р experimental design.” Unfortu- 
nately, statistical tools in experimental 
design and analysis are not easily adapted 
to miserable situations rampant with 
non-stationarities, interactions, missing 
variables, measurement error, autocor- 
relation, multicollinearities, etc. From 
the standpoint of financial statement 
analysis and forecasting, most business 
firms are also “miserable experimental 
designs." Accounting researchers, never- 
theless, often rely heavily upon the fallible 
statistical tools of such designs. 

A major danger is the mechanical use 
of statistical techniques in overly super- 
ficial settings which have little or no 
relevance to accounting issues. This paper 
is directed to this danger which seems to 
me to be increasingly common in the 
accounting literature. Particular atten- 
tion is directed to autocorrelation in ac- 
counting data. 


AN EARNINGS FORECASTING EXAMPLE 


A case in point is the recent paper by 
Ferrara [1977], which appeals to me as an 
interesting inquiry into statistical design 
and analysis dealing with normality 
assumptions of multiplication of random 
variables versus addition (subtraction) 
of such variables. I like the paper from 
the standpoint of statistics research. 
However, to put such a design and analy- 
sis in the accounting context of return on 
investment (КОТ) versus residual income 


(RI) confidence interval statistical esti- 
mation leads to, in my viewpoint, serious 
dangers. 

Accounting readers are likely to be 
intrigued by illustrations such as that 
given by Ferrara [1977, p. 599] in which 
it is stated that “ROI would fall between 
16.1 percent and 24.0 percent ninety-five 
percent of the time [emphasis mine]."! 
In the artificial world postulated by 
Ferrara, such a process can be generated 
via computer simulation. Perhaps such a 


1 Although the wording “fall between L% and U% 
95% of the time” is somewhat common in business re- 
search, it is not technically correct and does in fact 
mislead readers. In empirical estimation of lower (L) and 
upper confidence limits, the [L, U) values are in fact 
random variables. In repeated sampling or trials the 
true values may lie between Г, and U, but the [L, 0] 
values vary from trial to trial. Bowker and Lieberman 


[1959, pp. 215-16] correctly note that: 


189 


But there would be no operational meaning in the 
following statement made in any one instance: “the 
probability is 0.95 that the true average setting falls 
within the limits computed in this case" since mu 
either does or does not fall within the limits. It 
should also be emphasized that even in repeated 
sampling the confidence interval will vary in posi- 
tion and width (if the variability of machine weigh- 
ings is unknown) from sample to sample. 
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comments of the reviewers of two previous versions of 
this paper. 
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situation could also be postulated for 
casino-type betting in which each "trial" 
of the game entails a new “investment’” 
and returns from кы! to trial are inde- 
pendent. 

I cannot, however, imagine real-world 
accounting circumstances in financial 
statements where the design analyzed by 
Ferrara would be appropriate. Although 
his design could be criticized for several 
unrealistic assumptions, the assumption 
that I will focus upon is the implicit 
assumption of non-autocorrelation. 
Autocorrelation can easily be assumed 
away in an artificial computer simulation 
whereas it is almost always present in 
real-world ROI and RI variates. 

In business firms most capital invest- 


ments are intended to generate returns © 


over multiple time periods. Let y depict 
period net income and x depict invest- 
ment “in the context of conventional 
financial statement analysis" postulated 
by Ferrara [1977, p. 598]. We then have 
ROI x y/x and RI— y — ix, where the de- 
sired capital charge is i. There is some 


doubt whether y and x are random vari- | 


ables; certainly investment (x) is subject 
to discretionary control. This issue, how- 
ever, will not be taken up here. In “con- 
ventional financial statements" the pro- 
cedure is to compute net income (y) over 
an interval of time such as a year. Invest- 
ment (x) must then also be specified for 
the same period, e.g. average annual 
investment. If y, and x, depict such mea- 


surements for period t, then it would be 


common for y, and x, to be autocorre- 
lated with their respective t— 1, t—2,*-*, 
prior-period counterparts and correlated 
with each other. For instance, net income 
in one year is seldom uncorrelated with 
prior year net income and investment pat- 
terns. In this more realistic situation the 
statistical design suggested by Ferrara is 
not appropriate, and confidence intervals 
computed by these models are mislead- 
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ing. 

The calculation of confidence intervals 
in Ferrara's design should have entailed 
calculation of the correlation of income 
(y) with investment (x). For example, the 
residual income variate ВІ = y—ix has a 
variance 


а? = оў + Ёо2 — 2io,0,p,,, 
where 


o;=the variance of the net income 
variate, 
=the variance of the investment 
variate, 
i=cost of capital, 
Pyx=the correlation between income 
and investment. 


Unless the unrealistic assumption is im- 
posed that income and investment have 
zero correlation, the correlation between 
income and investment must be estimated 
in order to estimate the residual income 
variance o? | 

If historical income and investment 
observations are used to calculate. а r,, 
sample estimate of their Рух correlation, 
then the usual correlation or equivalent 
regression analysis procedures assume 
that autocorrelation is not present (e.g., 
see Johnston [1972, Chapter 8]). If auto- 
correlation is present, serious statistical 
difficulties arise. Autocorrelation is often 
overlooked in econometrics as well as 
accounting (e.g., Granger and Newbold 
[1974, 1977], Granger [1977], and Pierce 
[1977] discuss the problem). Granger 
and Newbold [1977, p. 202] assert that 
*one of the problems raised by serially 
correlated errors is that the usual tests of 


- significance are invalid.” Pierce [1977, 


p. 1] asserts: 


Numerous economic variables which are 
generall regarded as being strongly inter- 
related may with equal validity, based on rec- 
cent empirical evidence, be regarded as inde- . 
pendent or only weakly related. Differences 


x 


Jensen 


„between these results and the bulk of econo- 
metric literature are attributed to the failure 
of the latter to satisfactorily account for . 
-autocorrelation. Due to limitations in the data, 

- „it is concluded that in many instances where 
economic relationships clearly do exist, econ- 
ometric or other empirical means cannot re- 
liably enable their existence to be ascertained. 
[Emphasis mine]. 


Additional problems arising due to auto- 
correlation include underestimated sam- 
pling variances and inefficient predic- 
tions. Examples of spurious regression in 
the presence of autocorrelation are given 
by Granger and Newbold [1974, 1977]. 
‚ Other examples are given by Nakamura 
et al. [1976]. - 


OTHER SELECTED ACCOUNTING EXAMPLES 


‚ In addition to the Ferrara [1977] paper, 
other accounting applications also have 
implicit assumptions which restrict these 
applications mainly to artificial worlds. 
Often it is the more severe problems 
which remain unmentioned, while ac- 
counting researchers dispute lesser sta- 
tistical problems. For instance, the Jae- 
dicke and Robichek [1964] stochastic 
C-V-P model has been widely disputed 
for its assumptions of normality and un- 
correlated variates. Let the profit func- 
. tion be 

у = (р – 04 – Ї 
where input variates are price (р), variable 
cost (р), quantity (q), and fixed cost (f). 
Jaedicke and Robichek assumed that 
components of the profit function are 
independent and normally distributed 
random variables and that their products 
are normally distributed. Various writers 
disputed these unrealistic assumptions 

(e.g. Ferrara et al. [1972], Hilliard and 

Leitch [1975], and Dickerson [1974]). 
But little or no attention was paid to the 
more difficult problem of autocorrela- 
tion. If quantity, price, and cost variates 
are derived from past time series, then 
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heed must be given to the possibility of 
autocorrelation as well as normality and 
variate independence assumptions. Auto- 


. correlation is not adequately dealt with 


even by writers who try to avoid all dis- 
tribution assumptions, (eg. Buzby 
[1974], Johnson and Simik [1974], and 


` Liao [1975]. 


Many efficient markets studies, such 
as those relating earnings and stock 
prices, have tried to deal with autocorre- 
lation by utilizing first differences , (e.g., 
see Ball and Brown [1967 ]). If y, and x, de- 
pict prices and. earnings respectively at 
time t, then Vy,=y,—y,-, and Vx,—x, 
—x,-, first differences are commonly 
used because of suspected autocorrela- 
tion in the y, and x, variates. First differ- 
encing may also be used to achieve 
stationarity. However, it is frequently 
overlooked that tests of relations be- 
tween first differences of two series are 
not the same as with relations between 
the series themselves. Nakamura et al. 
[1976, p. 214] state: 


A simple example may help to illustrate this 
point. Arbitrarily draw any two smooth 
curves. Divide each of these into N equal seg- 
ments. On the vertical division lines between 
these segments, mark off for Curve 1 points 
alternately one unit above and one unit below 
the curve. Repeat with Curve 2. The two new 
curves may obviously be made to have highly 
positively correlated first differences. How- 
ever, as is evident from the manner of con- 
struction, the original values of these new 
series may have zero or even a negative corre- 
lation. Another difficulty is that when an auto- 
regressive transformation is performed on 
actual economic time series, random mea- 
surement error variances will likely be ampli- 
fied relative to the phenomena under study. 


Autocorrelation is also ignored in 
many behavioral accounting experi- 
ments, especially where subjects are 
asked to make sequential decisions. For 
example, little attention is devoted to 
such issues in lens model studies of de- 
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cision making (e.g., see Wright [1977], 
Ashton [1974], and Jensen[1977, p. 160). 


IMPLICATIONS OF AUTOCORRELATION 


In previous sections, the accounting 
examples were couched in terms of 
associating accounting variables by 
means of correlation or regression 
analyses. In these analyses and related 
inference confidence interval testing, au- 
tocorrelation is usually a complicating 
factor. Time series analysis is more 
adapted to autocorrelation, but even 
here when researchers attempt to relate 
two or more variates complications arise. 

Two out of many types of single equa- 
tion time series regression models are 
shown below (assuming xj) and yo are 
ones): 


Model (I) Exogenous Wariates 


У = à BX jt + 8p 


Model (II) Sr Endogenous and 
Exogenous V ariates 
ik 


g s ~~ it PLE 


Models with multiple ee may be 


considerably more complex, although not : 


always, as is shown by Zellner [1961]. 
Original variates may be replaced by 
first differences Vx, and Vy,.., counter- 
parts although interpretations differ as 
was noted earlier. 

In both of the above models, it is as- 
sumed that variates are observed over 
time sequences t, t—1, t—2, etc, a com- 
mon situation in accounting research. 
Autocorrelation will arise in Model I if 
the s, residual error terms are not serially 
independent, i.e., past e, values have pre- 
dictive value after time t. It is assumed 
that the x, variates are exogenous and 
not lagged. Model II reduces to a time 
series autoregression model if all B=0. 
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Exogenous variates are added when 
B=0. Model II with exogenous variates 
is much more difficult to apply in prac- 
tice than is the autoregressive model. 
However, Model II and extended ver- 
sions of Model II are much more relevant 
to accounting processes. 


Model I 


In Model I, the usual procedure is to 
test for the presence of autocorrelation, 
e.g. via the Durbin-Watson d test. If d is 
not significant, the residual e, error time 
series is assumed to be white noise and 
autocorrelation is suspected not to be 
present. Granger and Newbold [1977, p. 
202] state “it is by no means uncommon 
to find in published applied econometric 
work equations of an apparently high 
degree of goodness of fit, as measured by 
the coefficient of multiple correlation R? 
or the ‘corrected’ coefficient R?, but with 
extremely low values of the Durbin- 


Watson d statistic.” It is possible to 


demonstrate that such results are very 
dubious, since high spurious R? values are 
quite simple to generate from simulated 
independent random walks, (e.g., see nu- 
merical examples of Granger and New- 
bold [1974, 1977 (pp. 202-14)] and Naka- 
mura et al. [1976]. Pierce [1977, p. 14] 
writes: 


The distribution of the sample cross-correla- 
tion or regression coefficients, even under a 
null hypothesis of no causality, is more com- 
plicated in the presence of autocorrelation, 
and the type of autocorrelation often found 
is such that ignoring these complications re- 
sults in grossly overestimating significance of 
the tests, i.e., of asserting relationships that 
don't exist. Thus it is desirable to seek a way 
to take account of the autocorrelation in x 
and y prior to a cross-correlation analysis (or 
the auto-correlation in the disturbances їп 
conjunction with a regression analysis). 
[Emphasis mine]. 


If, on the other hand, autocorrelation 
is detected, it is well known that signifi- 


y 


J ensén 
cance tests are invalidated (e.g., see John- 


ston [1972, p. 246]). Most econometrics 
texts mention alternate procedures for 


Model I parameter estimation in the — 


presence of autocorrelation (eg., see 
Johnston [1972, Chapter 8] and Malin- 
vaud [1970, Chapter 13]). However, such 
procedures are extremely difficult to 
apply in practice (e.g., see Godfrey [1974] 
and Bishop [1975] and so may be of 
little aid to accounting researchers. 

To alleviate the autocorrelation prob- 
' fem in Model I, Pierce [1977] advocates 
predicting each variate, based upon its 
own past, prior to investigating cross 
relationships. One means of accomplish- 
ing this is to “prewhiten” all variates 
individually such that the resulting y, and 
Xj variates in Model I are white noise 
time series. Prewhitened series may, how- 
ever, bias the analysis to underestimation 
of relationships. Although in theory, the 
R? values between two prewhitened series 
can be large (see Granger [1977, p. 23D, 
it'may be that prewhitening biases the 
results toward underestimation of signi- 
ficance, i.e., non-prewhitening may over- 
state the significance, whereas prewhiten- 
ing understates the significance. For 
example, in simulated outcomes, Pierce 
[1977, p. 16] found underestimated cor- 
relations. 


Model I 


=0 such that each y, variate is 
ле by only its own past history, 
Model П reduces to a standard time series 
autoregressive model. Such models are 
widely discussed in time series and eco- 
nometric literature and will not be 
dwelled upon here (e.g., see Malinvaud 
(1970, Chapter 14]. The more general 
case when x, exogenous variates enter 
the model create some added complica- 
tions. The major complication arises 
when the error terms in Model II are not 
a white noise series, i.e., when the e; terms 
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are autocorrelatéd. Alternative methods 
of analysis in such cases are "very ap- 
proximate” as is noted in the “реѕѕі- 
mistic conclusion" from  Malinvaud 
[1970, p. 569]: 


This examination of the various possible 
methods for treating autoregressive models 
with serially correlated errors leads to rather 
a pessimistic conclusion. When the available 
series are short, none of the proposed meth- 
ods allows precise estimation of the serial 
correlation of the errors. In these conditions, 
direct least squares fitting certainly gives the 
best estimates of the coefficients. But the dis- 
tribution of the estimated coefficients cannot 
be determined very well. So the tests and confi- 
dence intervals are necessarily very approxi- 
mate. 


Resorting to first differences might 
alleviate autocorrelation complications, 
although testing for significant correla- 
tion between first differences of two series 
is not the same as testing for correlation 
between the series themselves. Also, 
multiple correlation R? is an unstable 
and unsatisfactory measure of relation- 
ships in first difference correlations as 
well, i.e., see the very clever illustrations 
in Granger [1977, p. 22]. 

If autocorrelation and other problems 
are present in accounting variables, the 
obvious approach is to adopt more com- 
plex statistical designs and analysis which 
allow for such problems, (e.g., see Naka- 
mura et al. [1976] and Schoenberg 
(1977]). However, these tools crumble in 
econometric research and are likely to be 
even less helpful in accounting. The most 
serious difficulty is that demands for 
more and better data are usually difficult 
to satisfy. Also, most econometric models 
assume stationarity which seldom exists 
in accounting time series or differenced 
series where investments, employees, 
markets, laws, prices, products, economic 
conditions, earnings, etc. are constantly 
shifting. Other problems also arise. For 
example, suppose x (investment) is ad- 
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justed to keep y (net income) on a control 
path. If dynamic regression is attempted, 
Box and MacGregor [1970] show that 
the lag distribution is not identifiable. 


SUGGESTIONS FOR FUTURE 
ACCOUNTING RESEARCH 


The purpose of this paper has not been 
to delve into the complexities of auto- 
correlation. Such complexities purport- 
edly baffie even the most competent 
econometricians. Autocorrelation is one 
of many frequently neglected complica- 
tions inadequately treated in accounting 
as well as econometrics. Although the 
assumption of normality is sometimes 
considered (e.g., in the previously cited 
C-V-P accounted models), violation of 
the assumption of normality is a minor 
issue relative to more crucial issues of 
nonrandom variables, autocorrelation, 
nonstationarity, and lack of research 
controls. Monte Carlo simulation can be 
undertaken in varying degrees of fantasy- 
land realism, but the analyst still remains 
in the dark regarding real-world realism. 

We then puzzle over how accounting 
researchers should proceed. Although I 
am not optimistic about econometric 
forecasting, I encourage accountants to 
explore avenues of more complex actual 
cases which deal more explicitly with 
autocorrelation and other complications 
in the realworld (e.g., along the lines of 
Elliott and Uphoff [1972]). I especially 
encourage future researchers to allow for 
judgmental adjustments necessitated by 
nonquantifiable factors and omitted com- 
ponents in the model structure. Bayesian 
forecasting approaches have been pro- 
posed by numerous accounting writers 
(e.g.. Dyckman [1969]). Oliver [1972] 
suggests using Bayesian confidence inter- 
val financial statements. Formal Bayesian 
schemes appear, however, to be prohibi- 
tively cumbersome in econometric fore- 


casting (e.g., see the criticisms in Granger . 
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and Newbold [1977, esp. p. 201]). Re- 
searchers who proceed along such lines, 
however, may be interested in the paper 
of Tiao and Tan, [1966]. 

I am more favorably impressed with 
the potential of applying cross-impact 
(X-I) analysis or related probabilistic 
forecasting approaches. The X-I ap- 
proach is an extension of the DELPHI 
technique, where X-I is designed to 
account for potential event interactions 
and linking of a sequence of conditional 
forecasts. The advantage of such ap- 
proaches is that human experts are more 
flexible and adept at seeking out and 
dealing with changing signals, qualitative 
factors, and innovative data inputs. 
Multiple experts are not usually con- 
strained to the same inputs, input weight- 
ings, and forecasting procedures. X-I 
analysis allows them to retain their sub- 
jective flexibility, i.e., it simply places the 
forecasting problem in a rational frame- 
work for obtaining and combining ex- 
pert opinion. The vital elements are 
human, subjective, and fallible. X-7 
analysis offers a synergistic component 
to a systems approach and allows for 
forecasts conditioned upon contingent 
external events. Bayesian information 
processing might also be combined with 
X-I analysis somewhat in the same man- 
ner as with the DELPHI forecasts as 
proposed by Hottle [1976]. 

A cross-impact analysis review is pro- 
vided by Duval et al. [1975]. An inter- 
esting research topic might be that of 
utilizing cross-impact analysis in adap- 
tive regression approaches such as that 
proposed by Cooley and Prescott [1973] 
for non-stationary time series causing 
structural change between multivariate 
predictors and the criterion variate. 
Adaptive regression might be adapted to 
allow for both autocorrelation and non- 


stationarity. Forecasting could be greatly ` 


improved by more efficient use of human 


-< 
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experts “tuned” to the complexities of 
an unstable environment. 

My point is that traditional statistical 
inference tools are presently inadequate 
for most real-world accounting forecast- 


ing problems. New tools more appropri- - 


ate to accounting problems should be 
sought after in academic research.? We 
should not be content to play.with older 
known tools in playpens of accounting 
fantasyland. In some of today's “ac- 
counting" research literature, I find 
: valuable contributions to statistics but 
little or no contributions to crucial 
accounting issues assumed away for 
convenience of analysis or inadvertently 
overlooked. 

Accounting research is not alone in its 
disputes over rigor versus relevance. In a 
presidential address deliverered to the 
American Economic Association, Gor- 
don [1976, p. 1] asserts the following: 


The title of this paper summarizes the two- 
fold theme to which I want to address myself 
this evening. First, the mainstream of eco- 
nomic theory sacrifices far too much relevance 
in its insistent pursuit of ever increasing rigor. 
And, second, we economists pay too little 
attention to the changing institutional en- 
vironment that conditions economic be- 
bavior. We do not often enough reexamine 
- our basic postulates in light of changes in this 
environment, and, perhaps more important, 
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we shy away from the big questions about 
how and why the institutional structure is 
changing—and where it is taking us. 


At a later point, Gordon [1976, p. 12] 
laments that this “road to salvation will 
not be an easy one for those who have 
been seduced by the siren of mathemati- 
cal elegance or those who all too often 
seek to test unrealistic models without 
much regard for the quality or relevance 
of the data they feed into their equa- 
tions." Mathematical economist Kornai 
[1971, p. 9] asserts: 


In the real sciences, the criterion is mot 
whether the proposition is logically true and 
tautologically deducible from earlier as- 
sumptions. The criterion of "truth" is, 
whether or not the proposition corresponds 
to reality. 


? William R. Kinney, Jr., one of the reviewers of this 
paper. wrote that the idea of rejecting "older known 
tools" has been considered by auditors in statistical 
sampling. He noted the following: 


For example, it has been observed that accounting 
porulations of dollars do not behave in the same 
way 88 "cows, pigs and horses" and therefore the 
traditional sample survey methods do not neces- 
sarily perform well in auditing (at least not without 
substantíal adaptation). Such observations have led 
to the development of new statistical procedures 
based on "probability proportionate to size" attri- 
bute methods which specifically recognize the 
perculiarities of accounting error populations. 
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Comments 


Fantasyland Accounting Research: 
Let's Pretend... A Comment 
William L. F errara 


HIS “comment” is in no way a 
| criticism of the basic thrust of Pro- 
fessor Jensen’s paper [1979], for I 


heartily endorse his thoughts in that re- 


gard. Nonetheless, I feel compelled to say 
something about potentially misleading 
inferences derivable from his quotes and 
commentary concerning a section of my 
recent publication [1977]. 

. The best way to make my "comment" 
is to quote liberally from a letter I sent to 
Professor Jensen after he was kind 
enough to send me a copy of an earlier 


version of his paper. These quotes are as 


follows: 


Your paper as well as mine are both very 
similar in goal, although I must admit that 
you do a far better job than I in terms of 
"sexy" titles and phrases, 

I deliberately and admittedly started out 
with a "rather simplistic case (normality of 
basic variables)” (p. 597), so I can see no 

- reason to describe it as “Fantasyland.” 

I then moved on to a less simplistic (more 
realistic) situation, i.e., the Monte Carlo 
simulation" where one can estimate prob- 
abilistically both functions x and y (or the 
variables underlying x and y)." Through a 
simulation we can move toward overcoming 
all of the typical simplistic assumptions em- 
bodied in much of the literature you allude to. 
However the cost and ability to pull off a 
simulation is another matter as I specifically 
indicated. Thus, we again turn to more simpli- 
fied approaches such as KS, CvM and Tcheby- 
cheff with the ultimate conclusion that we 
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may be just as well off (maybe better off) if we 
used high, medium and low estimates (pp. 
690-03). 

The real issue in applying probabilistic 
approaches to accounting measurement is in 
coming up with “cost-benefit efficient" tech- 
niques. These may often be closely related to 
а form of high, medium, and low analysis 
which might be based upon some variation of 
the DELPHI technique. 

As you can see by the above comments, I 
don't think we are much different in our basic 
attitudes concerning the use of statistical 
technology in accounting, especially as it 
relates to probabilistic approaches to ac- 
counting, measurements. If there is a differ- 
ence between us, I suspect it's that I lean 
toward less sophisticated techniques since 
they are apt to be more “cost-benefit efficient," 
whereas you lean toward more sophistication 
with the hope that better statistical technology 
will improve decision making. 


The above commentary illustrates the 
great difficulty (encountered by all au- 
thors) entailed in attempting to com- 
municate ideas to others. Complete clar- 
ity to all readers (and even listeners) is 
impossible, for we all have built-in 
limitations in our message-receiving and 

| 
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sending units which yield different per- 
ceptions of what has been written (or 


spoken). In this regard, it would perhaps `~ 


be worthwhile to keep in mind that the 
old adage, “seeing is believing," often 
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functions in reverse, ie., we see only 
what we want to believe, or our message- 
receiving unit receives only what we want 
to receive; all else is mentally blocked 
out. 
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. Human Resource Accounting Infor- 
mation: A Comment Concerning 
| Demand Characteristics 


Doug Snowball 


Hendricks [1976] sought to assess 
the impact of human resource ac- 
counting (HRA) information on stock 
investment decisions. Hendricks con- 


A recent experiment reported by 


investment decisions were affected by the 


. in this experiment stock- 


addition of human resource accounting . 


information to conventional accounting 


information" (p. 300).! This paper ques- 


tions the significance that can be at- 
tached to Hendricks's finding. Two issues 
—demand characteristics and the novelty 
of HRA data—are raised. Because the 
first issue is relévant to the validity of the 
results of any laboratory eee itis 
_ given most attention. 


THE HENDRICKS STUDY 


| Турїсайу ‘the 0,— 


.. Hendricks's experiment involved a 
random assignment of graduate student 


subjects to two groups—Group I and 
Group II. Group I (the experimental 
group) was exposed to two treatments. 
For Treatment I, they were presented 
'with conventional accounting statements 


for two companies, A and B, and were 


asked to advise.an imaginary client on 
how best to invest $100,000 between the 


two companies. For Treatment II, the 


same task was performed, except that 
statements incorporating HRA data (in 
addition to the conventional statements) 
were provided to the subjects. The control 
group, Group IL was subjected ошу to 


Treatment I -- 

. Hendricks's design may best be char- 
acterized as a variation of the separate- 
sample,  pre-test-post-test design (see 
Campbell and Stanley [1966]). Figure 1 
depicts the design where R indicates 
random assignment; O refers to the ob- 
servation of the investment decision ; and 
X refers to the exposure to the experi-. 
mental event (the кеин of HRA 
data). 

FIGURBl 
RO,XO;,—GroupI . 
R XO0,—Group II 


O, difference is ex- 
amined only to confirm the 0,—0, 
comparison. However, Hendricks as- 
signed the majority of his subjects to 
Group I and focused upon the 0,— 

comparison. The 05:03 difference was · 


. 1 Hendricks also addressed the question of why HRA 
information might affect stock investment decisions. Be- 
cause this comment questions whether the HRA ‘infor- 
mation in itself had any impact on decisions, the second. 
aspect of Hendricks's study is not discussed. , 


The author would like to acknowledge the comments 
made by Rashad Abdel-khalik and Gary L. Holstrum, 
both of the ua of Florida. 
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examined only to determine whether 
subjects in Group I were preconditioned 
by first receiving conventional state- 
ments. 

Hendricks did not find a significant 
difference between the amounts “‘in- 
vested” in Company B by. the Group I 
subjects and the Group II subjects (the 
О„— Оз comparison). On the basis of 
this result, he concluded that Group I 
subjects were not preconditioned by 
Treatment I and used only those subjects 
to test his hypothesis. Under Treatment 
I, Group I subjects invested an average 
of $22,709 in Company B; under Treat- 
ment П the corresponding investment 
was $48,909. Hendricks attributed the 
change to the HRA data supplied under 
Treatment II and interpreted the results 
as a confirmation of his hypothesis. 

Commendably, Hendricks referred to 
demand characteristics as a possible 


limitation of his study; however, I fail to ` 


share his belief that it is unlikely that 
they influenced the results obtained. The 
demand characteristics associated with 
his experiment appear to be-so strong as 
to provide a very appealing alternative 
explanation for his results. 


DEMAND CHARACTERISTICS 


“Demand characteristics” (hereafter | 


referred to as DCs) refers to the cues that 
govern a subject’s perceptions of what 
the experimenter expects of him. Ac- 
cording to Orne [1969, p. 146], “They 
include the scuttlebutt about the experi- 
ment, its setting, implicit and explicit in- 
structions, the person of the experi- 
menter, subtle cues provided by him, 
and, of particular importance, the experi- 
mental procedure itself.” If subjects are 
aware that they are participating in an 
experiment, they are likely to be highly 
attuned to those environmental cues 
that, rightly or wrongly, suggest the ex- 
perimenter’s hypothesis. Aronson and 
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Carlsmith [19€8, p. 61] have described 
the human subject as **. .. not respond- 
ing to the experimental operations per se, 


` but... responding to his interpretations 


of what behavior these experimental 
operations are supposed to elicit from 
him." In other words, aspects of the 
experimental environment that are ir- 
relevant to the theoretical variable under 
study may be responsible for behavior 


changes in the direction predicted, or 


may obscure the expected effect and lead 
to systematic outcomes in an unexpected 
direction.” 
DEMAND CHARACTERISTICS AND THE 
HENDRICKS’ STUDY 


Three features of Hendricks’s experi- 
ment will be identified as contributing to 
concern over the impact of DCs. The 
first two are common to many other 
studies; it is only when considered in 
conjunction with the more important 
third feature of Hendricks’s study that 
they become significant. 


First, concern is raised by the use of -< 


student subjects. Student subjects fre- 
quently have had prior exposure to 
laboratory experiments and are especially 
likely to view them as games in which the 
players’ task is to determine the true 
purpose of the experiment. Once “‘dis- 
covered,” the perceived purpose may 
have a particularly strong biasing effect 
upon students’ responses. Orne [1962] 
has stated that college students typically 
share the experimenter’s hope that the 
study in which they are participating will 
contribute to science, and, thus, have 
a very real stake in a successful experi- 
mental outcome.? 


? [t can be argued that DCs threaten internal validity 
because the impact of the theoretical experimental vari- 
able is not determinable; most commonly DCs аге ac- 
cepted as threatening external validity (generalizability). 


` It should be noted that these characteristics are. 


likely to be strongest when subjects are also volunteers. 
Though the empirical evidence is meager, sufficient 


^x 
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Second, Hendricks gave no indication 
that any explicit reward system operated 
within his experiment. The DCs issue is 
not the subjects’ knowledge of the ex- 
perimental purpose per se, but its biasing 
effect upon responses. As Sigall et al. 
[1970]-have suggested, such biases may 
not emerge if subjects can be sufficiently 
motivated by rewards other than those 
associated with fulfilling the role of a 
“useful” subject (ie. by ensuring the 
"success" of the experiment). 

Third, and most importantly, the 
specific experimental materials and pro- 
cedures encourage the view.that DCs may 
underlie Hendricks's results. Tt is difficult 
to imagine that even the most naive 
subject in Group I did not accurately 
detect the purpose of the experiment 
upon exposure to Treatment П. Though 
facing exactly the same task as previously, 
the subject had additional data available 
for his judgment. The data represented a 
substantial addition to the data supplied 
under Treatment I; the data were not a 
product of conventional accounting pro- 
cedures; arid, indeed, they represented an 
accounting innovation that is the topic 
of current debate among accountants. 
. The novelty of these additional data is 
likely to signal that significant changes in 
decisions are expected by the experi- 
menter. | 
' This impression would have been 
strengthened by a closer examination of 
the income statements. Company A had 
a higher net income for both years than 
Company B under conventional report- 
ing; the positions were reversed in the 
HRA statements presented. Similarly, 
Company A showed a more favorable 
income trend over the two years re- 
ported іп the conventional statements 
but Company B showed superior growth 
in the net income reported within the 
HRA statements. Hendricks appropri- 


ately pointed out that the subjects merely. 
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may -havé used the net income figures as 
a basis for their responses (functional 
fixation). A slightly modified explana- 
tion is that the subjects used the net in- 
come figures in determining the experi- 
menter’s expectations and that their 
responses reflected the perceived ex- 
pectations. | 

Both the specific materials and the ex- 
perimental design employed encourage 
concern over DCs. Recall that Hen- 
dricks’s design was characterized earlier 
as a separate-sample, pre-test-post-test 
design. Campbell and Stanley [1966] 
have indicated that this design, unlike 
the one-group, pre-test-post-test design, 
controls for the reactive effects of ex- 
perimental arrangements. However, the 
same authors warn against excessive 
reliance on their summaries of research 
designs. This warning is particularly 
germane to Hendricks’s study, for the 
responses of Group II provide no assur- 
ance that responses of Group I were un- 
contaminated by DCs. Even though 
Стсир II subjects were exposed only to 
Treatment П, they nevertheless were 
exposed to all the experimental materials 
presented to Group П; the only substan- 
tive difference was that no overt decision 
was required of them after examining 
only the conventional statements. In 
short, ample cues were available for DCs 
to also influence decisions by Group II 
subjects. . 


DEALING WITH THE PROBLEM OF 
DEMAND CHARACTERISTICS 


Whether the results of Hendricks's 
study were biased by DCs is a matter of 
opinion; that his approach involved 
little attempt to reduce the possibility 


grounds [Goldstein et al., 1972; McDavid, 1965; Rosen- 
thal and Rosnow, 1975] exist for special concern over 
DCs when subjects are student volunteers. It seems un- 
likely that Hendricks's subjects were volunteers in the 
true sense of the word (see Hendricks [1974, p. 58]. . 
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of such biases is more certain. Accord- ` 


ingly, Hendricks’s failure to report pro- 
cedures undertaken to assess the impact 
of DCs constitutes a serious omission. 
The reader is asked to rely on the fact 
that subjects’ “... responses were kept 
anonymous and the subjects had no 
association with or obligation to the ex- 
perimenter...” (p. 297). 

Orne [1970] has described a number of 
procedures to determine what DCs are 
used by subjects. Of these, both post- 
and pre-experimental inquiry procedures 
could have been employed profitably by 
Hendricks. The goal of both procedures 
is to determine the subjects' perceptions 
of the purpose of the experiment. How- 
ever, post-experimental inquiries, even 
when conducted by a skilled interviewer, 
pose two major problems. First, sub- 
jects’ responses to the post-experimental 
inquiry itself may be biased by DCs. For 
this reason, the inquiry should be con- 
ducted by interviewers who are ignorant 
ofthe true experimental purpose. Second, 
Orne [1962] has pointed out, “... the 
subject's perception of the experimenter's 
hypothesis is based upon his own be- 
havior, and therefore a correlation be- 
tween these two variables may have little 
to do with the determinants of behavior" 
(p. 781). 

The pre-experimental inquiry de- 
scribed by Orne [1970] avoids this sec- 
ond problem. In terms of Hendricks's 
experiment, it would involve describing 
the experimental procedures to subjects 
(other than those intended to participate 
in the experiment itself), showing them 
the specific accounting statements and 
describing the decision tasks. In es- 
ence, these subjects would be “walked 
through" the experiment; their participa- 
tion would be limited only in that a re- 
sponse to the investment decision task 


would not be required of them. The 


subjects, uncommitted by behavioral re- 
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actions to the experimental tasks, would 
then be interviewed to determine their 
perceptions of the experimental purpose. 

DCs cannot be removed entirely from 
any experiment; nevertheless, careful 
pre-experimental inquiry (or post-ex- 
perimental inquiry at the pilot study 
stage) might have led Hendricks to revise 
aspects of his study. Perhaps the ideal 
method of avoiding biases generated by 
DCs—by studying the behavior of indi- 
viduals who are unaware that they are 
participating in an experiment—may 
have been difficult to accomplish in a 
study such as his. However, psychol- 
ogists (e.g., Campbell [1957, 1969]; 
Aronson and Carlsmith [1968]) have 
suggested means by which effects of DCs 
may be minimized. Some appear inap- 
plicable to most accounting research 
(e.g., the medical placebo model and the 
two experiments ploy), and a common 
approach, deception, raises serious ethi- 
cal issues. However, Hendricks might 
have reduced the potential for bias by 
the use of an improved design and rela- 
tively minor changes in procedures (e.g., 
less-transparent materials, an explicit 


- reward system, and a focus upon sensi- 


tivity to changes in HRA data). 


NOVELTY 


Hendricks warned against generaliza- 
tions of the results of his experiment, yet 
commented that “...the favorable re- 
sults of this experiment should justify 
the additional research that would per- 
mit more general conclusions" (p. 301). 
The inference is that the results should 
strengthen beliefs that decisions made 
in the “real world" will be found to be 
affected by the presentation of HRA 
data within financial statements. How- 
ever, given the novelty of the HRA data 
presented to his subjects, the inference 
seems unwarranted, even if the DCs issue 


Snowball 


is set aside.* 

Few individuals presently could claim 
genuine familiarity with HRA data. Hen- 
dricks confined his analysis to subjects 
who indicated an understanding of the 
meaning of HRA. Yet, it is likely that 
most had never seen statements contain- 
ing such data prior to the experiment; 
indeed, the subjects had read and heard 
little about the topic. As a result, their 
perceptions of the characteristics of the 
data (e.g., perceptions of the data’s ob- 
jectivity, reliability and, most impor- 
tantly, relevance) must have been formed 
primarily on the basis of the materials 
presented in the experiment. How they 
perceived the HRA data is unclear 
(probably to themselves as well as to 
readers of Hendricks’s article). The only 
reasonably safe assumption that can be 
made is that the data were perceived to 


be novel. Psychologists frequently have ` 


noted the strong and varied reactions 
generated by novel stimuli (for examples, 
see the review by McGuire [1966]). 
Hence, the responses of Hendricks’s 
subjects may be related more closely to 
the novelty of the data than to percep- 
tions of the relevance of the data to in- 
vestment decisions. 

It may be argued that. the subjects’ 
responses bear some relationship to the 
reactions of “real world" investors to the 
initial introduction of HRA statements. 
However, “real world" decisions have 
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economic consequences and reactions 
to novel data in such an environment are 
likely to be very different (e.g., more cau- 
tious) than those in an experimental 
situation. The more important issue, 
though, is the impact of HRA data pre- 
sented on a continuing basis; the re- 
sponses of Hendricks’s subjects offer no 
insight into either experimental or “real 
world” reactions once such data lose 
their novelty. 

The novelty problem, compared to the 
DCs issue, presents a more formidable 
obstacle for research on the topic ad- 
dressed by Hendricks. Careful considera- 
tion of DCs can lead to procedures that 
satisfactorily manage that problem; pro- 
cedures designed to overcome the novelty 
problem are likely to represent only a 
partial solution or may introduce new 
threats to validity. Ultimately, the latter 
concern may lead to a reluctant conclu- 
sion that behavioral impacts of drastic 
innovations in accounting reporting can- 
not be examined satisfactorily through 
laboratory experimentation until the 
changes lose their novelty. 


* The novelty aspect has previously been mentioned as 
heightening the concern over DCs; in this section novelty 

is discussed as impacting directly upon the study's ex- 
emal validity. 

5 The obvious procedure is to provide extensive op- 
portunities for subjects to familiarize themselves with 
HRA data prior to the main experimental manipulations. 
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Human Resource Accounting Infor- 


mation: A Reply Concerning 


Demand Characteristics 
James A. Hendricks 


ROFESSOR Snowball's comment is 

concerned with demand character- 

istics (DCs) and the novelty of 
human resource accounting (HRA) in- 
formation in my experiment [Hendricks, 
1976]. Snowball identifies three features 
of the experiment that contribute to his 
concern about the impact of DCs. The 
first section of this reply -deals indivi- 
dually with the DC issues and the second 
section deals with the novelty issue. 


DEMAND CHARACTERISTICS 
Student Subjects 


Snowball's first DC concern is the use 
of student subjects. He asserts that 
student subjects often have participated 
previously in laboratory experiments 
and, thus, are likely to view them as 


games in which their task is to determine _ 


the true purpose of the experiment. The 
subjects’ knowledge of the experimental 
purpose then may cause them to give 
biased responses to. contribute to the 
“success” of the study. 

` The above reasoning is unsound in re- 
lation to business laboratory experi- 
ments. In the discipline of psychology, 
student subjects may have had frequent 
prior exposure to laboratory experiments 
because of the large number of experi- 
ments conducted. Prior exposure to busi- 
ness laboratory experiments is unlikely 
because relatively few laboratory experi- 
ments have been conducted. 


Snowball correctly noted that the con- 
cern about student subjects is strongest 
if the subjects are volunteers. The sub- 
jects in my experiment were not “volun- 
teers” per se. Entire classrooms of sub- 
jects were used, although the subjects 
were given the opportunity not to par- 
ticipate. 

Therefore, in my experiment the con- 
cern over DCs related to student subjects 
is minimal because (1) the subjects’ prior 
exposure to laboratory experiments was 
unlikely, (2) the subjects were not volun- 
teers, and (3) the subjects’ responses were 
kept anonymous and the subjects had no 
association with or obligation to the 
experimenter. It is unlikely that subjects 
participating in an experiment under the 
above conditions would be motivated to 
bias their responses to please the experi- 
menter. As support for this position, 
after conducting an experiment designed 
to investigate the "cooperative subject,” 
Sigall et al. [1970, p. 9] stated that “соп- 
sidering both the lack of clear evidence 
on cooperativeness in the literature and 
the results of the present experiment, we 
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must conclude that the large amount of 
concern spent over the ‘cooperative 
subject’ problem has been dispropor- 
tionate.” 


Reward System 


Snowball’s second DC concern is the 
lack of an explicit reward system. One 
purpose of the experimental reward 
structure is to motivate the subjects to be 
involved in the experimental task. The 
explicit reward commonly used in ex- 
periments is money. Since it would have 
been difficult monetarily to reward the 
subjects according to the quality of their 
decisions, a fixed dollar reward would 
have been necessary. Because it is diffi- 
cult to determine the differing effects of a 
fixed dollar reward on the subjects, I 
elected not to use such a reward system. 
I did, however, watch carefully during 
the experiment to determine if the sub- 
jects took the task seriously. Because 
only Опе subject was observed not to be 
taking the experimental task seriously, it 
is likely that implicit rewards such as the 
interest of the task and the desire to 
make sound investment decisions were 
adequate to motivate the subjects to be 
sufficiently involved in the study. 


Snowball states that Sigall et al. [1970] - 


suggested that subjects’ response biases 
can be avoided if subjects are motivated 
by rewards other than those associated 
with being a “useful” subject. A close 
reading of the Sigall article reveals no 
such suggestion. In their article, Sigall 


et al. did suggest that subjects prefer to. 


perform effectively to enhance their self- 
images rather than cooperate to please 
the experimenter. If that is true, an ех- 
plicit reward system may be unnecessary. 


Experimental Design and Materials 


' The most important concern to Snow- 
ball about DCs was the specific experi- 
mental design and materials. In his 
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comment, Snowball depicted my experi- 
mental: design incorrectly as shown in 
Figure 1. 


FIGURE 1 


RO, XO,—Group I 
К XO;,—Group II 


My experimental design is shown cor- 
rectly in Figure 1 on page 295 of my 1976 
article. Using Snowball’s format, my 
design is depicted correctly in Figure 2 
below. i 


FIGURE 2 


К 0,X0;—GroupI 
RXO, | —GroupII 


Snowball states that the potential for 
bias may have been reduced by using an 
improved experimental design. Unfortu- 
nately, Snowball did not suggest such an 
improved desizn. 

Snowball also asserts that the use of 
less-transparent materials might have 
reduced the potential for bias. He states 
that “it is difficult to imagine that even 
the most naive subject in Group I did not 
accurately detect the purpose of the ex- 
periment upon exposure to Treatment 
IL" Certainly, the subjects were aware 
that HRA information was involved, but 
this does not mean that the subjects 
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biased their results to please the experi- ` 


menter. Transparency exists in many 
accounting studies, such as those involy- 
ing replacement cost or confidénce in- 
terval information. It does not neces- 
sarily follow that subjects bias -their 
responses because they are aware of the 
experimental variable. 


Methods of Dealing with DCs 


All experiments have DCs, and: DCs 
cannot be eliminated from experiments 
[Orne, 1962, p. 779]. Snowball acknowl- 
edges that the ideal method of avoiding 


DC response biases—observing indivi- ` 


Hendricks 


‘duals who are unaware that they are in- 
volved in an experiment—is difficult to 
achieve in a study such as mine. He does 
suggest that two procedures described by 
Orne could have been used profitably to 
determine the subjects’ perceptions of the. 
experimental purpose. As admitted by 
Snowball, the first method, post-experi- 
mental inquiry, is defective because (1) 
the subjects’ answers to the inquiry itself 
may be biased by DCs, and (2) “... the 
subject’s perception of the experimenter’s 
hypothesis is based upon his own be- 
havior” [Orne, 1962, p. 781]. 

The second method, pre-experimental 
inquiry, involves “walking” non-partici- 
pating subjects through the experiment. 
That is, these subjects would be exposed 

‚ to all experimental procedures and mate- 
‘tials, but they would make no decision 
responses. These subjects would then be 
asked what they perceived to be the 
experimental purpose. — — 

This second method avoids the prob- 
lem of the subjects' perception of the ex- 
perimental hypothesis being based on 
their own behavior. It does not, how- 
ever, avoid the problem of the pre-ex- 
perimental inquiry technique having its 
own DCs. 

The subjects walking through the ex- 
periment no doubt would be able to de- 
tect that the experiment concerned HRA 
information. The important issue is not, 
however, whether the subjects can de- 
tect -the experimental variable, but 
whether their responses in a real study 
would be affected by DCs. Given that the 
subjects have detected the experimental 
variable, two questions are important. 
First, would the subjects know whether 
they would have altered their responses 
because of DCs in a real study? If the 
subjects do not know wheteher their re- 

. sponses in a real study would be affected 
by DCs, pre-experimental inquiry would 
be useless. Second, would the subjects 
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correctly inform the experimenter that 
they would have altered their responses 
because of DCs in a real study? The 
subjects may incorrectly inform the ex- 
perimenter that they would not alter 
their responses because of DCs in a real 
study, because they may believe that is 
what the experimenter wants to hear. 
Thus, DCs are probably just as likely to 
exist in a pre-experimental inquiry as 
they are likely to exist in an actual study. 

I conclude that DCs cannot be elimi- 
nated with certainty from an experiment, 
and that no adequate method exists to 
determine whether the subjects actually 
responded to DCs. Therefore, the best 
solution to DCs is to design and ad- 
minister experiments in such a manner 
as to minimize the effects of DCs. After 
considering Snowball's comments, I have 
confirmed my belief that my experiment 
was so designed and administered. 


NOVELTY 


Snowball is concerned with the impact 
of the novelty of the HRA information on 
my experiment's external validity. How- 
ever, I never claimed any external validity 
for the study, as evidenced by the follow- 
ing quotation, 'Because this study was ап 
experiment using graduate students as 
subjects, the conclusions of the study 
cannot be generalized to other deicision 
situations or statement user groups" 
(p. 301). Additionally, I said that **. . . the 
favorable results of this experiment 
should justify the additional research 
that would permit more general conclu- 
sions" (p. 301). The only intended in- 
ference is that because stock investment 
decisions were affected by HRA informa- 
tion in this experiment, the additional 
research that would permit generaliza- 
tion to the “real world" was justified. 
From my statement justifying additional 


, research with HRA, Snowball makes the 


following inference: “The inference is 
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that the results should strengthen beliefs 
that decisions made in the ‘real world’ 
will be found to be affected by the presen- 


tation of HRA data within financial, 


statements.” ‘Snowball then says this 
(his) inference is unwarranted because of 
the novelty of the HRA data. · 


I do not believe that the novelty of the . 


information was a serious threat to ex- 
ternal validity in my experiment. Al- 
though the. HRA information was new 
to the subjects, the historical cost model 
was maintained, human assets were de- 
finéd, and the amounts capitalized and 
amortized each year were explained. 
Thus, the HRA information was prob- 
ably not that novel or difficult to inter- 


pret for subjects with an average back- 
ground of.8.2 finance and accounting : 


courses. In addition, those subjects who 
responded 'that the meaning of any 


item(s) on the financial statements was. 


unclear were excluded from the analysis. 

- Snowball states that to cope with the 
novelty i issue “the obvious procedure is 
to provide- extensive opportunities for 
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' subjects to familiarize themselves with 


HRA:data prior to the main experimental 
manipulations." But, as he recognizes, 

this procedure would be a severe threat 
to internal validity. As with his comments 
on the design of the expériment, Snowball 
offers no solution to the novelty issue. He 


'concludes that we may not be able to 


examine satisfactorily in laboratory ex- 


. periments the behavioral aspects related 


to “drastic innovations in accounting re- 
porting." 

I cannot accept Snowball's conclusion 
for two reasons. First, as explained 


above, I do not believe that novelty isa ` 
serious problem if handled properly. 


Second, the purpose of a lab experiment 
is not to generalize conclusive results to 
the real world. The lab experiment:is an 


exploratory study affording control over. 


extraneous variables so that the be- 
havioral impact of a complex variable 
may be exàmined. Favorable results in a 
laboratory experiment justify the. addi- 


` tional research ша решив a 


to the “real world. 
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A Comment on Motivational Con- 
siderations in Cost Allocation 
Systems: A Conditioning 
Theory Approach 


Bikki Jaggi 


OTIVATIONAL considerations, 
M which have been primarily as- 

sociated with budgets in the ac- 
counting area [Becker and Green, 1962; 
Stedry, 1960; Cherrington and Cherring- 
ton, 1973; Ronen and Livingstone, 1975, 
Hays, 1977], were introduced to the cost 
allocation process by Bodnar and Lusk 
[1977]. They have proposed a model 
which sensitizes the allocation of joint 
costs to non-financial organizational 
goals. For modifying the traditional cost 
allocation basis hitherto solely influ- 
enced by the firm’s financial considera- 
tions, an operant conditioning theory 
approach has been suggested. The au- 
thors contend that the proposed process 
will structure the organizational environ- 
ment so that multiple sources of rein- 
forecement contingencies will motivate 
desired subunit behavior [p. 866]. 

I will critically evaluate the assump- 
tions and constructs of the proposed 
model and point out problems associated 
with its implementation. The purpose 
of this evaluation is not to underestimate 
Bodnar and Lusk’s contribution, but 
to warn readers of its limitations. There 
is an inherent risk of not motivating 
subunit participants for better perform- 
ance, if appropriate conditions are not 
present. 
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EVALUATION OF ASSUMPTIONS 
The proposed model implies that: 


1. The operant conditioning theory 
provides a valid approach to moti- 
vate individuals for better per- 
formance, 

. The operant conditioning . theory 
approach is also valid for affecting 
group behavior. 


Validity of Conditioning Theory Approach 


Though the operant conditioning 
thecry was originally introduced in 1953 
[Skinner, 1953], there is not enough 
empirical evidence to support the validity 
of this theory in industrial environments. 
Most of its applications are in the mental 
health (e.g., see Allyon and Azrin [1965] 
and Wolf, Riley, and Mees [1967]) and 
educational environmental settings (e.g., 
see Hanblin, et al. [1967]. Since the 
participants’ behavior observed in these 
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settings may be far less complex than 
that of participants in industrial organi- 
zations, the evidence obtained from these 
applications may not be valid for indus- 
trial environments.! Furthermore, the 
theoretical constructs of the operant 
conditioning model* have come under 
severe criticism;? Argyris [1971] and 
Whyte [1972] are its two main critics. 
Argyris does not consider that the 
operant models can be successful in non- 
laboratory situations unless certain con- 
ditions are met. These conditions are: 


1. the recipient of the reinforcement 
will interpret the reinforcement pre- 
cisely as intended by the reinforcer; 
the recipient will not add his addi- 
tional meanings to any given rein- 
forcement; 

2. the recipient will not add up rein- 
forcements to generate a history of 
the relationship which, in turn, 
could five new meaning to the 
relationship; | 

3. the recipient will not discuss the 
reinforcement program covertly or 
overtly, knowingly or unknowingly, 
with any one else or himself [p. 

, 556]. 


Argyris cites a case in which non- 
fulfillment of these conditions resulted in 
failure of the operant program. In view of 
these conditions, Argyris doubts that the 
model will work in the non-contrived 
world. 

Whyte also expressed skepticism about 
the validity of the conditioning theory in 
the actual world. To use his words, 
“|... my experiences in industry have led 
me to conclude that when we move out 
of the laboratory into the complexities of 
real life, Skinner's operant conditioning 
theory tells us very little about prediction 
and control of behavior [p. 66 ]." 

Whyte considers that four crucial ele- 
ments relating to real life behavior have 
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been omitted from the basic operant 


model, as a result of which the condition- . 


ing model may not become operational - 


First, practical problems exist in defining 
and measuring complex behavior and in 
making determinations about the level of 
worker satisfaction that can be achieved 
through the use of reinforcements. These 
make it difficult to dispense positive re- 
inforcements in work organization. Sec- 
ond, work situations often present con- 
flicting stimuli, which result in producing 
reward from one group and punishment 
from another at the same time. Third, the 
time lags between performance and re- 
wards may make the environmental con- 
üngencies more difficult to manage. 
Fourth, the operant model does not con- 
tain a provision for the contingencies of 
reinforcement relating to the control of 
behavior of the persons which reinforces 
other employees. Jablonsky and DeVries 
[1972] also noted that the last element 
was missing from Nord's [1969] model 
and proposed a multiperson exchange 
model to overcome this shortcoming. 

In view of the above comments, the 
usefulness of the Bodnar-Lusk model 
will depend upon the environments which 
meet several conditions and assumptions 
discussed by the critics of the operant 
conditioning theory. 


Validity of Operant Conditioning Theory 
to Group Behavior 

Skinner's original theory was based on 
human psychclogy and was developed to 
understand the learning process and 
motivation of individual behavior by re- 
inforcing desired outcomes. An experi- 
mental study was conducted to examine 


? For potential applications of conditioning theory in 
organizations see Nord [1969]. | 
Based оп the cperant conditioning principles, Nord 
[1969] and Jablonsky and DeVries [1972] have devel- 
oped models of individual behavior in organizations. 
3 A detailed criticism of the operand conditioning 
model has also been presented by Schneier [1974]. 
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the conditions of training that influence 
the acquisition and decay of group be- 
havior [Glaser and Klaus, 1966]. 

This experiment was conducted on a 
group called team. "In contrast to a 
small group, a team is highly structured 
and follows relatively formal operating 
procedures, for example, a submarine 
crew or a baseball team. À small group, 
on the other hand, is less formal and has 
few specialized individual tasks, for exam- 
ple, a jury or a committee" [p. 1]. 

The results of the first part of the study 
in which team reinforcement was con- 
tingent upon correct responses from all 
team members, indicated that “changes 
in team performance conformed to pre- 
‘dictions made on the basis of knowledge 
of individual organism behavior when 
the occurrence of reinforcement is con- 
trolled following each response [p. 22].” 
The results of the second part of the 
study, which investigated teams with a 
parallel structure where the reinforce- 
ment contingencies were made more 
complex, indicated “that the reinforce- 
ment contingencies set up by the struc- 
ture of parallel team could result in a 
performance decrement as a function of 
team arrangement and the probability of 
correct responses by team members" 
[p. 22]. 

This experiment provided evidence 
that the team performance is*a function 
of not only environmental conditions, 
but also internal conditions, such as, 
communications, structure, processing 
procedures, etc. Thus, the usefulness of 
operant conditioning theory depends 
upon proper coordination and control 
of internal conditions, which implies 
that the success of the Bodnar-Lusk 
model will be influenced greatly by how 
arrangements are made to coordinate 
and control subunit activities. 


EVALUATION OF THE MODEL 
One of the basic components of the 
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model is the contingency of reinforce- 
ment, which emphasizes the relationship 
between behavior and its consequences, 
These consequences refer to the changes 
or cutcomes in an individual’s environ- 
ment. Though it is not explicitly men- 
tioned in the model, it is assumed that 
the proposed model will result in changes 
in environment to control the future 
occurrence of individuals’ specific be- 
havior. In the illustration given by 
Bodnar and Lusk, the contingency of 
reinforcements ultimately will refer to 
the relationship between individual fac- 
ulty members’ publications and the con- 
sequences resulting from these publica- 
tions. The final consequences will not be 
the allocated joint costs, but some kind of 
reward or compensation to individual 
faculty members which will motivate 
them to continue producing research 
publications. According to the operant 
model, the desired behavior will occur 
with greater frequency if possible conse- 
quences are tied to participants’ behavior. 
Thus, rewards to individual faculty mem- 
bers will have to be closely linked to their 
behavior.* This discussion suggests that 
cost allocations, in themselves, cannot 
serve as reinforcers. Instead, the model 
based on the operant conditioning theory 
needs to be modified to show linkage 
between participants’ behavior, cost allo- 
cation and reinforcement. 

It also needs to be pointed out that 
cost allocations may be used for pur- 
poses other than control.* For example, 
fair cost allocation may be required to 
determine the price of a contract, such 


* This close relationship between rewards and be- 
havior has been established by several empirical studies. 
For example, refer to Jorgenson, Dunnette and Pritchard 
[1973]. 

5 The author gratefully acknowledges an anonymous 
referee’s contribution of pointing out the weakness of 
the proposed model with regard to the issue discussed in 
this paragraph. 
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as a defense contract. Therefore, the 
allocation of costs will be guided by the 
principles of fairness. Fairness, in such 
situations, may require the use of a man- 
datory allocation base (CASB). In other 
cases, a least disputed or mutually agreed 
upon base may be used. As a result, two 
allocations may become necessary—one 
for motivation and control and the other 
for fair allocation of costs. Consequently, 
there will be two versions of the rein- 
forcer, which are likely to give conflicting 
signals. Unless the cost allocation model 
can handle this type of situation, the 
reinforcer may lose its ability to condi- 
tion behavior. 


IMPLEMENTATION PROBLEMS 


' Apart from the fundamental issues of 
the validity of the operant. condition 
theory to motivate individual and group 
behavior and suitability of the theory for 
cost allocation systems, several problems 
are associated with implementation of 
the model proposed by Bodnar and Lusk. 
Some important problems include (1) 
schedule of reinforcement, (2) degree of 
reinforcement, and (3) role of punish- 
ment. 

The schedule of reinforcement refers 
to the frequency of dispensing the rein- 
forcement. Should reinforcement be dis- 
pensed on a continuous schedule in 
which every appropriate behavior is 
followed by reinforcement or on a 
variable ratio schedule. In a variable 
ratio schedule the number of desired 
responses varies around some average 
ratio. Yukl, Wexley, and Seymour [1972] 
conducted an experimental study to 
examine the impact of continuous and 
variable ratios. They found that variable 
ratios of reinforcement were more effec- 
tive in sustaining increased production 
in simulated work situations. In the case 
of a cost allocation model based on the 
operant conditioning theory, continuous 
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reinforcement may not. be practical. 
Therefore, a variable schedule will have 
to be developed, according to which : 
subunit participants are provided with 
reinforcement at some intervals. This 
will mean that costs will have to be allo- 
cated at regular intervals during a year 
depending upon the nature of the organi- 
zation and practical difficulties involved 
in allocating costs. 

The degree or magnitude of. шне 


ment will have to be examined in terms of 


individual satisfaction. Should a rein; 
forcement be given until the individual is 
fully satisfied? Weissenberg [1975] has 
pointed out that placing stress on satis- 
fying an individual by providing reward 
until satisfaction is reached will not 
necessarily encourage the individual to 
keep performing at a desired level. It is 
contended that only partial or temporary 
satisfaction by means of available re- 
wards will create optimal conditions for 
the continuous emission of the desired 
behavior by participants seeking rewards. 
Therefore, it is important that in the 
design of reinforcement schedules the 
degree of rienforcement is also properly 
controlled. 

Bodnar and Lusk have stated, 
*... that subunit financial performance 
is evaluated and either rewarded or 
sanctioned as is appropriate [p. 861]." 
Rewards represent positive reinforce- 
ments and are dispensed to increase the 
frequency of the desired behavior. Sanc- | 
tions are punishments, which are used to - 
control behavior or to discourage the 
occurrence of the preceding undesirable’ 
behavior. Punishment can take several 
forms, but the most common form is dis- 
ciplinary action. Some authors have 


pointed out that punishment is being y- 


over-emphasized and is frequently mis- 
used. The authors suggest that in order 
to make it work, it should be prudently 
used [Johnston, 1972; Luthans and Kreit- 


Jaggi 


ner, 1973]. The weakness of punishment 
is that it leads to escape attempts, which 
manifest themselves as tardiness, absen- 
teeism, and high turnover. Further, the 
undesirable behavior is not always ex- 
tinguished but often is merely suppressed 
by punishment. Since punishment is not 
likely to motivate participants toward a 
desired behavior, sanctions should be 
avoided so far as possible, and the empha- 
sis should be placed on positive reinforce- 
ments. 


CONCLUSION 


The above evaluation has pointed out 
the lack of empirical evidence to support 
Ње validity of the operant conditioning 
theory, especially as a motivating force 
for group behavior. Because the success 
of the theory is dependent upon several 
conditions and assumptions, its useful- 
ness in the real world has been greatly 
reduced. Thus, the proposed model’s 
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motivating subunit behavior will only be 
accomplished if several conditions and 
assumptions are met. 

Though not explicitly mentioned, it 
has been assumed that the model links 
the subunit participants’ behavior with 
the organizational goals through some 
kind of a reward system for the subunit 
participants. An empirical test is required 
to examine the validity of using the 
joint allocation process as a link between 
non-financial organizational goals and 
subunit participants’ behavior. 

If the model proposed by Bodnar and 
Lusk is to be used, attention should be 
given to implementation problems. To 
increase the frequency of the desired 
behavior, a proper coordination and 
control of the schedule and degree of 
reinforcements will be highly desirable. 
In addition, positive reinforcements are 
likely to be more appropriate for in- 
creasing this frequency. 
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Institutional Control 
George Bodnar and Edward Lusk 


E wish to thank Professor Jaggi 
Үү = his comments and for рго- 

viding us an opportunity to dis- 
cuss in greater detail (1) the validity of 
the conditioning theory approach, (2) 
the evaluation of the proposed model, 
and (3) the implementation problems of 
the proposed model. 


VALIDITY OF THE CONDITIONING 
THEORY APPORACH 


Jaggi suggests that the theoretical con- 
_ structs supporting the operant condition- 
ing model have come under severe criti- 
cism and have thereby cast doubt on the 
model’s validity. It seems appropriate to 
provide a brief description of these 
theoretical constructs before critiquing 
the criticisms leveled against them. 


Elements of the Operant Conditioning 
Model 


Organizational behavior is frequently 
viewed in the ahistorical, humanistic 
perspective of such men as McGregor 
[1960], Maslow [1965], and Herzberg 
[1966]. This perspective postulates that 
individuals have an essence or intrinsic 
nature which is only congruent with 
certain environments. Motivation is gen- 
erally described in terms of a drive to 
satisfy one’s internal states or needs, as 
in Maslow’s hierarchy or Herzberg’s 
two-factor theory of worker satisfaction. 
Behavior is primarily explained in terms 
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of mental processes which are unobserv- 
able, and secondarily in terms of ob- 
servable environmental factors. This ap- 
proach seems to be generic to accounting 
research which utilizes an “expectancy 
theory” framework [Rockness, 1977; 
Ronen and Livingstone, 1975; and Cap- 
lan, 1971]. 

Expectancy theory holds that behavior 
results from a decision-making process 
in which it is assumed that 


1. Individuals place different values 
(ordinal or cardinal) on different 
outcomes. 

2. Behavior results from decisions 
made by the individual after consid- 
ering the relationship between the 
various decisions and the values of 
those decisions. 


In contrast, conditioning theory does 
not postulate metaphysical assumptions 
concerning the nature of the individual. 
Conditioning theory holds that all be- 
havior may be pragmatically explained 
in terms of the history of interactions 
between an organism and its environ- 
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ment. Conditioning theory maintains 
that purposive connotations, such as 
needs or drives, add nothing to the 
scientific analysis of behavior [Skinner, 
1969, p. 224]. 

In order to adapt, an organism needs 
to learn (1) the meaning of stimuli, and 
(2) the consequences of responses. The 
distinction between the meaning of stim- 
uli and the response consequence is the 
major difference between classical and 
operant conditioning. Classical condi- 
tioning, frequently termed “‘stimulus sub- 
stitution,” is concerned with the pairing 
of a new stimulus with a response which 
is already known to be elicited by a cer- 
tain stimulus (the unconditioned stimu- 
lus). Operant conditioning, frequently 
termed “response selection,” is con- 
cerned with the development of a new 
strength for an emitted response. Under 
operant conditioning, a reinforcing stim- 
lus is presented only after a response has 
been emitted. The stimulus which evoked 
the response is unknown; this is not the 
case under classical conditioning. In the 
terminology of operant conditioning, an 
“operant response” is a response or a 
category of behavior which is emitted 
rather than elicited in that the effective 
stimulus is unspecified [Marx, 1970, p. 
50]. The class of responses upon which 
reinforcement is contingent is called an 
operant, to suggest the action on the 
environment followed by reinforcement. 
Under classical conditioning, the organ- 
ism learns the meaning of stimuli; under 
operant conditioning, the organism 
learns which responses аге reinforced. 

In the operant conditioning frame- 
work, when a response occurs and is 
reinforced, the probability that it will 
occur again in the presence of similar 
stimuli is increased. Any stimulus present 
when an operant is reinforced acquires 
control in the sense that the probability 
of that response occurring is increased 
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when it is present. Such a discriminative 


-stimulus does not act as a goad; it does 


not elicit the response in the sense of 
forcing the response to occur. It is simply 
an essential aspect of the occasion upon 
which a response is made and reinforced. 

The operant conditioning model views 
environmental factors as the primary 
cause of behavior. The control of be- 
havioral change (i.e. motivation) in 
volves changing the probability of re- 
sponses through reinforcement tech- 
niques. Reinforcement may be positive, 
negative, or neutral. Under conditions of 
positive reinforcement, the response pro- 


` duces a consequence that results in an 


increase in the frequency of the response. 
It is commonly stated that such a 
consequence is “pleasing” or “reward- 
ing." However, operant conditioners 
avoid such inferences and define positive 
reinforcers as stimuli which increase the 
probability of a response. Skinner [1969, 
p. 58] notes that “the mere frequency 
with which a reinforcer occurs is much 
less important than the contingencies of 
which it is a part." 


Applicability of the Proposed Model in 
Organizational Control Situations ` 


Professor Jaggi suggests that there is a 
lack of empirical evidence to support the 
theory of operant conditioning in indus- 
trial environments. Furthermore, he sug- 
gests that evidence of validity in other 
environments (mental health, education) 
is not transferable to industrial environ- 
ments. | 

Several comments may be made. First, 
behaviorism is the main-stream of psy- 
chological research [Braginsky and Bra- 
ginsky, 1974]. There is a mass of evidence 
supporting conditioning theory, albeit 
mostly from laboratory studies. Critics 
claim that the artificial behavioral con- 
text of laboratory studies makes research 
results ambiguous and, thus, not trans- 
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ferable out of the laboratory situation.! 
Proponents hold that this is the objective 
of-psychological research. They argue 
that diverse behavior has objective simi- 
larities and these “laws” can only be 
observed in laboratory: environments 
: under scientifically controlled conditions. 

The basic question may be stated as, 
“What is an adequate description of the 
behavioral interrelationships represented 
by the decision making process?" Whyte's 
[1972] criticisms, for example, wholly 
concern omissions of the operant condi- 
tioning model. Jaggi cites four points 
made by Whyte. The first point concerns 
satisfaction, the second distinguishing 
rewards from punishments, and the third 
is the time lags between performance and 
rewards. Each of the underscored terms 
connotes inner states which are specifi- 
cally omitted from the conditioning 
theory model because they are unob- 
servable. It hardly seems fruitful to 
organize a control system based upon 
unobservable variables. 

Whyte's fourth point, however, is 
relevant and represents the major criti- 
cism against conditioning theory. But 
this criticism does not concern model 
validity; it addresses the morality of the 
application of the operant modeling 
approach. Consider a typical laboratory 
study in which one observes controlled 
behavior. Theoretically, both the ob- 
served and the observer are conditioning 
each other. But it is known that one party 
has designed the situation, while the other 
participates in it. If behavior is a function 
of environmental factors, cannot one 
accuse the observer of manipulating the 
participant? Much the same criticism 
may be leveled against control effected 
by central management creating stimuli 
which goad decision makers to follow a 
particular course of action (expectancy 
theory). | 7 

In the same sense, structuring cost 
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allocation on the operant conditioning 
paradigm raises an ethical question con- 
cerning the morality of a central au- 
thority instituting a procedure which 
controls behavior in a scientific, le., 
impersonal, sense. Operant conditiong- 
ing has revived a debate in psychology 
akin to the philosophical issue of "free 
will versus determinism" in human be- 
havior [Rogers and Skinner, 1956]. Thus, 
the question of validity appears to be a 
question of values, and in that sense is 
situational. 


EVALUATION OF THE MODEL 


The comments in this section will be 
directed at supporting the appropriate- 
ness of the model, rather than its validity. 
As a discriminative stimulus, a rule is 
effective as part of a set of contingencies 
of reinforcement. The suggested alloca- 
tion model is essentially a rule derived 
from the contingencies which describe 
the cost allocation process. The exoge- 
nous specifications come from two 
sources. The first source is the accounting 
system; it provides the operational data 
pertinent to cost allocation. This infor- 
mation is used to construct the constraint 
set.: The second source of exogenous 
specifications is management. Through 
the development of behavioral weights 
management may design the allocation 
process given its perception of the or- 
ganizational situation. This behavioral 
weighting is consistent with the notion 
that normative aliocation criteria do not 
exist [Demski, 1973]. Therefore, as Vatter 
[1945, p. 173] has put it, “It is but logical 
that there be some expression of mana- 
gerial viewpoint in the accounting sys- 
tem." The suggested model gives man- 
agement a definitive role in selecting cost 
constructs. Operant conditioning pro- 


! This issue has previously been explored in an ac- 
counting context. See Jensen [1970] and Fertakis [1970]. 
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vides the paradigm for suggesting that 
these constructs will have desirable moti- 
vational properties. 

While the relative role attributed to 
environmental factors varies in the theo- 
ries mentioned above, environmental 
factors are the most objective factors 
influencing behavior and are likely to be 
subject to the greatest amount of control 
in an organization. Cost allocation di- 
rectly influences the financial environ- 


ment of the organization and the operant 


conditioning framework directly modifies 
the financial environment. This direct 
modification of the financial environment 
is one of the most desirable features of the 
operant conditioning model suggested. 
Another important feature of the 
operant conditioning paradigm is its 
parsimonious use of model variables. 
Emshoff [1971] holds that much of the 
disappointment with behavioral research 
stems from the tendency to introduce 
complexities into a behavioral situation 
rather than beginning with simplified 
models. It is believed that a model which 
encourages parsimony in the selection of 
model variables is desirable in developing 
control in an environment of functional 
subunits, such as responsibility centers. 
In providing for cost allocations with 


the operant conditioning paradigm, the: 


following points are suggested: 


1. Responsibility centers may be 
viewed in the abstract as organisms, 
and at a finer level as groups of 

. people. Our analysis herein is at the 
former level, although there is evi- 
dence supporting the notion of 
group conditioning [Glaser and 
Klaus, 1966]. Subunits, rather than 
individuals, have been the unit of 
analysis in theories of organiza- 
tional power [Hickson et al. 1971] 
and conflict [Walton and Dutton, 
1969]. 
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2. A detailed analysis of group inter- 
actions must certainly be situ- 
ational. In addition, the introduc- 
tion of unnecessary complexities 
into a behavioral situation often 
obscures an analysis of the basic 
control relationships. 

3. In accepting a rational, scientific 
model of behavior control, care 
must be exercised that the purpose 
of control i.e. monitoring per- 
formance relative to the goals of the 
system, must be specific and identi- 
fied. 


The control process suggested in this 
study has as its objective the structuring 
of an organizational environment in 
which multiple sources of reinforcement 
contingencies motivate desired subunit 
behavior. The appropriateness of subunit 
behavior is usually related to a set of well- 
established goal measures (ie. profit 
maximization). The cost allocation pro- 
cess provides an additional source of 
reinforcement contingencies for moti- 
vating behavior relative to this behavioral 
criterion. The appropriateness of the set 
of goal measures is central to the value of 
the suggested allocation process. 


IMPLEMENTATION PROBLEMS 


Jaggi’s comments on implementation 
problems, similar to his comments on 
validity, focus on questions of inner 
states (i.e., satisfaction), and not on the 
mechanics of the model itself. The major 
problems seem to stem from the fact that 
allocating a fixed sum is necessarily a 
zero-sum game. The suggested model 
does not alter this consequence; rather, 
it attempts to explain this consequence in 
terms of non-financial output measures. 

Whether this cost allocation system is 
considered as a reward or punishment 
system will depend upon the perception 


of the individual subunits. For example, © 
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subunits receiving the lowest-cost assign- 


ments possible may consider this as a 
reward system, while subunits receiving 
relatively high assignments may view this 
as a penalty system. That no norm char- 
acteristic of the perception of the rein- 
forcement stemming from the allocations 
is possible is much less important than 
the contingencies of which the reinforce- 
ment is a part. Under the principles of 
operant conditioning, it is not necessary 
to infer that reinforcement be "pleasing" 
or “rewarding.” The fact that reinforce- 
ment is contingent upon a class of re- 
sponses is sufficient to maintain and 
generate a great deal of activity [Skinner, 
1969]. However, this should not be taken 
to mean that the nature of the reinforce- 
ment is unimportant. The reinforcement 
must be logically related to the activity to 
be controlled. Establishing neutral rein- 
forcements will not be effective in devel- 
oping a strong conditioning bond. Again, 
the perception of the members of the 
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functional subunit is important. For this 
reason, the reinforcement system has 
been associated with the financial per- 
formance of the subunit. Selecting the 
financial dimension.of the subunit to 
establish reinforcement was done be- 
cause it has been shown [Lusk and Oliver, 
1974] that financial goals (principally 
high productivity, organizational effi- 
ciency, and profit maximization) are 
consistently considered important to 
managers of the subunit and are per- 
ceived by these managers as important to 
the success of the organization. 

Since the financial dimension seems to 
be a consistent and important factor in 
the manager's judgment of individual 
and organizational success and the rein- 
forcement system can be financially 
oriented and sensitized to non-financial 
performance, the operant conditioning 
model seems ideally suited to creating an 
effective control environment. 
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Management Strategy i in a Large 
` Accounting Firm: A Comment 


Kenneth Brooks and Richard Schroeder 


“Management Strategy in a Large 
Accounting Firm" attempted to 
ascertain the existing management strat- 
egy of a public accounting firm. He then 
went on to develop a model of this man- 


pii [1977] in his recent article 


- agement strategy which by implication is ` 


presented as a generalized model for all 
firms. *... [A] model of the manner in 
which a successful public accounting firm 
manages a complex and changing en- 
vironment has been developed” [Baker, 
1977, p. 579] (emphasis added). The 
purpòse of this comment is to raise two 
issues. The first is related to the method- 
ology itself, -and the second is related to 
the relationship of Baker’s model to 
previous research. 

The participation Observation method, 
though not extensively utilized in the field 


of accounting, is recognized as a credible: 


technique for the development of under- 
standings concerning complex social set- 
.tings and relationships. The philosophi- 
cal grounding for the approach is the 
assumption that a viable avenue for 


examing such an organizational setting 


. is through immersion of the researcher 
into the milieu of the social interaction. 

-Given Baker's objectives, the method- 
ology is clearly acceptable and possibly 

` laudable as an. innovation. The ap- 
propriateness of the implementation of 
the methodology is less axiomatic. 

_ The major criticism of Baker’s method- 
ology has traditionally been the potential 
bias of the observer. Given the nature of 
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the technique, it would be possible for 
the observer tendentiously or unwit- 
tingly to screen and order the observa- 
tions to fit preconceived notions or 
hypotheses. There are at least two ways 
to offset this weakness. Bogdan [1972] 
recommends the avoidance of an ob- 
server with expert or professional knowl- 
edge directly applicable to the situation. 
An alternative approach would be to 
have a second person who is not expert 
in the field examine the written observa- 
tions and derive independent findings 
that could be compared. Either approach 
would be a substantive effort to negate 
the bias issue. In any event, Baker ignores 
this issue and fails to report on any 
attempts to control for observer bias. 
The technique also requires a longi- 
tudinal view of the organization in as 
complete an array of situations as possi- 
ble. Given the complexity of public ac- 
counting firms, it is questionable as to 
whether observations over a brief period 
are sufficient. This concern is com- 
pounded by the decision not to observe 
during the busiest part of the firm year. 
All of the firm activities which Baker 
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describes are on-going activities, and the 
time frame chosen is not representative 
of the total experience of public account- 
ing firms. It is also not evident that an 
effort was made to observe the full range 
of firm activities rather than just those 
involving ranking professionals begin- 
ning with “the member of the firm at 
about 9:00 a.m. in the accounting mem- 
ber's office." Many of the activities of a 
public accounting firm occur in a client's 
office or in other settings external to the 
firm. It is essential that the totality of the 
organization impinging on the research 
question effort be examined. Baker's 
approach makes it possible that he was 
allowed to observe only those activities 
desired by the management of the firm. 

The process of participant observation 
has been rather explicitly. outlined by 
Diesing [1971] and was touched upon by 
Baker. The three steps are as follows. 
First, the observer becomes socialized 
into the system, learning roles, normative 
elements, routines, and relationships. 
The observer must become a neutral 
figure, an unobtrusive part of the scene. 
Second, the researcher records observa- 
tions and finally constructs hypotheses 
about the system formulated out of re- 
curring themes in the observations. The 
hypotheses and/or model are continually 
checked with new observation data and 
refined. These last two steps are cyclical 
and interactive until the researcher is 
satisfied with the validity of the hypothe- 
ses and/or model. Clearly, this process 
was not followed in the project reported, 
nor were deviations from the process 
justified by the author. 

These three primary concerns with 
the manner in which Baker implemented 
his methodology—effect of observer bias, 
lack of breadth of observations, and the 
nature of model formulation and testing 
cause the findings to be subject to 
question. The participant observation 
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technique is not the issue. The process of 
implementation is. 

Additionally, Baker's implication that 
his is a general model is subject to ques- 
tion, and his failure to compare findings 
with previous research is a weakness. 
When Baker states that he observed the 
managenfent strategy of a successful 
large public accounting firm, he is im- 
plying that all successful firms employ 
this strategy, and since there are many 
successful firms (at least in terms of gen- 
erated revenues), the management strat- 
egy of many firms must be similar to this 
model. The use of an individual observa- 
tion to draw generalized conclusions is a 
tenuous assumption at best, but when 
Baker completely ignores all previous 
research on the nature of the organiza- 
tion and strategy of public accounting 


c 


firms, he provides little support for his ` 


conclusions. 

There has been precious little research 
on the nature and performance of public 
accounting firms, but the researcher who 
gains access to an organization and then 
fails to discuss findings in relation to 
existing research does a disservice. Even 
given the limitations noted above, Baker 
may have' outlined new avenues of in- 
quiry and provided evidence of conflicts 
between previous work and his own 
which should have been discussed.. 

Two examples serve to illustrate the 
conflicts between Bakers model and 
previous research. Baker [1977, рр. 579— 


580] states that “Doing... those activi- _ 


ties which the firm undertakes to main- 
tain and improve its relationship with its 
client” include tax preparation and plan- 
ning, management consulting, training of 
and search for qualified executives, ad- 
vice and expertise in matters before 
governmental agencies, and ready access 
to securities markets through unqualified 
financial statements. However, in de- 


_scribing changes in the equilibrium condi- 


Brooks and Schroeder 


tion which affect the Being strategy (the 

image of the firm), he discusses only the 

~ responses of public accounting firms 
which relate to the attest function. 

On the other hand, Montagna [1974] 
hypothesized that the multiplicity of 
tasks inherent in the varied role of the 
large-firm accountant has introduced an 

element of uncertainty into the practice 
of public accounting and that the uncer- 
tainty created by these various roles is 
the most significant impetus for change 
in public accounting. Does Baker dis- 
agree with Montagna's premise? The 
reader is left to his own devices to reach 
a conclusion. 

Second, Sorensen [1967], Sorensen 
and Sorensen [1972], and Schroeder and 
Imdieke [1977] have all shown that indi- 
viduals in public accounting firms tend to 
become more organizationally oriented, 
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as opposed to professionally oriented, as 
they rise in the firm's hierarchical struc- 
ture. The results of these three studies 
would tend to indicate a management 
strategy of certainty in dealing with - 
alternative financial statement presenta- 
tions, because the firm can set policies 
and expect them to be followed. How do 
the results of these studies fit into Baker's 
model? He may have achieved different 
results, but a comparison of results with 
these of earlier studies would have been 
useful. 

In summary, Baker is to be com- 
mended for the attempt to utilize a previ- 
ously untried technique in analyzing an 
accounting firm; however, limitations in 
methodology and failure to relate his 
work to previous studies raise questions 
about the reliability of the results. 
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Management Strategy in a Large 
Accounting Firm: A Reply 


С. Rickard Baker 


would like to thank Professors 
I Brooks and Schroeder for their com- 

ments on my article, “Management 
Strategy in a Large Accounting Firm.” 
However, I would like to point out that 
few of their comments may be validly 
sustained. 

The major portion of Brooks and 
Schroeder’s comments may be answered 
by the fact that, due to editorial con- 
straints, an article in THE ACCOUNTING 
REVIEW is limited to approximately 20 
typewritten manuscript pages. This is 
unfortunate in that as much may be left 
out of an article as is included. I believe 
that most of Brooks and Schroeder’s 
comments would be answered by re- 
ferring to the following materials by me 
published elsewhere: “A Relational An- 
alysis of Structure in Complex Organi- 


research. While I did not employ a 
second observer, as Brooks and Schroe- 
der suggest, I did, in fact, employ a second 
person who fully examined written and 
oral observation materials and who 
helped develop independent findings. 
Furthermore, the findings were validated 
by persons in the observed firm. . 

In regard to the comment that the time 
frame chosen was not appropriate, I 


: would respond that the time frame chosen 


zations: The Case of the Large Account-. 


ing Firm," doctoral dissertation 
(University of California, Los Angeles, 
1975). “The Structural Response of the 
Large CPA Firm to Its Environment.” 
International Journal of Accounting Edu- 
cation and Research (Spring 1977). “An 


Observation Study of a Large Public : 


Accounting Firm," Human Relations 
Vol. 30, Number 11 (1977). "Structure in 
Accounting Research," chapter n Prog- 
ress in Cybernetics and Systems Research 
Vol. V (Washington, D.C.: Hemisphere 
Publishing Corp., 1978). 

In particular, I would like to reply ihai 
the problem of observer bias was in no 
way ignored during the progress of my 
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was probably the most appropriate of 
any that could have been chosen, in that 
it was a cross-section of all of the activi- 
ties that the firm is engaged in and not 
merely auditing. The full range of activi- 
ties was observed, including field auditing 
situations. Indeed, it was found that 
observing field auditing was not particu- 
larly helpful towards developing an un- 
derstanding of management strategy, 
and that it was only in the office environ- 
ment that such strategy was fully re- 
vealed. Although it was imperative that 
client confidentiality be maintained, there 
were no impediments placed in the way 
of observation by management of the 


The original research to which this reply pertains is not 
in any way related to the firm of Coopers & Lybrand. 
The opinions contained in this reply are solely those of 
the author. 


C. Richard Baker is an Audit Manager 
in the Executive Office of Coopers & 
Lybrand, New York. 


Manuscript received and accepted April, 1978. 
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Regarding the comment that Diesing’s 
methodology was not followed, I would 
`~ reply that, on the contrary, Diesing's 
method was followed explicitly and com- 
pletely. 


I do not believe that I implied that all - 


successful firms follow the same strategy 
which I observed. In fact, the paper 
specifically indicates that this was a model 
of a successful firm, not all successful 
firms. Nevertheless, through subsequent 
investigations, I have no reason to believe 
that other successful firms do not employ 
a strategy which is quite similar to that 
described. | 

Regarding the comment that I ignored 
previous research, I have two replies. 
First, it is not at all true that I ignored 
previous research, as a reading of the 
literature review chapter of my disserta- 
tion will clearly reveal. Second, it is my 
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belief that previous research had little to 
offer in the way of informative knowl- 
edge in the area that I was investigating. 

Regarding the comment that I discuss 
only the responses of public accounting 
firms which relate to the attest function, 
this was precisely the point of my article; 
that is, the management strategy of the 
large accounting firm is to preserve the 
credibility of the attest function while 
nevertheless providing a tangible prod: 
uct to its clients. 

I have no quarrel with Montagna’s 
notion of uncertainty in the environment 
of the large accounting firm. I believe 
I demonstrated where the uncertainty 
comes from and why it occurs. Sorensen’s 
concept of bureaucratic orientation takes 
no cognizance of structural imperatives 
or environmental forces and was, there- 
fore, not helpful. 
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Larry L. Lookabill 
Richard H: Visse 


Dempsey M. Dupreé 
Frank Luh 

Prem Prakash 

Lee H. Radebaugh 
Richatd Vangermeersch 


Jimmy D. Sheriff 
Сагі G. Kretschmar 


Samuel K. Kniffen 


George M. Blankenbeckler 
Louis E. Mullen 


Steven M. Flory 
Gary Grudnitski 
James P. Mandel 


D. Gerald Searfoss 
Jay M. Smith, Jr. 


Gary Cunningham 
Charles L. Holley 
Peter E. Battelle 


Lois Etherington 
James H. Pratt 


George H. Bodnar 
Ronald J. Points 


Jay H. Coats 


Larry Ozzello 
Kailas J. Rao 


New Mexico State University 


Universizy of New Mexico 


Baruch College, CUNY 
Baruch College, CUNY 
St. Bonaventure University 


Dutchess Community College 


East Carolina University 


University of North Carolina, Charlotte 


University of North Dakota 


Bowling Green State University 


Cleveland State University 
The Ohio State University 
University of Cincinnati 
University of Tulsa 
Oklahoma State University 


University of Oregon 
Portland State University 


Clarion State College 
Lehigh University 
University of Pittsburgh 


Pennsylvania State University 


University of Rhode Island 


Clemson University 
University of South Carolina 


University of South Dakota 


Middle Tennessee State University 
East Tennessee State University 


Texas A&M University 
The University of Texas, Austin 


Rice University 


University of Utah 
Brigham Young University 


Virginia Polytechnic Inst. and State 


University 


Virginia Commonwealth University 


University of Vermont 


Washington State University 
University of Washington 


George Washington University 


General Accounting Office 


West Virginia University 


University of Wisconsin—Eau Claire 
University of Wisconsin—Milwaukee 
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University of Wyoming 
University of New South Wales 
University of Calgary 


London School of Economics & Political 
Science 


University of Canterbury 
University of Puerto Rico 
University of Edinburgh 


ADMINISTRATORS OF ACCOUNTING PROGRAMS GROUP 


WYOMING Michael J. Cerullo 
AUSTRALIA Ronald Ma 

CANADA C. A. Prentice 
ENGLAND Peter L. Watson 
NEW ZEALAND Bevan J. Clarke 
Puerto Rico Manuel L. Montalvo 
SCOTLAND Tom Robertson 
Board of Governors 


President—K. Fred Skousen, Brigham Young University 

Vice President—William Markell, University of Dela- 
ware 

Secretary—Stephen E. Loeb, University of Maryland 


Committee on Continuing Education 


Treasurer—Robert W. Williamson, University of Notre 
Dame 

Past President—Doyle Z. Williams, University of South- 
ern California 


Charge: 1. To plan, coordinate, and administer the AAA Chairpzrson' s Seminar. 
2. To serve as liaison for other continuing education activities that the AAP might become involved witb. 


Coordinating Board Member—Clarence G. Avery, 
Florida Technological University 

Members—Alan Johnson, Chairperson, California State 
University—Hayward 


Committee on Current Affairs 


G. F. Dominiak, Texas Christian University 
Bob West, University of South Florida 


Charge: To monitor developments of current interest to the AAP membership (c.g., recruitment and accreditation), 
and to inform the membership (generally through the newsletter) as to these developments. 


Coordinating Board Member—Robert K. Zimmer, Uni- 
versity of Minnesota 

Members—E. J. DeMaris, Chairperson, North Texas 
State University 


Data Base Committee 


Herbert E. Miller, University of Georgia 

Russell J. Petersen, Arizona State University 
Harold M. Sollenberger, Michigan State University 
Edward E. Milam, University of Mississippi 


Charge: 1. To review the data base needs of Accounting Administrators. 
2. To develop and implement a system for collecting, distributing, and maintaining a national data base for account- 


ing programs. 

Coordinating Board Member—Denald E. Kieso, North- 
ern Illinois University 

Members—Charles E Chairperson, Miami Uni- 
versity 


Membership Committee 


Ed Summers, University of Texas—Austin 

Doyle Z. Williams, University of Southern California 
John Simmons, University of Florida 

Charlie Weiss, Seton Hall University 


Charge: To encourage and solicit membership in the Administrators of Accounting Programs Group of the AAA, 


Coordinating Board Member—Clarence G. Avery, 
Florida Technological University 

Members—Larzette С. Hale, Chairperson, Utah State 
University 

Charles T. Andrews, California Polytechnic State 


Committee on Nominations аъ. 


М. Onsi, Syracuse University 

Bruce T. Kruse, Western Illinois University 
Gale E. Newell, Western Michigan University 
Lowell Chapman, Ferris State College 

Ronald O. Niemeyer, Jackson State University 


~ 


Charge: To nominate officers and Board Members as provided in the By-Laws. 
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Coordinating Board Member—K. Fred Skousen, Brig- 
ham Young University 

Members—Doyle Z. Williams, University of Southern 
California 

Elton A. Devine, Eastern Michigan University 


-Committee on Organization and By-Laws 
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Mohamed E. Moustafa, California State University— 
Long Beach 
John T. Wheeler, University of California—Berkeley 


` К. Fred Skousen, Brigham Young University 


Charge: To review the AAP’s organizational structure and By-Laws, and propose changes as deemed. appropriate in 


accordance with the By-Laws. 


Coordinating Board Member—Robert K. Zimmer, Uni- 
versity of Minnesota 

Members—Walter James, Chairperson, Washburn Uni- 
versity 


Committee on Research and Publications 


Robert B. Sweeney, University of Alabama 


Charge: 1. To prepare and issue a Fall and Spring Newsletter for the membership. 


2. To perform the annual faculty market survey, prepare a written report for the membership by August 15, 1979, - 


and present the results of the survey at the 1979 annual membership meeting. - 
3. To identify other research areas of concern to the membership; facilitate research efforts in these areas, and recom- 


mend publications of interest as appropriate. 

Coordinating Board Member— Thomas F. Keller, Duke 
University 

Members—Spencer J. Martin, Chairperson, University 
of Rhode Island 


Belverd Needles, DePaul University 

Allan R. Bailey, San Diego State University 

Bob Jensen, Florida State University 

E. James Meddaugh, Rochester Institute of Technology 


AMERICAN TAXATION ASSOCIATION SECTION 


Officers 

President—Albert R. Mitchell, West Texas State Uni- 
versity 

President-Elect—Allen Ford, University of Kansas 

Trustees 


A. J. Cheifetz, Lester Witte & Company 

Earl F. Davis, University of Georgia 

Arthur J. Dixon, Oppenheim, Appel, Dixon & Company 
Catherine E. Miles, Georgia State University 

Counsel 

Kelleher Riess, Tulane University 

1979 Annual Meeting 

Program Chairman—Barry C. Broden, University of 


Miami 
Site Arrangements Chairman—James E. Wheeler, Uni- 


The Journal 


Vice President—Jane O. Burns, Indiana University 
Secretary-Treasurer: Boyd Randall, Brigham ‘Young 
University | 


Lyle Petit, Peat, Marwick, Mitchell & Company 
Donald H. Skadden, University of Michigan 

Willis C. Stevenson, University of Wisconsin—Madison 
Vic H. Tidwell, Arizona State University 


versity of Michigan. ‘Visiting, University of Hawaii, 
1979 


Charge: Implement the recommendations of the 1977-78 ATA Publications Committee. 


Editor—G. Fred Streuling, Brigham Young University 
Editorial Board—Ron Bagley, University of Utah 
James Н. Boyd, Arizona State University 

D. Larry Crumbley, Texas A&M University 

Anna C. Fowler, University of Texas—Austin 

J. W. Giese, North Texas State University 

Philip J. Harmelink, University of Cincinnati 

J. Warren Higgins, University of Connecticut 


Ken Milani, University of Notre Dame 

James E. Parker, University of Missouri—Columbia 
James L. Pyle, Laventhol & Horwath 

Allan H. Savage, New Mexico State University 
Richard P. Weber, University of Wisconsin —Madison ' 
James E. Wheeler, University of Michigan 

Eugene Willis, University of Illinois 


Y 
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ATA Newsletter 
Charge: Continue the preparation and distribution of the ATA Newsletter until ATA commences ‘publication of a 
— journal. 
Editor—Ken Milani, University of Notre Dame Dale Davidson, Arizona State University 
Advisory Group—Charles Calhoun, University of Kevin Misiewicz, University of Notre Dame 
Miami 
Accreditation Committee 


Charge: Coordinate with and provide input to the Accounting Accreditation Planning Committee of the American 
Assembly of Collegiate Schools of Business concerning collegiate tax education. 


. Chairman—Allen Ford, University of Kansas Jerome S. Horvitz, University of Houston 
Members—Durwood L. Alkire, University of Washing- Harold Q. Langenderfer, University of North Carolina 
ton: Ray Sommerfeld, University of Texas—Austin 


John B. Barrack, University of Georgia 
^ Tax Course Syllabi Committee 


Charge: Based upon research conducted during 1977-78, develop and present to the membership syllabi for first 
and second courses in taxation. 


Chairman—Kenneth Н. Heller, University of Georgia . John D. Everett, Bowling Green State University 


Members—Richard F. Bebee, Miami University Sally Jones, University of Texas—Austin 
Rick Boley, University of Michigan James E. Smith, College of William and Mary 
Jane O. Burns, Indiana University Г Jay Morgan White, Brigham Young University 


Arthur E. Carlson, Washington University 


Tax Case Development Committee 


Charge: Collect, write and prepare for publication by ATA cases suitable for use in college and university tax courses, 
including suggested solutions, discussion points and/or research notes for each case. 


Chairman—Jack L. Kramer, University of Texas— Philip J. Harmelink, University of Cincinnati 


Austin Naomi McCarty, Kansas State University 
Members—Jane O. Burns, Indiana University Ronny Ross, Indiana University 
~ P. Michael Davis, University of Kentucky Richard P. Weber, University of Wisconsin—Madison 
Leslie E. Greenberg, Deloitte Haskins & Sells 
Monograph Committee 


Charge: Review and, as deemed appropriate, recommend for publication by ATA as monographs papers submitted 
on topics in taxation. 
Chairman—D. Larry Crumbley, Texas A&M University Bugene Seago, Virginia Polytechnic Institute 
Members— Patricia Elliott, University of New Mexico Martin Spencer, St. John's University 
Ted D. Englebrecht, University of Oklahoma Willis C. Stevenson, University of Wisconsin—Madison 


History Committee 


Charge: Collect and preserve for future reference copies of all pertinent documents end correspondence related to 
the formation and operations to date of ATA. Investigate and if deemed feasible inaugurate a system of cataloging and 
indexing of these materials. 

Co-Chairmen—Don C. Marshall, University of Missouri — Members—Robert M. Anderson, Attorney at Law 

— Columbia Ted L. Fisher, Louisiana Tech University 

Ephraim P. Smith, Cleveland State University Frederick R. Jacobs, University of Minnesota 


AUDITING SECTION 


Officers 
Chairman--Jack C. Robertson, University of Texas— Secretary—Jay M. Smith, Jr., Brigham Young University 
Austin Past Chairman—Alvin A. Arens, Michigan State Uni- 
Vice Chairman (Academic)—Neil Churchill, Harvard versity 
University Newsletter Editor—Alvin A. Arens, Michigan State 


уке Chairman (Practice)—James K. Loebbecke, Touche University 
Ross & Co., New York р 
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Committee Chairpersons 


"Education—R bert E. Hamilton, University of Minne- 
sota, Research Bibliography Coordinator, 1978-79 
Bart H. Ward, Touche Ross & Co., New York, CPE for 

Academics Coordinator, 1977-79 
Gary L. Holstrum, University of Florida, Annual Meets 


Regional Chairpersons 


Northeast—Dr. Joseph A. McHugh, Boston College 

Mid-Atlantic—Dr. Martin Taylor, University of Mary- 
land 

Southeast—Dr. Alan J. Winters, Louisiana State Uni- 
versity 

Ohio—Dr. Hugh Hoyt, Miami University 

Midwest—Dr. Robert E. Hamilton, University of 
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ing—1978—79 Education Session Coordinator 
Michael J. Barrett, University of Missouri—Kansas 

City, Governmenia!-Internal Coordinator, 1978-79 
Research— William Felix, University of Washington 


t 


Minnesota 

Southwest—Dr. Frederick G. Davis, North Texas State 
University 

West—Dr. John Rhode, University of California— 
Berkeley 

Canada—Prof. Wai P. Lam, University of Windsor м 


INTERNATIONAL ACCOUNTING SECTION 


Officers 


Chairman—Lee Н. Radebaugh, The Pennsylvania State 
University 

Vice Chairman (Academic)—Dhia D. AlHashim, Cali- 
fornia State University, Northridge 

Vice Chairman (Practice)—Ralph J. Mandarino, Peat, 
Marwick, Mitchell & Co., Detroit 


Newsletter 
Associate Editor—Peter Holzer, University of Illinois 


Advisory Board 


Gerhard Mueller, Chairman, University of Washington 

Jorge Barajas Palomo, Interamericana de Contabilidad 

M. Edgar Barrett, Southern Methodist University 

John Brennan, University of Saskatchewan 

Michael N. Chetkovich, Deloitte Haskins & Sells, San 
Francisco, CA 

Anthony G. Hopwood, London Graduate School of 
Business Studies 

Klaus Macharzina, Universitat t Hohenheim, West Ger- 
many 


Education Committee 

Jane Burns, Chairman, Indiana University 

John Small, Heriot-Watt University 

Seiichi Sato, Yokohama National University, Tokyo, 
Japan 

John C. H. Woo, California State University, Fullerton 

Abdel M. Agami 


Liaison Committee 


John Brennan, Chairmar "University of Saskatchewan 

Adolph J. H. Enthoven, Chairman, University of Texas 
at Dallas | 

Arne Kinserdal, Norwegian School of Economics and 
Business Administration 

Diego Foyo, Valores Industriales, S. A., Mexico 

Seigo Nakajima, International Christian University, 
Tokyo, Japan 

Andre Zund, Switzerland 


Secretary—- Irving L. Fantl, Florida International Uni- 
versity 

Treasurer—Norlin G. Rueschhoff, University of Notre 
Dàme 

Chairman, Advisory Board— Gerhard G. Mueller, Unie 
versity of Washington Es 


Assistant Editor—Maureen Berry, University of Illinois 


Alister Mason, Deloitte Haskins & Sells, Toronto, P 


Canada. . zx: 
Robert Morgan, FASB 
Kenneth S. Most, Florida International University 
Hans Martin Schoenfeld, University of Illinois , 
Anita I, Tyra, California State University, Fullerton 
Murray C. Wells, University of Sydney м 
Stephen А. Zeff, Rice University 
Vernon K. Zimmerman, University of Illinois 


David J. Boyd, Western Michigan University 

Steven Mintz, California State University, Hayward 

Charles Fazzi, Arizona State University 

A. Van Seventer, San Francisco State University 

Robert Meier, San Diego State University ES 
Dieter H. Weiss, Bentley College 


Eugene J. Minihan 

James P. Wesberry, Jr., The International Professional 
Development Institute Ltd., Ecuador 

A С. Coenenberg, Universitat Augsburg, West Ger f^ 
many 

Harvey Mann, Concordía University, Canada 

Charles Tritschler, Purdue University 

Desmond McComo, University of Southampton, En- 
gland 
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Research Committee 


Thomas G. Evans, Chairman, University of South 
Carolina 

Linda Kistler, Lowell Technological Institute 

Yaw M. Mensah, Indiana University 

Norman Bartczak, Harvard Business Schoo} 

Frank R. Urbancic, Youngstown State University 

Ellen Cook, University of San Diego 

Gary M. Cunningham, Virginia Polytechnic Institute 
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and State University 

Wayne A. Label, Southern Illinois University 

Konrad W. Kubin, Virginia Polytechnic Institute and 
State University 

William C. Dent, Elmer Fox, Westheimer & Company, 
Colorado 

Helen Morsicato, University of Oregon 


COMMUNITY/JUNIOR COLLEGE SECTION 


Officers 
Chairman—Albert T. Pasek, Delta College 
Vice Chairman and Chairman-Elect—Lorraine Hicks, 


State Technical College at Memphis 
Secretary—Lee C. Wilson, Mesa Community College 


MANAGEMENT ADVISORY SERVICES SECTION 


Officers 

Chairman—John О. Mason, Jr., University of Alabama 

Vice Chairman—Edward L. Summers, University of 
Texas—Austin 

Secretary—Thomas E. Gibbs, Potter & Company, Lex- 


Regional Vice Chairman 

Mid-Atlantic—Shimon D. Magen, University of D.C. 

Midwest—A. Douglas Hillman, Drake University 

Northeast—Joseph L. Sardinas, Jr. University of 
Massachusetts 

Southwest—Bruce E. Collier, Texas Tech University 

Western—J. Owen Cherrington, Brigham Young Uni- 
versity А 


Committee Chairmen 


Education Committee—Gary M. Grudnitski, University 
of Texas 
MAS Standards Committee—James C. Kinard, Ohio 


ington, Kentucky 
Past Chairman—Charles Litecky, University of Mis- 
souri—Columbia 


Ohio—Kenneth Rosenzweig, Ohio State University 

Canadian—Hartmut J. Will, University of British 
Columbia 

Southeast—S. Philip Harris, Jr., Peat, Marwick, Mitchell 
& Co., New York and North Carolina 


State University 3 
Membership Committee—A. Douglas Hillman, Drake 
University 


PUBLIC SECTOR SECTION 


Officers i 

Chairman—Emerson O. Henke, Baylor University 

Chairman-Elect-—William A. Broadus, Jr., U.S. General 
Accounting Office 


Newsletter Committee 

Chairman—Robert Ingram, University of South Caro» 
lina 

Members—James M. Williams, Municipal Finance Off. 
cers Association, Chicago 


Membership Committee 


Chairman—R onald J. Points 

Members—W. B. Bolton, Government of Canada 
.Ray Brown, University of Denver 

John Dettman, University of Minnesota —Duluth 


Research Committee 


Chairmen—Abraham J. Simon, Queens College, CUNY 
Members—Leonard E. Berry, Georgia State University 


Secretary —William W. Holder, Texas Tech University: 
Past Chairman—Robert J. Freeman, University of 
Alabama 


A. M. Mandolini, Peat, Marwick, Mitchell & Co., 
Chicago . 

John Engstrom, University of Georgia 

James Patton, University of Pittsburgh 


Cari О. Orne, California State University —Hayward 

Margaret C. Veatch, University of Arkansas—Little 
Rock 

Jackson A. White, Southern Illinois University 


Kailas Rao, University of Wisconsin—Milwaukee 
Joseph R. Razek, University of New Orleans 
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Education Committee ` 
Chairman—Earl K. Littrell, Willamette University Members—Sanford C. Gunn, University of Buffalo 
. р a 
. Regional Representatives Ed 
Charge: 1) Work with the Education and Membership Committees to assure coverage of public sector topics on 
regional AAA (and other) programs and that attendees are aware of the Public Sector Section. A 


2) Otherwise facilitate and oversee Section activities at the regional level. 
Coordinator—William A. Broadus, Jr., U.S. General Northeast—Donald R. Simons, Boston University 


Accounting Office Ohio—Nabil M. Hassan, Kent State University - 
Canada—W. B. Bolton, Government-of Canada Southeast—Gary R. Fane, University of North Florida 
Mid-Atlantic—Steve F. Jablonsky, The Pennsylvania © Southwest—Russell J. Petersen, Arizona State Uni- 

State University versity 
Midwest—Jim Krueger, University Missouri—St. Louis West—Francis B. Tims, Golden Gate University 
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Book REVIEWS 


| | Thomas J. Burns, Editor 


. Eprror’s Note: Books for review should be sent to Professor Thomas J. Burns, 
The Ohio State University, 1775 College Road, Columbus, Ohio 43210. 


A. RASHAD ABDEL-KHALIK and THOMAS 
F. KELLER, Editors, Financial Informa- 
tion Requirements for Security Analysis, 
(Graduate School of Business Adminis- 
tration, Duke University, Proceedings 
from the Second Accounting Symposium, 
December 2-3, 1976 pp.iii, 164, $5.25). 


A reviewer must adopt a somewhat different 
role for a collection of conference papers and 
discussions than for a manuscript that does not 
incorporate its own critical examination. After 
summarizing the major papers, some uses for the 
collection are suggested. 

The papers all focus on the accounting/ 
: security analysis interface. The editors might 

‘have included a statement of purpose and ob- 

jectives for the symposium. Harold Bierman's 
closing synthesis does capture the thrust of all the 
papers, except for Robert May's. However, 
except for his comparison of his expectations 
about the symposium content (discussions of the 
importance of accounting, market efficiency, 
disclosure and form, cost of information, 
desirability of regulation and ways to improve 
accounting) to the content of the papers, the 
reader can only surmise the intent of the con- 
ference organizers. 
In the first paper, "Toward a Theory of Invest- 
; ment Value,” Jack L. Treynor suggests that 
security valuation cannot be based on currently 
produced accounting data. Rather, he argues 
that a valuation theory for the firm's capital 
assets must be developed. Only when the theory 
is developed can the corporate accounting dis- 
closure necessary for proper valuation be deter- 
mined. Treynor develops, primarily in a narra- 
tive, the basic foundations of his proposal for a 
valuation theory. 

In "Information Needs for Portfolio Choice: 
Some Normative Aspects," Nils H. Hakansson 
indicates that investor information needs cannot 
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be determined until models of 1) decision- 
making, 2) consumer-investor choice behavior, 
3) the behavior of the firm, and then 4) financial 
market equilibrium are prepared. Progress in 
accounting disclosure policies can only be made 
when these models are in place. Hakansson con- 
tinues by using informal analytics to develop 
criteria for deciding who should and should not 
hold the market portfolio under conditions of 
unequal information. 

The next paper, “The Implications of Security 
Price Research for Disclosure Policy and the 
Analyst Community,” authored by William H. 
Beaver, is a verbal description of the current 
disclosure environment followed by descriptive 
notes on the role of anecdotal evidence and the 
implications and non-implications of the em- 
pirical security price research literature for dis- 
closure policy. 

The fourth paper, "Some a priori Properties 
of Conventional and Current Cost Income Num- 
bers vis-a-vis Security Analysts," partially returns 
to a concept that has been absent from the 
literature for some time, what will the numbers 
look like if some accounting/disclosure alterna- 
tive is adopted. The author, Robert G. May, 
identifies some variables that financial analysts 
have found useful. Then, through a simple but 
complete example, he produces financial state- 
ments and then the financial analysis variable 
outcomes for conventional accounting pro- 
cedures and for one of the many current cost 
accounting procedures. 

The final paper, "On the Adequacy of 
Publicly Available Financial Information for 
Security Analysis," by Baruch Lev, -begins by 
examining how to define adequacy in the content 
of accounting disclosure. He continues by 
examining research findings on the use of finan- 
cial accounting data and concludes that the cur- 
rent disclosure is satisfactory. The concluding 
section argues that the adequacy of current dis- 
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closure is consistent with.a competitive informa- 
tion generating process. 


These papers directed to a broad audience of : 


academics and practitioners are written without 
extensive use of symbols, mathematics, or formal 
analytical development. Many of the discussants 
were practitioners. The book could be used 
effectively i in an undergraduate theory course Ог 
in an MBA theory or empirical research course. 
If an instructor wanted to devote two or three 
sessions to consideration of disclosure, these 
papers would offer a useful, contemporary ex- 
tension of material typically found in a theory 
text. 

The discussions by the practitioners are es- 
pecially useful since they clearly indicate that 
recent academic research in accounting, eco- 
nomics, and finance has not been ignored by the 
business community. 

Ковевт К. Eskew 
Assistant Professor of Management 
Purdue University 


Journ W. ANDERSON and RoBERT W. 
LENTILHON, The CPA Examination: 
Volume I1—Practice, Auditing and 
Theory and The CPA Examination: 


- Volume 2—Suggested Solutions, Second . 


Edition (Cincinnati: South-Western Pub- 
lishing Co., 1978, pp. xx, 500 and 399, 
$17.75 each). 


Designed for use in a formal CPA review 
course and as an individual self-study guide, the 
second edition is a substantial revision of the 
first, particularly with respect to chapter 
coverage, arrangement of topics, and the manner 
in which theory is interweaved with practice. 
Such topics as quantitative methods and manage- 
ment accounting have received the needed ex- 
panded treatment. Fund accounting is particu- 
larly well done, with emphasis on college and 
hospital accounting in addition to municipal 
accounting. 

Included is a detailed analysis of all CPA 
exams from 1967 through 1976 by topic 
coverage. The chapters devote greater coverage 
to those topics appearing most often on the 
exams (with the exception of auditing and taxa- 
tion which are discussed below). This makes the 
books particularly valuable for those candidates 
who have a limited amount of study time avail- 
able. 

Each chapter contains a condensed review of 
the topics covered “апд an illustrative CPA 


- critical of the abbreviated coverage of some Ü 
4 
t 
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problem which is analyzed and solved. There are `” 
also hints as to how to solve each of the problems 
provided at the end of the chapters. Volume II „. 
provides solutions to all problems. The solutions | ^^ 
to multiple-choice questions are annotated and *  , 
make reference to authoritative pronounce- . . 
ments. TE: 

One of the biggest criticisms that can be made. 
about the books is that neither contains an d 
There is no way to refer to a specific subject eri 
pronouncement in the books. 

Although the preface to Volume 1 states PR 
revisions have been made in some solutions \ 
where there have been modifications in ac- ^ 4 
counting treatment, this was not always true. The f , 
taxation chapter was particularly bad. In onei^ * 
place, a 1973 tax problem and solution were 
illustrated. The solution was the original AICPA 
solution. A footnote states that "some changes in / 


ian 


these items.” This would not be of much help to 

the candidate. Even this warning did not ac- /,' 
company the multiple-choice questions. Al-;’ | 
though the current corporate tax rates were gy 
given in the text, they were not used to solve {һе 
multiple-choice questions. This is frustrating to` 
students who are not even aware that the old 


т 
rates ever existed. There were also out-of-date ) 
solutions for capital gains and investment credit |' 


- treatment have taken place since 1973 I 


problems. The entire coverage of taxation is 


rather limited, as there are only two pages of t 
textual material devoted to individual taxation. 
Partnership and corporate taxation are explained 

in one page. 

Even though the title to Volume 1 includes the : 
word "auditing," there is little reference to the 
subject in the bcoks. Auditing is summarized in ( 
five pages of textual material. This is followed by 
17 pages of old questions. Considering that some (|, 
competing books devote over a hundred pages to +, 
auditing, it is hard to imagine that these few . 
pages could be worthwhile. Probably "auditing"/ 
Should have been eliminated from the title of M 


book. 

Although these books have some faults, they 3 
could be useful ia a CPA problems course where cis 
the emphasis was primarily on accounting prac- i 
tice. The books would also be beneficial to the : : 
candidate studying for the theory section, but’: 
the volumes would have to be supplemented by; + 
recent Statements on Financial Accounting .7. 
Standards. Although this reviewer has been 


topics, the length of the books may be viewed as £- 
an asset by some. The books are shorter than 
many competing works. À person with limited | 
time may find the books quite valuable, particu- « - 


no чөө 


Book Reviews 


' larly when studying for the practice section of 
the examination. 
DALE L. FLESHER, 
Associate Professor of Accountancy 
The University of Mississippi - 


} 


. 5 RoBERT N. ANTHONY, Accounting for the 


Cost .of Interest (Lexington, Massachu- 
setis: D. C. Heath and Company, 1975, 
pp. xi, 133, $11.50). 

Under current accounting practice, interest on 


debt capital is recognized as an expense of the 
period, but interest on equity capital is not re- 


-corded for financial accounting purposes except. 


.] in the case of public utilities where interest on 


; debt and equity capital used for construction 


constructed assets. In this book, Anthony pro- 


À ) poses formal recognition of the cost of using both 


i | purposes is recorded as an element of the cost of 
Н 
в 


debt and equity capital. He also proposes that 
interest on the capital used in the manufacturing 
process should become part of the cost of manu- 


oh factured products, while interest on capital used 


> ,debt capital, 


è in marketing, administrative, and non-manu- 
facturing activities should be charged as an 
expense of the period. As the Financial Account- 
ing Standards Board is formulating a “Con- 


the proposal, if adopted, would present a signifi- 
cant departure from prevailing financial ac- 
counting practice and would require a re- 
orientation in the concept of accounting income, 
the proposal is both feasible and beneficial for 
financial accounting. 

In Chapter 2, the theoretical soundness of the 
proposal is discussed from the viewpoint of 
economic theory, financial and management 
accounting concepts. Economists generally do 
not differentiate between debt and equity capital 


^. in their definition of the "factors of production.” 


} Accordingly, it would be consistent with eco- 
nomic theory to recognize the cost of using both 


E debt and'equity capital in financial accounting.: 


The entity concept of accounting considers both 
* creditors and equity investors as outsiders. Thus, 
it seems just as appropriate to measure the cost 
of using equity capital, which is supplied by out- 
side shareholders, as to measure the cost of using 
which is furnished by outside 
creditors. In addition, the cost of using capital is 
not fundamentally different from the cost of 
using other resources such as labor, materials, 
and services. Therefore, interest on both debt 
and equity capital used in the manufacturing 
process should be "attached" to an asset until 


ceptual Framework for Financial Accounting. 
and Reporting" this is a timely book. Although .. 
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the asset becomes an expense. Anthony also 
defends his proposal from the standpoint of 
objectivity and the realization concept, while 
acknowledging that the proposal would result in 
a different definition of accounting income. For 
management accounting, it is increasingly com- 
mon to recognize the cost of using both debt and 


. equity capital in management decisions for 


capital acquisitions, pricing, and divisional per- 
formance measurement; therefore, explicit 
recognition of interest cost on both debt and 
equity capital is consistent with providing rele- 
vant information to management. 

The implications of the proposal for financial 
reporting, public policy, and management ac- 
counting are discussed in Chapters 3, 4, and 5, 
respectively. The proposal would result in higher 
reported amounts for certain assets, with a cor- 
responding increase credited directly to share- 
holders' equity for the implicit interest cost on 
equizy capital. Inventories that are held for signi- 
ficantly long periods of time and. inventories of 
manufactured goods would be reported at higher 
amounts because of the inclusion of interest costs 
associated with holding such inventories and 
interest on the capital employed in the manu- 
facturing process. Amounts reported for physical 
plant would be increased by the inclusion of 
interest cost as an element of the cost of acquisi- 
tion or construction. At the same time, reported 
income would be lower because of the deduction 
of equity interest from income. Since net income 
reported under the proposed method would 
reflect earnings in excess of the minimum cost of 
equity capital, the reported income would be a 
better measure of performance and would not be 
affected by the company's capital structure. 
Anthony explains that accounting information 


. generated under the proposal would facilitate 


rate setting, price control, and contract pricing 
because of the availability of additional relevant 
information on the cost of equity capital. The 
proposal would also harmonize management ac- 
counting and financial accounting by reducing 
the need for two sets of books, one for manage- 
ment accounting and one for financial account- 
ing, and would render more credibility to 
internal accounting information provided for 
management decisions. 

Chapters 6 and 7 discuss the problems of 
measuring the interest costs of equity capital and 
describe the procedures for incorporating them 
in the accounts. Although further research is 
required, Anthony suggests that, as a starting 
point, a feasible and objective way of determin- 
ing the cost of equity capital may be to utilize a 
rate specified by the Financial Accounting Stan- 
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dards Board or a rate arrived at by a method 
prescribed by the FASB. The accounting pro- 
cedures for the proposal, including comparative 


statements of current and proposed approach, 


are presented. 

Since the change proposed ís substantíal, has 
many ramifications and requires an extensive 
educational process before its import will be well 
understood, Anthony favors a gradual transition 


io the new method. He suggests starting with : 


selected items in those industries which typically 
hold inventories over a long period of time, such 
as the standing timber of lumber companies, the 
oil reserves of petroleum companies, and the in- 


ventories of tobacco, distilled liquor, and other’ 


products that are aged for several years. Con- 
currently, he advocates the inclusion of interest 
in the cost of self-constructed buildings and 
equipment. 

Although Anthony states that his proposal is 
not a new one, his work is definitely a significant 
contribution to the accounting literature. Both 
the theoretical and the practical aspects of the 
proposal are thoroughly discussed and are 
developed in a very logical fashion. The book 
should be required reading for students of ac- 
counting theory and would be most enlightening 
for accounting practitioners and businessmen 
who are interested in the advancement of the 
state of the art of accounting. 

FRANK F. S. Lun 
Professor of Accounting 
Lehigh University 


WiLLIAM T. BAXTER, Accounting Values 
and Inflation (London: McGraw-Hill 
Book Company, 1975, pp. 217, $10.75). 


This idiosyncratic book was sponsored by the | 


Research Committee of the Institute of Charter- 


ed Accountants in England and Wales. A copy of 


the Institute's Provisional Statement of Standard 
Accounting Practice No. 7 (SSAP 7), "Account- 
ing for changes in the purchasing power of 
money," is reproduced as an appendix. SSAP 7 is 
the equivalent, so far as U.K. accountants are 
concerned, of the FASB's proposed statement 


entitled Financial Reporting in Units of General ` 


Purchasing Power (December 31, 1974). In spite 
of differences of length, scope and presentation, 


these two documents proposed essentially the — 


same method of adjusting historical cost finan- 
cial statements for general price-level changes. 
The book starts with three chapters on dis- 
tinguishing general and special price change, on 
measuring price change, and stating.that his- 
torical cost accounting produces incorrect 
figures. Chapter four compares alternative con- 
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cepts of wealth and income and again criticizes 
accounts which ignore price change. Chapter 
five contrasts revaluation with stabilization. The 
next five chapters discuss and illustrate methods 
of adjusting for price change in relation to money 
assets and liabilities, profit, inventories, and 
fixed assets. Chapter eleven restates the author's 
thesis, first presented in Economica in 1955, that 
accountants contribute to the trade cycle. Chap- 
ter twelve is a lengthy summary of Bonbright's 
deprival theory of value, and considers the need 
to revalue liabilities (yes) and stockholders’ 
equity (no). Chapter thirteen summarizes the 
author's .1971 work on depreciation. Chapter 
fourteen contains a brief discussion of revalua- 
tion procedures, and the book concludes with a 
chapter which contains a worked example. 

From the sponsorship of the book and the tone 
ín which it is written, apparently the author is 
addressing himself to practitioners, in an effort to 
overcome their resistance to accounting for 
price-level changes. If so, this book is far too 
difficult. It is discursive, and fails to present the 
issues clearly and systematically. Although sim- 
plified examples are used, their presentation is 
complex. (There are some figure errors; see 
pp. 101, 189). The concepts of being a monetary 
debtor or creditor, and the significance of the 
word “net” in relation to these concepts, are not 
explained. The problem of whether to restate in 
constant or in current dollars is not resolved, and 
examples are presented using both, without an 
explanation of the resulting discrepancies (see, 
for example, pp. 21-22). The choice of a general 
or a special index is debated at length, and al- 
though chapter eight appears to reject the 
"specialindex man" in favor of the "general 
index man," 
Chapter twelve, and indeed, the concluding 
example utilizes both revaluation and stabiliza- 
tion. 


A major difficulty is the absence of a elear Ё 
explanation of the way in which factors derived `` 


from indices are used to adjust figures for price- 
level changes. The author's practices are incon- 
sistent; in one example he multiplies by 100/120, 


in another, by 110/100—1, and in yet a third, by ` 


10/100. As the use of these factors presents 
neophytes with considerable difficulty, this must 
be recognized as a serious weakness. 

There is, however. an example of the impact 
of inflation on partnership accounts (p. 59), 
which would be very revealing to many practi- 
tioners. 

From the viewpoint of the accounting student, 
these difficulties are compounded by the ab- 
sence of references to recent empirical work in 


this viewpoint is contradicted by. 


Lt 
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this field. The author was unlucky in that some of 
the best publications on these studies have ap- 
peared after this book was written in 1974, but to 
restrict oneself to the steel industry investiga- 
tions of Jones in the U.S.A. and Baxter in the 


‚ U.K. is to ignore much useful material. The 


bibliographical references are heavily weighted 
by works on economics, and only two of 50 
books, and eight out of 50 articles, were pub- 
lished after 1969. 
Perhaps the principal interest of this book is as 

a source of ideas for other accounting scholars, 
as it is throughout highly suggestive of research 
which needs to be performed, and the author 
debates, in a highly personal manner, many ac- 
counting issues under examination at the present 
time. 

KENNETH S. Most 

Professor of Accounting 
Florida International University 


LEOPOLD A. BERNSTEIN, Financial State- 


ment Analysis: Theory, Application, and 
Interpretation, Revised Edition (Home- 
wood, Illinois: Richard D. Irwin, Inc., 
1978, pp. ix, 784, $18.50). 


Financial accounting possesses a certain 
seductive, elegant précision that [ures us ac- 
counting professors into treating it as if it were 
worthwhile in its own right. But, of course, we 
should know better. Financial accounting is 
worthy of our attentions only insofar as it pro- 
vides useful knowledge about the world around 
us. In that regard, works on financial statement 
analysis are important because they remind us 
that accounting statements must not be prepared 
for'certification only, but they must also be read 
for understanding and analyzed for information. 

Bernstein’s work is a major contribution to this 
branch of accounting literature. It is a compre- 
hensive, detailed presentation of haw to under- 
stand and analyze financial statements. This 
revised edition follows the same three-part 
format as the original edition. The first section 
on the “accounting framework” introduces 
general aspects of accounting and sets out the 
objectives of statement analysis. The second 
section on the “raw materials of analysis” takes 
a long, deep look at the vexing issues underlying 
each item in accounting statements. The third 
section on the “main areas of emphasis” suggests 
various tools for analyzing accounting ,state- 
ments especially financial ratios. All of these 
materials are summed up in a Jong case study 
serving as the final chapter. c 
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Superficially, this revised edition seems to be 
the same as the original. There are still 23 chap- 
ters, all with the same titles as before. But a close 
inspection reveals a host of changes, many of 
them subtle. For example, to keep up with the 
changing times, an illustration involving a 
student selling slide rules has been changed to 
selling pocket calculators. Some of the more 
important revisions will be considered further 
here. . 

The initial section on the framework of state- 
ment analysis has been revised in one important 
regard. The implications of the efficient market 
hypothesis and portfolio theory are discussed in 
the third chapter on the objectives of statement 
analysis. A real dilemma exists here for all of us. 
If our capital markets are efficient and if un- 
systematic risk is not rewarded, then how do we 
convince anyone that they should perform the 
arduous tasks, such as statement analysis, 
necessary to sustain efficient markets? In my- 
opinion, Bernstein does not resolve this 
dilemma. He suggests that individual, private 
gains are earned in advance of the aggregate 
market returns usually studied, an argument 
which I doubt will sway many efficient market 
adherents. But I don’t wish to carp. Bernstein is 
to be commended for raising this issue at the out- 
set cf his book, rather than burying it in the rear, 
as tco many authors do. | 

The second section on the raw materials of 
analysis has been revised throughout. In particu- 
lar, materials on foreign currency transactions 
and price-level-adjusted statements have been 
substantially revised, in keeping with current 
developments in those areas. This second 
section is really a guided tour through the various 
components of financial statements and through 
the various developments in accounting princi- 
ples. The FASB and SEC have been busily 
issuing new statements and releases, and Bern- 
stein has artfully weaved these changes into his 
text. Those, like myself, who are only vaguely 
aware of the busy activities of the FASB will find 
this section quite informative. Descriptions of 
accounting principles tend to become labyrin- 


` thian, but Bernstein, at various intervals in this 


section, helps clear up the confusion by discuss- 
ing "implications for analysis." However, I have 
а nagging suspicion that this section may be start- 
ing to sag under the collective weight of these 
sundry pronouncements on accounting stan- 
dards. Since I had the advantage of comparing 
this revision with the original edition, I could 
appreciate the masterful revision Bernstein has 
accomplished, but a new reader might find the 
flow of thought a bit erratic in parts because of 
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the splicing and rearranging of materials. In 
general, reading this section is not an easy-going 
task, but it is worth the struggle far any reader 
who desires a full understanding of accounting 
statements. And, after all, there seems to be little 
point in analyzing something you do not under- 
stand. i 

The third section on the main areas of empha- 
sis, which Bernstein also calls the “building 
blocks” of statement analysis, is really the heart 
of the book because it deals with analysis as such. 
Good analytical techniques are timeless, and so 
this section, appropriately, has not changed 
much. Bernstein divides statement analysis into 
six areas: short-term liquidity, funds flows, 
capital structure, return on investment, asset 
utilization, and operating performance. Within 
each of these areas, he describes an interesting 
assortment of ratio relationships, growth-trend 
measures, and common-size-statement percen- 
tages. Interestingly, Bernstein has suggested a 
few new funds statements ratios. For example, he 
specifies a ratio of net funds from operations to 
spending on fixed assets, inventories, and divi- 
dends as a measure of “funds flow adequacy.” 
The slow development of funds flow ratios is a 
curious phenomenon, but their appearance in a 
work of this type indicates they may have finally 
arrived. Aside from these funds ratios, most of 
the materials in this section consist of the tried 
and true techniques developed over the last six 
decades, 

In regard to pedagogy, an interesting set of 
short challenging problems, many of them from 
CPA and CFA exams, are presented at the end 
of the book. Bernstein has also published another 
set of problems in the instructor's manual, so 
ample additional problems are available for 
exams and special assignments. 

In conclusion, Bernstein’s book is still the best 
work on financial statement analysis in the tradi- 
tional mode. If you have an interest in the sub- 


ject, you should take a look at this revised · 


edition. 
JAMES O. HORRIGAN 
Professor of Finance 
and Accounting 
University of New Hampshire 


HaROLD BIERMAN, JR. and ALLAN R.. 


DREBIN, Financial Accounting: An Intro- 
.duction; and ALLAN К. DREBIN and 
HAROLD BIERMAN, JR., Managerial Ac- 
counting: Ап Introduction, Third 
Editions (Philadelphia: W. B. Saunders 
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Company, 1978, pp. xiii, 452 and xii, 376, 
$13.95 and $14.95). | 


In the financial/managerial mode, the two 
books should serve both accounting majors and 
non-majors equally well. The financial text 
introduces debits and credits early and presents 
examples of journal entries as each topic is dis- 


_cussed. In later chapters, possibly there is too 


little discussion since journal entries are only 
displayed to illustrate recording of transactions. 
But if students think through the rationale for the 


entries, it could be a strength. The financial text: 


follows the almost standard sequencing of topics 
found in most introductory books. 

The most serious of several defects in Bier- 
man/Drebin deals with long-lived assets. In an 
illustration (pp. 240 and 241) of a revision in the 
useful life of a building, the solution of the 
example charges current income with: the 
cumulative effect of the change in the estimated 
life as of the end of the period and calculates 
subsequent depreciation by spreading the revised 
book value, over the remaining life. It is pointed 
out that some accountants prefer not to make the 
adjustment but instead to spread the book value 
at the time the life is revised over the remaining 
portion of the revised useful life. But under APB 
Opinion 20, no choice is available since a change 
in estimate must be treated on a prospective basis 
with no adjustment to current income for the 
cumulative effect of the change. Adjustments to 
income are permissible (indeed, required) only 
for changes in accounting principles, which is not 
the case with the authors’ example. 

In the discussion of investments (pp. 326ff), 
the reader is not given a clear indication of when, 
if ever, the various methods must be used. The 
authors do state that cost must be used when the 
shares owned do not create substantial influence 
over the investee, but they do not indicate that 
the choice is cost instead of equity as an alterna- 
tive and not cost instead of market as an alterna- 
tive. In an even more misleading discussion, the 
authors state that “if market prices are used to 
record the value of the investment, then changes 


in market prices must be recognized as affecting © 


the stockholders' equity. One possibility is to 
treat the change as income (or loss)." Not men- 
tioned is the fact that market value, without 
restrictions, is not a generally accepted account- 


.". ing principle. 


Managerial accounting course texts are fairly 
standard, and Drebin/Bierman is not an excep- 
tion. Yet there is not common agreeinent as to 
the sequencing oi these topics. The Drebin/ 
Bierman text presents cost accumulation and 
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recording chapters first, followed by cost con- 
trol chapters, similar to some but not all other 
texts. Apparently, sequencing is more related to 
author and instructor preference. 

One cannot find fault with what the authors 
have said concisely. The Drebin/Bierman 
managerial text has 18 chapters and 364 pages, 
excluding the appendix and index, for an average 
of 20.3 pages per chapter which includes 
questions, problems, and discussion cases. Three 
managerial accounting texts used for comparison 
had from 17 to 20 chapters and from. 527 to 683 
pages for an average of 32.2 pages per chapter. 
Since topical coverage is similar, the difference 
must lie in either the level of discussions or the 
styles of the authors. 

The authors have been able to keep the size of 
the text to a minimum, beyond keeping the level 
of discussion truly introductory, by demon- 
strating their points by examples. The text is 
replete with extended examples and comprehen- 
sive illustrations. While conciseness can be a 
desirable goal, perhaps the authors have gone 
too far when they took slightly more than seven 
pages to cover both process and job order cost- 
ing. But their emphasis is on the nature of these 
costing methods with no mention of the- journal 
entries involved. Since accounting majors will 


take a cost accounting course, the authors have . 


provided a reasonable balance that should be 
equally appropriate for majors and non-majors. 
The chapter questions and problems contain 
sufficient material to reinforce adequately the 
concepts of the chapters and cover a reasonable 
range of difficulty which gives the instructor a 
choice of degrees of challenge for his students. 

„Aside from the technical problems mentioned 
which can be easily overcome by the instructor, 
the financial text does an adequate job of balanc- 
ing the needs of accounting majors and non- 
majors. The managerial text presents a standard 
fare of topical coverage and at the same time 
appears to have returned to the concept of a truly 
introductory text, which means the book is 
probably more accurately titled than most com- 
peting texts. There is a separate study guide for 
each book. In both books, there is sufficient 
problem material to reinforce the chapter con- 
tents and to challenge the most demanding 
students. 

E. JAMES MIDDAUGH 
Associate Professor of Accounting 

Rochester Institute of Technology 


FREDERICK D. S. Сног and GERHARD 
MUELLER, An Introduction to Multi- 
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` New Jersey: Prentice-Hall, Inc., 1978, 
pp. xi, 365, $18.85). 


For many college professors who have been 
teaching courses in multinational accounting, 
international accounting, and multinational 
financial control, for several years without a text- 
book, this book is the answer to their prayers. . 
They have been exchanging course syllabi and | 
ideas as to where to locate periodical articles, 
excerpts from books, and whatever bits of in- 
formation to piece together for their courses. 
Choi and Mueller have put together a text which 
utilizes the materials now being used, as well as 
their own new and refreshing material. . 

As the first textbock-type publication of its 
kind, it is relatively short and quite concise, but 
it includes sufficient material for a three- 
semester-hour undergraduate course for ac- 
counting majors, and sufficient basic material for 
graduate courses of three semester hours. If the 
graduate students have undergraduate degrees 
in accounting, supplementary material related to 
this text’s material might be assigned. If the 
graduate students do not have undergraduate 
degrees in accounting, some outside work in 
basic accounting, such as financial statement. 
analysis and managerial accounting techniques, . 
might be assigned. 

The non-accounting graduate student may feel 
that this book gives too much emphasis to 
standards of financial accounting as opposed to 
practices in management accounting. But many 
foreign subsidiaries do not provide management 
accounting reports, producing instead financial 
&ccounting reports which are used also for mana- 
gerial accounting purpcses. i 

After a brief overview of the- multinational 
dimensions of accounting, the authors discuss 
various accounting patterns which exist through- 
out the world, and some of the variables influen- 
tial in the development of those patterns, an 
excellent and simple but conceptual presentation 
of foreign currency translation, financial report- 
ing to. “outsiders,” management accounting 
practices and tools, with emphasis on financial 
control through planning and reporting, and 
money management, tax planning, and transfer 
pricing. In a discussion of current public interest 
considerations with respect to multinational 
enterprises, the authors stress the necessity for 


- the corporation to transform itself or be trans- 


formed by agents of the public into a unit that 
continuotisly considers {һе concerns of the 
individual and the country of domicile. 

One possible criticism is that the text leaves 
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in the classroom, the professor is expected to be 
capable of answering all questions, he may be 
placed in an embarrassing position if he does not 
have ready answers to the authors’ questions. 

The text is a valuable contribution to the 
education of accountants as. well as non- 
accountants in international business activities, 
particularly in the area of the use of accounting 
information for decision making in multi- 
national operations. This book can help a United 
States accountant to broaden and strengthen his 
knowledge of U. S. GAAP and auditing stan- 
dards. An accountant is not fully educated if he 
has not studied international accounting, since 
current United States accounting, a product of 
accounting and business developments through- 
out the world, is in a constant stage of change as 
a result of those developments. 

Jonn D. Warrr 
Professor of Accounting 

Stephen F. Austin State University 


WILLIAM H. DAUGHTREY and MALVERN J. 
Gross, JIR., Museum Accounting Hand- 
book (Washington, D.C.: American Asso- 
ciation of Museums, 1978, pp. ix, 158, 
$7.50 to members, $8.00 to non- 
members), 


. Although this book is a significant contribution 

to accountants who serve on the boards of 
museums or who are auditors for museums, it 
is not of much assistance to the intended readers 
of the book—the bookkeeper of a small to 
medium-sized museum. The authors make two 
misjudgments by assuming that the bookkeeper 
shall and can decide the extent of the accounting 
system and that this book can teach book- 
keeping, accounting, funds, and budgeting to 
bookkeepers. The authors state, "The book- 
keeper of each museum should select the one 


method (cash, modified cash, or accrual) of : 


maintaining the books and the one approach to 
fund accounting best suited to meet the needs of 
his or her museums." But this decision should be 
made by an accountant. To illustrate the second 
misjudgment, consider two passages: "Double- 
entry bookkeeping is just what it says. Each time 
a financial event or transaction takes place, it is 
recorded in the books or records with two 
entries" and "Fund Balance—A measure of the 
value of the assets that the museum owns free 
and clear, that is, the amount that would remain 
if all the creditors were paid the amounts due 
them." 

The book can serve in reinforcing the goal of 
improved accounting for museums and as a 
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review of bookkeeping and accounting for book- 
keepers and managers of small to medium-sized 
museums. The authors present an insightful ten- 
question series over whether to use a cash, a 
modified cash, or an accrual basis. The questions 
and analysis are an excellent base for decision. 
making and decision explaining by the accoun- 
tant. A three-question series is also presented 
over what funds to employ. The reviews of in- 
ternal control prccedures are very good as is the 
discussion of the three bases of accounting. The 
exhibits of accounting statements, charts of ac- 
counts, journals, internal management reports, 
worksheets, and fixed asset registers are very 
helpful апа are useful guides for the trained 
bookkeeper, working with an accountant, 

After six introductory bookkeeping. chapters, 
a concise review of fund accounting is given in 
the next three chapters followed by chapters on 
budgeting, cost allocations and accounting by 
function, contributed services, and depreciation. 
The final two chapters discuss the capitalization 
of museum collections and the statement of 
changes in financial position. | 

In the first page of the book, the authors 
recommend highly that the prospective museum 
bookkeeper read the Museum Accounting 
Guidelines before continuing. Whether a book- 
keeper can read with a high degree of compre- 
hension the Museum Accounting Guidelines, 
included in the book Appendix, is doubtful. 
However, the Museum Accounting Guidelines 
is an extremely useful publication for accountants 
in their struggle to attain better accounting and 
reporting for non-profit organizations. 

The authors should have recommended a 
capitalization of museums’ collections and ex- 
hibits for all museums, rather than to report that 
“few museums find it practical and useful to 
reflect values for their collections in their finan- 
cial statements.” While the Museum Accounting 
Guidelines report that these items are not 
normally capitalized, this publication added that 
“Most museums do not capitalize and depreciate 
their collections and exhibits, and in these cir- 
cumstances the financial statements do not 
reflect those assets for which the museum’s 
governing board has stewardship. ” The authors 
should have stressed the importance of capitali- 
zation and gone teyond the Museum Accounting 
Guidelines and recommended a utilization report 
of the collections and exhibitions. 

If this book is given to the bookkeeper and 
the managers of small to medium-sized museums 
for guidance and decisionmaking purposes, it 
will be an unused archive. If this book is used by 
accountants involved with the museum, it will 
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be a treasure. 
RICHARD VANGERMEERSCH 
Associate Professor of Accounting 
University of Rhode Island 


SIDNEY DAVIDSON, JAMES S. SCHINDLER, 
CLYDE P. STICKNEY and ROMAN WEIL, 
Managerial Accounting: An Introduction 
to Concepts, Methods and Uses (Hins- 
dale, Illinois: The Dryden Press, 1978, 
рр. vii, 544). 


Starting with a brief overview of the manage- 
ment process and accounting information, the 
authors argue that accounting information is 
used for three broad purposes: (1) managerial 
decision making; (2) managerial planning and 
control, and internal performance evaluation; 
and (3) financial reporting and external per- 
formance evaluation. The book is organized into 
five major parts: External Reporting of Mana- 
gerial Decisions (Chapters 2-3), Managerial 
Decision Making (Chapters 4-7), Planning and 
Control (Chapters 8-11), Cost Accumulation and 
Allocation (Chapters 12-14), and Special Topics 
in Managerial Decision Making (Chapters 15-18). 

The first part provides а good brief summary of 
the non-procedural aspects of financial account- 
ing. The authors offer this summary in line with 
. their belief that managerial and financial account- 

ingare not mutually exclusive and thus a cohesive 
link between the two must be made. This reviewer 
agrees with this line of reasoning and finds their 
review of financial statements succinctly and well 
written. 

In the second part, the authors get what many 
would consider the "guts" of managerial account- 
ing by skillfully describing such concepts as in- 
cremental analysis, opportunity costs, variable 
‘and fixed costs, and the value of information. 
From there the authors proceed to discuss the 
idea of cost estimation along with describing some 
of the various, methods for determining sucli 
estimates. Тһе: remaining two chapters in this 

- section demonstrate the application of the earlier 
discussed concepts to such short-run operating 
decisions as cost-volume-profit analysis and such 
long-run capacity decisions as capital budgeting. 

Section three begins with an overview of the 
planning and control process, which includes a 
good discussion on the criteria for evaluating 
planning and control systems. The next chapter 
deals with period budgeting, or, as many prefer to 
call it, the master budget. Interpreting variances 
for. sales, production.costs, selling expenses, and 
administrative expenses is also discussed as are 
some of the issues.surrounding the measurement 
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and control of divisional performance. 

Section four covers the topics usually asso- 
ciated with cost accounting, such as product. 
costing under a job order and process costing 
system; cost allocation procedures for common 
costs, joint and by-product issues, fixed costs, and 
interim reporting; and accounting for inventories 
—including a discussion of absorption versus 
direct costing. This entire section covers the 
material in an analytical manner without getting 
overburdened with details and keeps the focus on 
managerial accounting. The final section covers 
the selected special topics of the effects of chang- 
ing prices, a closer look at capital budgeting, and 
the impact of income taxes on business decisions. 

The overall impression of the book is quite 
favorable. This is a cohesive, analytical, and well- 
written text which emphasizes the use of account- 
ing information rather than its preparation. The 
authors have adeptly interwoven economic and 
statistical analysis into the text. Furthermore, 
most of the examples used in the text are easy to 
follow and accomplish their intended objective. 
It does, however, shy away from the behavioral 
science and organizational theory literature. 
Given the introductcry nature of this text, it is 
difficult to argue with this boundary choice. Yet, 
future editions (optimism intended) should in- 
clude more of this latter type of material. 

In conclusion, as a worthy addition and clearly 
one of the better books among the plethora of 
recently published managerial accounting texts, 
її certainly warrants serious consideration. 

LAWRENCE A. GORDON 
Associate Professor of Accounting 
University of Kansas 


SIDNEY DAVIDSON and Roman L. WEIL, 
Editors, Handbook of Cost Accounting 
(New York: McGraw-Hill Book Com- 
pany, 1978, pp. ix, 758, $23.50). 


This well-written cost accounting handbook 
provides discussion of the information needs of 
managers and investars, along with explanations 
of the procedures used to accumulate the in- 
formation. The writing blends theoretical dis- 
cussion with the practical needs of managers. 
Examples are given to illustrate some of the con- 
cepts, but are not so numerous as to obscure the 
main discussion. . : 

The handbook contains 27 chapters, an appen- 
dix containing compound interest, annuity, and 
bond tables, and a thorough index. Each chapter 
contains a bibliography for those seeking further 
elaboration or development of a topic. Thirty-two 
knowledgeable contributors (the majority of 
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whom are in public accounting cr education) 
wrote the chapters, most of which have not ap- 
peared in print before. 

The editors have chosen to start with a 28-page 
chapter on the historical development of cost 
accounting by Professor David Solomons, largely 
adapted and abridged from an earlier work. This 
chapter provides a concise and interesting ex- 
planation of the development of cost accounting, 
beginning with the accounting records of Christo- 
pher Plantin, an Antwerp printer, in the early 
part of the 14th century in Italy, and a brief dis- 
cussion of a shoemaker's accounts in England in 
1750. He also traces the history of industrial ac- 
counting in the 19th century in England and 
France, farm accounting in the 18th and 19th 
centuries, and a more detailed development of 


costing in the late 19th and early 20th centuries., 


He concludes the historical development in the 
mid-20th century before the extensive use of 
computer-accumulated information (discussed 
in Chapter 24) and developments such as the Cost 
Accounting Standards Board. 

Chapter 4 is a comparison of economic con- 
cepts and cost accounting applications by Pro- 
fessor Gordon Shillinglaw. A number of 
economic ideas are defined and explained, in- 
cluding variable and fixed costs, short-run 
marginal cost, incremental cost, opportunity 
cost, long-run average cost, and present value, 
Each of these ideas is then viewed from the stand- 
point of usefulness (or lack of same) in cost ac 
counting. : 

Cost measurement (Chapter 5) is an elaboration 
of the nature and classification of costs (Chapter 
2) and the application of some of the mathe- 
matical concepts in cost accounting (Chapter 3). 
Subsequent chapters cover operating and cash 
budgets, costing for material, labor, and over- 
head, direct (variable) costing, and inventory 
models. 

Job Order Costing is the subject matter of 
Chapter 13, and includes more emphasis on 
forms and journal entries than most of the other 
chapters. Chapter 14 on Process Costing (by 
Robert L. Kelly and Leonard Pace of Deloitte 
Haskins & Sells), Chapter 17 on Spoilage, Waste, 
and Scrap (by Professor Ronald J. Huefner), and 
Chapter 18 on Joint Products and By-Products 
(by Professor Hugo Nurnberg) provide excellent 
coverage of difficult subject matter and of the 
merits and demerits of the various alternatives 
available. 

Chapters 15 and 16 cover the setting and 
operation of standard costs. Some of the 
psychological impacts of standards are discussed, 
including the basis on which performance is 
measured and on which rewards are assigned, the 
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difficulty of the standard, participation, and 
feedback. 

William L. Raby of Touche Ross & Co. and 
Matt G. Minor of Film Finance Group, Ltd., 
contributed 36 comprehensive, yet concise, 
pages of tax considerations in cost accounting, 
covering such topics as the tax accounting 
problems of inventory, intracompany and inter- 
company transfers, capital expenditures, re- 
search and development costs, vacation pay, 
employee benefit plans, warranty costs, etc. 
Felix Kaufman of Coopers & Lybrand wrote an 
interesting chapter on management information 
systems. Other chapters are on cost-volume- 
profit analysis, capital budgeting, distribution 
costs, divisional cost analysis, cost accounting 
in non-profit (non-government) organizations, 
and human resource accounting. 

The final chapter, written by Donald R. Brink- 
man of Valuation Systems Corporation, is an 
excellent commentary on the measurement and 
uses of replacement costs. This 40-page chapter 
includes technique uses as well as factors affect- 
ing the selection of techniques. Should additional 
firms be required, or desire, to disclose replace- 
ment cost information, the material presented 
here will prove beneficial. f 

The editors of a handbook face a very difficult 
problem in deciding what to include and what to 
exclude. The reviewer finds little fault with the 


topics included, but would have liked to have ` 


sections included on the purposes and organiza- 
tion of the Cost Accounting Standards Board and 
the costing of governmental contracts by profit- 
oriented firms, cost accounting techniques useful 
for governmental bodies, and beneficial aspects 
of costing for service businesses. While the index 
is quite good, some additional cross-referencing 
within the chapters would be useful (e.g., on 
р. 2-9, when mentioning the functional relation- 
ships between costs and output, it should be 
noted that tbis topic is much more thoroughly 
developed in Chapter 5; when briefly describing 
spoiled work on p. 9-23, a note that Chapter 17 
is devoted to this subject would be helpful). 

This handbook is a welcome addition to the 
literature of cost accounting, particularly since 
it is intentionally aimed for the use of managers 
and investors. It provides informative back- 
ground material on most of the typical and 
emerging problems of cost accounting, as well as 
thorough treatment of the underlying concepts 
that often seem confusing. Managers, investors. 
and accountants will benefit from the material 
and reference sources іп this volume. _ 

RICHARD S. ROBERTS 
Professor of Accounting 
The University of Akron 
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G. W. DEAN and M. C. Wzrrs, Editors, 
. Current Cost Accounting: Identifying the 
Issues (Lancaster, England: International 
Centre for Research in Accounting, Uni- 
versity of Lancaster, 1977, pp. 196). 


The editors of this book express concern over 
the “crusade for current cost accounting (CCA)” 
in recent years believing there has been little 
room for counter argument. They hope that their 
book will help to coordinate the effort to stem 
the tide in favor of CCA. The book consists of 
: artickés, letters, and editorials, mainly from the 
British and Australian journals. They are written, 
for the most part, in response to the specific 
proposals on CCA in the U.K. (the Sandilands 
Report and Exposure Draft 18 of the Inflation 
Accounting Steering Group), in Australia (the 
Provisional Standard on CCA by the National 
Council of the Institute of Chartered Accoun- 
tants and the General Council of the Australian 
Society of Accountants), and in New Zealand 
(the Richardson Report). 

For the American reader who is not familiar 
with accounting developments in the above- 
mentioned countries, this book affords the op- 
portunity to become acquainted with the dispute 
over CCA. In view of the SEC requirement for 
the disclosure of replacement cost information 
and the trend towards CCA, the arguments pre- 
sented by the various writers are worth noting. 
The editors have accomplished a commendable 
task in putting together many of the numerous, 
but scattered, criticisms and expressions of doubt 
regarding CCA. i 

However, the editors should have revealed 
their own position and provided a comment at 
the end of each section of the book. A confusing 
aspect of the book is the amalgam of "strange 
bedfellows." Some of the writers are defenders of 
historical cost (e.g., Paton); a few are sympa- 
thetic towards CCA but are critical of particular 
points of the proposals (e.g., Stamp); and some 
are advocates of exit price accounting (e.g., 
Chambers). In a book of this nature, it is helpful 
to the reader to be able to identify, from the 
point of view of the editors, the "good guys" and 
the "bad guys." Obviously, the villains are pro- 
ponents of CCA, but whom do the editors sup- 
port? They do not state their preference, but by 
the selection of articles it appears that they side 
with Chambers and continuously contemporary 
accounting (CoCoA). 

The book is divided into five sections: Intro- 
duction, Background to CCA, Theoretical 
Issues, Practical Issues, and Overview. The 
Introduction consists mainly of summaries of 
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the specific proposals for CCA. In the section on 
Background to CCA, the intent of the editors 
appears to be to show the reader that CCA has 
been considered before and rejected by accoun- 
tants, and should be rejected again. 

The sections on Theoretical and Practical 
Issues constitute the substance of the book. 
Some of the important issues discussed by the 
various authors are as follows: 


1. The notion of “value to the business.” The 
Sandilands Report endorses the concept of 
“value to the business” as the basis of valua- 
tion. The concept is challenged by several 
writers. Chambers, for one, argues that 
assets are valuable to a firm not only for use, . 
as assumed by the Sandilands Committee, 
but also for other reasons, such as borrow- 
ing, cash received if the assets are sold, and, 
in the case of non-monetary assets, the 
potential hedge against inflation. These are 
“values,” he asserts, which are ignored by 
the Committee. 

2. Income and capital maintenance. A variety 
of issues relate to this topic. The locus of the 
disputes can be summarized perhaps by two 
questions: Does CCA help to maintain pro- 
ductive capacity as advocates claim? Under 
CCA, whatis income? 


With respect to capital maintenance, the issue 
of physical vs. financial capital is considered. 
Stamp mentions that the treatment of holding 
gains reveals the philosophy of capital main- 
tenance which an accountant embraces. To ex- 
clude them from income is to preserve physical 
capital; to include them, as do Edwards and Bell, 
is to maintain the financial capital. Langdon ques- 
tions whether, in the first place, there is a case for 
arguing that particular assets must be replaced or 
that particular productive capacities must be 
maintained. Another issue covered is whether 
depreciation allowances, as prescribed in the 
proposals, maintain the firm’s operating capa- 
bility. Chambers contends that they do not, be- 
cause “backlog” depreciation is not charged 
against revenue. 

The Sandilands Committee claimed that the 
employment of industry indices to determine 
current cost will adequately account for tech- 
nological changes. Surprisingly, the problem of 
changes in technology in relation to the meaning 
of physical capital is not debated. Lemke deals 
with the subject of technological changes, but 
his main concern is the use of the income figure as 
a predictor of the firm's prospects. In this con- 


. nection, he points out that Edwards and Bell 


admit that their system provides only for the 
evaluation of the existing mode of production. : 
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With respect to income, a number of authors 
find fault with the proposals-for ignoring changes 
in the general price level. The contention of the 
Sandilands Committee was that the notion of 

“value Чо the business” implies interest in the 
effect of prices on the specific firm only, not the 
effect in general. The suggestion by some that 
adjustments for changes in the general price 
level should be incorporated into the CCA system 
is challenged by Clarke, who believes it is "tech- 
nically impossible." His reasons are that the 
values, under the proposals, are not homog- 
eneous units of money and that some of them do 
not represent identifiable amounts of purchasing 
power. Another issue debated is whether holding 
gains/losses and purchasing power gains/losses 
should be included in income. Thomas's alloca- 
tion problem is also discussed with regard to 
depreciation. 


3 “Measurement. Under the proposals, net 
_ realizable value (NRV) and present value 
(PV) are‘ allowed, as well as replacement 
cost. Supporters of CoCoA argue that the 
different values are not additive.because the 
three are of separate domains. In ‘one 


article, Chambers states that NRV is not. 


"money like" on the Balance Sheet date, 
` because it involves expectations and that no 
"specific time horizon is spelled out; there- 

fore, NRV is "hypothetical" (p. 96). Yet, in 
another article, he says "NRV is a sum of 
money accessible at a stated date," and 
therefore cannot be compared with PV since 
the latter is a "computed expectation" (p. 
111). This inconsistent explanation of NRV 
certainly needs clarification. Chambers 
further contends that in any given statement 
one cannot compare "a fact and an expecta- 
tion" (p. 111). If this is true, then what about 
comparisons which are made between bud- 
geted figures and actual results, and of 
variance analyses in cost accounting? 


In summary, this very informative book is a 
convenient source of the "con" of CCA. It would 
serve well as a reference book in a graduate theory 
course. 

VERNON KAM 
Professor of Accounting 
California State University in Hayward 


DoN T. DECOSTER, KAVASSERI V. RAMANA- 
THAN and Gary L. SUNDEM, Editors, 
Accounting for Managerial Decision 
Making, Second Edition (Santa Barbara: 
Wiley/Hamilton, 1978, pp. viii, 438, 

` $16.95 cloth, $10.95 paper). 
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Most managerial accounting textbooks fail to 
provide adequate discussion of the interaction 
between the accounting and managerial pro- 
cesses, the editors argue, They state two major 
Objectives: (1) to interface the accounting 
measurement process with utility theory, decision 
theory, microecanomics, operations research, 
and other disciplines related to the management 
process; and (2) to enable students to focus on 
broad policy and theoretical issues, the implica- 
tions of which may transcend specific accounting 
techniques. Their stated choice criterion for 
readings is ease of understanding, such that a 
mathematical or other technical background is 
not required on th» student's part. 

This book of 35 papers is divided into eight 
sections, which parallel the first edition, except 
that the original sections eight and nine have been 
combined. By including 15 different articles in 
the current edition, the sections on long-run 
decision making and formal control processes are 
notably changed. Е 

One of the book’s ádvaritages is declared to be 
that “approximately twenty-five (of the articles) 
come from journals not typically found in non- 
research-oriented libraries.” (p. vii). Presumably, 
potential adopters would have the ability to draw 
some sources otherwise not available. In order 
that prospective users might judge for themselves 
on this matter, the following are the sources from 
which the book’s articles have been drawn and the 
number of selections from each: Abacus (2), The 
Accountant (1), The Accounting Review (4), The 
Australian Accountant (3), Business Budgeting 
(1), Cost and Management (3, The CPA 
Journal (formerly The New York Certified Public 
Accountant) (2), Financial Executive (3), JEEE 
Transactions on Systems Science and Cybernetics 
(1), The Journal of Accountancy (1), Journal of 
Contemporary Business (1), Lioyd's Bank Review 
(1), Management Accounting (4), Management 
Services (4), and Managerial Planning (3). The 
Source of one paper was not stated. 

The editors indicate two ways in which the book 
might be used: (17 as a companion text for under- 
graduate or graduate managerial accounting 
courses, and (2) as a “springboard for discussion” 
in case- or seminar-oriented courses at the same 
levels. To facilitate its use in the former manner, 
the preface contains a table which cross- 
references each reading with “four popular texts,” 
one managerial (DeCoster and Schafer) and three 
cost accounting textbooks (Horngren; Matz and 
Usry; and Shillinglaw): 

In reviewing the book’s first edition, Crooch 
(The Accounting Review, January 1975, pp. 212- 
13) commented that “The review of a readings 
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book all too often reduces to a thesis on how the 
readings selected do not fit the established biases 
of the reviewer” (p. 213). He proceeded to rate 
each of the papers according to their percieved 
usefulness for the basic cost accounting course. In 


doing so, he used essentially three categories: . 


definitely useful; useful, if time permits; and not 
useful. This reviewer repeated this procedure on 
the current edition, distinguishing further be- 
tween the introductory managerial accounting 
course (IMAC) and the basic cost accounting 
course (BCAC) for the sake of those whose 
curriculum includes both such courses. The re- 
sults were as follows: 


IMAC BCAC 
Definitely Useful 10 4 
Useful, If Time Permits 14 8 
Not Useful 11 ~ 23 


The potential usefulness of the readings in the 
second edition ranges from 10 to 24 articles for 
the IMAC and from 4 to 12 articles for the BCAC. 
Such ratings are very subjective, being sensitive 
to this reviewer's personal biases and perceptions 
about the nature and scope of the aforementioned 
courses. A more meaningful assessment can be 
obtained from one who has used the articles in 
the classroom. 

The editors have prepared excellent introduc- 
tions to each section of the book, reinforcing their 
theme and helping the reader to integrate and to 
assess the papers’ merits. These commentaries, 
except for the new articles, are verbatim repro- 
ductions from the first edition. On the negative 
side, three problems exist. First, the age of the 
readings is troublesome. Of the 34 dated papers 
(one was not dated), publication dates range from 
1964 to 1976, the median being 1971. Although 
the non-research emphasis of the book should 
lessen somewhat the effect of time on usefulness, 
the selections cannot be rated “very con- 
temporary.” Second the authors have failed to 
achieve a group of readings which meets the 
stated choice criterion. With articles on decision 
theory, marginal economic analysis, linear рго- 
gramming applications, forecasting techniques, 
and other similar topics, one can hardly expect 
simplicity of reading. Thus, care should be exer- 
cised by potential users in the matching of assign- 
ed readings to the academic preparation of their 
students. Finally, and perhaps of primary im- 
portance, the cost of this edition. may be 
prohibitive. Given the results of rating papers, 
described earlier, the cost effectiveness of as- 
signing the book as a required reference would 
be dubious, particularly in the cost accounting 
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course. Again, thisis a matter of judgment for the 
individual instructor and should take into account 
the institution’s library holdings. 

In conclusion, this reviewer agrees with the 
book’s editors that a need exists to extend tradi- 
tional textbook coverage of managerial and cost 
accounting to the decision-making interface. 
Some instructors find case studies and other 
pedagogically-active means to be useful vehicles 
for this purpose. Others are more comfortable 
assigning readings for discussion. For those who 
fall into this latter category, the current edition 
of this book provides a broad array of papers in a 
well-edited, though costly, format. 

LAWRENCE A. TOMASSINI 

Associate Professor of Accounting 
The University of Texas at Austin 
James Don EDWARDS, ROGER H. HERMAN- 

SON, and R. F. SALMONSON, Financial Ac- 

counting: A Programmed Text; and 

Managerial Accounting: A Programmed 

Text, Fourth Editions (Homewood, 

Illinois: Richard D. Irwin, Inc., 1978, 

pp. xv, 733 and xiv, 560, each $14.50). 


Considerably different from previous editions, 
the move has been to two separate programmed 
volumes intended to provide flexibility to pro- 
spective adopters to use both texts or either one 
without having to adopt the other. A major re- 


arrangement of the chapters has been made. For 


example, two chapters on the statement of 
changes in financial position and analysis and 
interpretation of financial statements were moved 
from Accounting II to the new text entitled 
Financial Accounting, and a new chapter was 
added dealing with consolidated financial state- 
ments. Although the intention is to offer flexi- 
bility to adopters, many schools may not have 
the opportunity to experience such flexibility. 
The dividing line between financial and mana- 
gerial accounting is not sharp. Some schools have 
tried to move certain topics, especially those 
dealing with the analysis and interpretation of 
financial statements, from the financial account- 
ing course to the managerial accounting course 
to allow students to have more understanding of 
the increasing number of financial accounting 
topics. i 

The two texts are intended for use in the first 
two courses in accounting and may be covered in 
two quarters or semesters. The Financial Ac- 
counting volume, compared with similar tradi- 
tional texts, is well written and organized, with 
the level of difficulty considerably reduced from 
the previous edition. With 14 chapters, the book 
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is divided into four parts: the accounting cycle, 
items appearing in the statement of financial 
position (balance sheet) and their effect on 
revenue and expenses, analysis and interpretation 
of financial statements, and the basic theory 
underlying financial statements and consolidated 
financial statements. 

Although not commonly used, the titles “The 
Statement of Financial Position” and "Earnings 
Statement” are given instead of “Balance Sheet” 
and “Income Statement.” Since the reviewer 
personally prefers the authors’ titles, he hopes 
that their usage will increase, as they can be 
meaningfully linked with “The Statement of 
Changes in Financial Position” and "The State- 
ment of Retained Earnings.” The book is flexible 
in assigning materials, as additional topics are, 
included in 14 appendixes. The chapter on finan- 
cial accounting theory might be somewhat ad- 
vanced since it is generally considered part of the 
_intermediate course. 

The 14 chapters of the second text are divided 
into five parts: managerial cost concepts, cost 
accumulation and control, performance measure- 
ment and decision making, planning and control 
through budgets, and computers and decision 
models. 

Classification of textbooks into parts is usually 


done according to certain criteria, objectives, or- 


philosophies. However, the objective of classify- 
ing this text into the above mentioned five parts is 


neither explicitly stated nor clearly observed. 


Except for the chapter which covers quantitative 
and statistical methods, the materials covered in 
the text are similar to those covered in traditional 
managerial accounting texts. Contrary to the 
objective of a programmed text, the inclusion of 
this chapter does increase the role of the in- 
structor rather than relieve him from explaining 
some of the material. The oversimplification of 
quantitative methods and statistical techniques in 
one chapter complicates the task of the in- 
structor. These materials might be deferred to 
more advanced texts or included in appendixes. 
In summary, the basic features of programmed 
texts are retained in that they start each chapter 
with a statement of learning objectives and con- 
clude with a summary and glossary of terms. As 
programmed texts, they do an excellent job of 
reinforcing the materials covered in each chapter. 
The questions, quizzes, exercises, and the two sets 
of problems are sufficient to reduce the student's 
dependency on the instructor. This, in turn, can 
leave the instructor with enough flexibility in class 
time to emphasize and explain the more difficult 
material. Compared with earlier editions, the 
texts have benefited tremendously from previous 
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criticism, and the chapters-have been rewritten 
and rearranged to increase the level of clarity. 
MgpHAT HELMI : 
Assisiant Professor of Accountin 
University of Alabama in Birmingham 


LoupELt O. Eis, Church Treasurer's 
Handbook (Valley Forge, Pa.: Judson 
Press, 1978, pp. 144, $6.95). 


Non-accountants who are involved with the 
finances of a church will find this concise manual 
a valuable aid. It was developed to familiarize the 
accounting neophyte with the basics of book- 
keeping and record-keeping, and the preface 
indicates that independent auditors or profes- 
sional accountants may be interested in this work, 

The first 90 pages discuss the basic tenets of 
bookkeeping. An adequate job is done consider- 
ing the paucity of space. The reviewer agrees that 
the writing is "for those with little or no formal 
training in accounting." But the claim that "with 
careful study. of the material such persons can gain 
competence in accounting and reporting prac- 
tices," is not justified since the user of this manual 
would be required to spend considerable time and 
effort to accomplish this objective. There are no 
exercises in the book and only limited explana- 
tions. The reader would also require an instruc- 
tor, accountant, or someone versed in the art of 
bookkeeping. One alternative would be to use 
this book in conjunction with an introductory 
accounting textbook. The work provides an 
excellent insight into the bookkeeping require- 
ments of a church organization. The 51 exhibits 
include accounting forms peculiar to church 
activity as well as completed books of original 
entry which would serve as an excellent guide, 
including forms used in purchasing, payroll, and 
for financial statements. One can agree that "Pro- 
fessional accountants may find chapters 2-6 
helpful also when designing church accounting 
and reporting systems." 

Fifty-four pages are devoted to "special topics 
in church accounting" and include budgeting, 
internal control, auditing of church accounts, 
special purpose reports, tax on unrelated business 
income, and accrual basis accounting and report- 
ing. There are 13 exhibits in this section. Well- 
made selections of illustrations include those 
items that would be of interest to finance officers 
in a church organization. The chapter on a church 
budget gives specific instructions on budget 
preparation, concluding with a sample of a com- 
pleted budget. The internal control chapter in- 
cludes an 87-item checklist that would prove 
invaluable as a guide toward the preparation of 
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an internal control questionnaire, An “Auditing 
of Church Accounts” chapter includes a fairly 
detailed audit program and guidelines for an 
auditor’s report. The chapter on special purpose 
reports discusses forecasts and several types of 
analyses. The discussion of tax on unrelated 
business income should prove especially useful 
to churchmen. There are many references that 
would be of interest to researchers in this area. 
An insight into the accrual basis and the impact 
of the change from cash to accrual on the books 
and statements is provided. 

There is a necessary glossary of terminology. 
The definitions are brief and are written in non- 
technical language. The index is complete and 
representative of the text content and should be 
useful for quick reference. The bibliographic 
references throughout should prove to be espe- 
cially helpful. 

Written for the lay person, the book should not 
bore the expert accountant and certainly meet 
the objectives set forth in the preface and would 
satisfy the needs of the church treasurer. 

ANGELO E. От ANTONIO 
Assistant Professor of Accounting 
University of Delaware 


CHARLES T. HORNGREN, Introduction to 
Management Accounting, Fourth Edition 
(Englewood Cliffs, New Jersey: Prentice- 
Hall, Inc., 1978, pp. xxii, 643, $14.95). 


As a model for other authors in the field to 
emulate, this text, as in previous editions, is 
laconically written and easy to read. For a founda- 
tions course geared to undergraduate or graduate 
students, coverage of the subject matter is, for 
the most part, thorough and extensive. 

The organization of the chapters has been 
markedly altered from the previous editions. The 
four chapters on the fundamentals of financial 
accounting, which comprised the first section in 
previous editions, have now been appropriately 
relegated to the rear of the volume, in light of the 
book's focus on management planning and con- 
trol. Another significant change is that the topic 
of relevant costing appears in the current edition 
immediately following the chapters on cost- 
volume-profit analysis and manufacturing costs, 
which represents a logical reorganization, since 
all of these topics are concerned with the contri- 
bution-margin approach to income reporting and 
cost terminology. Additionally, relevant costing 
is covered in two chapters instead of one in this 
edition, állowing for more manageable treatment 
of this subject especially at an early point in the 
course. That relevant costing has never been 
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integrated formally in this book with the dis- 
counted cash-flow approach to capital budgeting 
is, however, a source of confusion to students. 
Furthermore, in contrast to previous editions, the 
two chapters dealing with capital budgeting are 
not presented right after those on relevant costing 
inthe current edition. 

Although the author adopts an interdisciplinary 
approach, generally he does not clearly and 
specifically describe the varied role of the 
management accountant in connection with the 
allied disciplines considered in the text, such as 
finance and marketing. The rationale for the 
inclusion of these topics in an accounting course 
could be explained more persuasively, and re- 
stated for reinforcement throughout the book, to 
student readers who will encounter such topics 
again and again in other courses. Moreover, the 
extent to which the management accountant is a 
decision-maker rather than a data-provider—an 
issue that students often inquire about—is not 
adequately discussed in this text. 

Despite the use of the cost-benefit approach as 
a recurring motif in the book, there is insufficient 
connecting tissue among the chapters in terms of 
other possible themes, such as: the problem of 
uncertainty in accounting, the short-run versus 
the long-run, controllability and accountability, 
cost-volume-profit analysis, and the concept of 
relevant costs. A closer linkage among the chap- 
ters could be forged by periodic reiteration of 
such themes and explanation of their applicability 
to particular topics. For example, linear pro- 
gramming (in Chapter 16) and cost-volume-profit 
analysis (in Chapters 2, 4, and 5) are not ade- 
quately integrated in the text; linear programming 
is not clearly linked to the material dealing with 
CVP analysis and the concept of opportunity costs 
in previous chapters. In addition, there is no 
evident attempt to compare zero-base budgeting 
with flexible budgeting. 

Coverage of the behavioral sciences in this 
book is better organized and much broader than 
in previous editions as well as generally superior 
tothat found in competitive textbooks. Neverthe- 
less, the treatment of the accounting interface 
with the behavioral sciences leaves something to 
be desired. The behavioral consequences of insti- 
tuting new accounting systems and the problems 
of communicating accounting data need greater 
emphasis. So, too, does participation in budgeting 


‘among employees. Additionally, there should be 


a discussion of the hypotheses of functional fixa- 
tion and information overload. 

Other features of the book are worth noting. 
There is an ample glossary of important terms in 


‘management accounting. In addition, the salient 
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points and the exhibits in each chapter are pre- 
sented in bright red and pink, making the book 
visually appealing. Furthermore, the solutions, 
manual includes proposed course outlines, sug- 
gested test problems, and even the author’s com- 
mentary on his own teaching methodology. 
However, there are insufficient references to cur- 
rent articles and other sources in many of the 
chapters. Р 

In summary, ће above critical commentary 
notwithstanding, this book provides a carefully 
prepared and well-organized exposition of man- 
agement accounting primarily for the first-year 
undergraduate or graduate student concentrating 
in accounting or another business discipline. On 
balance, the topics are covered in an effective and 
efficient manner. To encourage students to apply 
concepts rather than regurgitate them seems to be 
the implicit aim of this text, which it fulfills 
admirably. The wide variety of challenging prob- 
lems in this book, including many dealing with 
non-profit organizations, should evoke students’ 
enthusiasm. 

ROBERT BLOOM 
Assistant Professor of 
Business Administration 

College of William and Mary 


THE INSTITUTE OF CHARTERED ACCOUN- 
TANTS IN ENGLAND AND WALES, Survey of 
‘Published Accounts 1977 (London: The 
Institute of Chartered Accountants in 
England and Wales, February 1978, 
рр. 241). 


This annual survey presents not only an analysis 
of methods and examples of financial reporting 
used by major British companies, but also a guide 
to current accounting thought in the United King- 
dom. On several important subjects, a brief 
history of the development of such thought is also 
provided, and a separate section brings the in- 
formation quite up to date. For example, the 
section on inflation accounting refers to such 
important publications as the Provisional Stan- 
dard (1974) that recommended current purchas- 
ing power (CPP) accounting; the Sandilands Com- 
mittee report (1975) that recommended current 
cost accounting (CCA); and Exposure Draft 18 
(1976) that made specific suggestions for the 
implementation of CCA. This information is 
further updated by a detailed summary of the 
guidelines issued by the Accounting Standards 
Committee in November, 1977, that blend the 
ideas underlying both methods of inflation ac- 
counting—CPP and CCA—in a unique manner 
not yet seen in American literature. 
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Another interesting example is provided by the 
section The Corporate Report, which is a discus- 
sion paper published by the Accounting Stan- 
dards Committee in 1975. With the objective of 
meeting the needs of the users, it recommended 
certain additional information to be included in 
company reports, and has been followed up by 
two government publications. The last of these is 
a consultative document, “The Future of Com- 
pany Reports,” published by the Department of 
Trade in July, 1977. This document proposes that 
the annual reports and accounts of large corpora- 
tions should in the future contain the following 
elements: a value-added statement; an employ- 
ment statement; more comprehensive financial 
accounts; more detailed disaggregation of activi- 
ties; and an international trade statement. ; 

The main part of the survey covers 300 large 
industrial companies, representing over 75 per- 
cent of the total equity market capitalization of 
British companies quoted on the Stock Exchange, 
though only 13 percent in number of such 
companies. Each section of the survey first dis- 
cusses the accounting requirements relating to the 
topic, and then provides tables analyzing the 
methods used by companies. The tables indicate 
the number of instances of the use of various 
methods during the year to June 30, 1977, with 
comparative figures for the preceding year. In 
numerous cases, figures for the earliest year for 
which information is available are also provided. 
This highlights significant trends in reporting 
methods over a longer—though nonuniform— 
period. Non-mandatory information, such as 
statements adjusted for inflation and information 
recommended by The Corporate Report, is also 
included in the analysis. The tables are followed 
by excerpts from published statements. The 
emphasis here is to illustrate the treatment of an 
item in a variety of ways by different companies. 

In addition to the main part of the survey, there 
are two separate sections which present the 
results of more limited surveys of the published 
statements of property companies and investment 
trusts. 

As a counterpart of the American publication, 
Accounting Trends and Techniques (ATT), it has 
many similarities. But there are significant dif- 
ferences, particularly in regard to the following 
matters: 


(1) Survey of Published Accounts (SPA) con- 
tains more cetailed summaries of account- 
ing requirements, and. in some cases, also a 
history of their development. Furthermore. 
the scope of the summaries is much wider. 
including: statutory requirements; dis- 
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^ closure requirements of the Stock Ex- 
change; statements of standard accounting 
practice—both mandatory and nonman- 
datory; exposure drafts of such statements 
in issue; and recommendations of the 
Institute of Chartered: Accountants in 
England and Wales. ATT contains brief 
summaries only of generally accepted ac- 
counting principles and requirements of 
the Securities and Exchange Commission. 
(2) There is almost an equal emphasis in SPA 
on international accounting standards. The 


statements and exposure drafts referred to . 


above include not only those issued by the 
(UK) Accounting Standards Committee, 
but also those by the International Ac- 
counting Standards Committee. Further- 
more, information relating to.the imple- 
mentation of the Directives adopted by 
the EEC Council of Ministers is also pro- 
vided. ATT makes no reference to 
international standards. 

(3) The analysis contained in SPA and in ATT 
differs significantly because of differences 
in emphasis and disclosure requirements 
in the two countries. For example, under 
Income Statement, ATT analyzes 14 dif- 
ferent items, while SPA has only five sec- 
tions; results of associated companies, 
depreciation of fixed assets, research and 
development ^ expenditures, taxation 
charges, and earnings per share. Under 
Balance Sheet, ATT has 28 sections plus 
two sections under Stockholders’ Equity; 
SPA hasonly nine. Analysis of Statement of 
Changes in Financial Position and 
Auditors’ Report are also much more ex- 
tensive in ATT than in SPA. 

(4) The size of SPA is much smaller and 

' handier than ATT. 


This publication should prove to be a useful 
work of reference to those interested in interna- 
tional accounting generally, and particularly to 
those who want to keep abreast of current 
developments in the United Kingdom—in such 
crucial areas as objectives of financial statements, 
methods of inflation accounting, and social 
accounting. 

SURENDRA P. "AGRAWAL 
Associate Professor of Accountancy 
Wright State usu d vue 


PAUL Jonas, Taxation of Multinationals in 
Communist Countries 
Praeger Publishers, 


1978, pp. x, 88, 
$15.00). ` 


(New York:. 
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This short book provides a non-detailed sum- 
mary of the fiscal regulations affecting Western 
corporations in five European socialist countries: 
Yugoslavia, Romania, Hungary, Bulgaria, and 
Czechoslovakia. The author tries to strike a 
balance between a theoretical and a pragmatic 
discussion. 

Both the United States and the Soviet Union 
have been trying to restore normal commercial 
and business relationships between the two coun- 
tries. Some Soviet-type countries use a joint 
venture as an instrument of business association. 
A joint venture is “a partnership of cooperative 
agreement between two or more partners, which 
is restricted to a single specific undertaking." 
(p. 14). 

The third chapter provides a discussion of the 
characteristics of the joint business ventures in 
Yugoslavia, Romania, and Hungary. In each 
country 51 percent of the joint venture must be 
owned by domestic capital (7.e., Soviet-bloc 
controlled). Obviously, U.S. corporations prefer 
to use wholly owned subsidiaries, but this form of 
involvement is unacceptable to the European 
socialist countries. The profit of a foreign partner 
is subject to the following tax rates: 35 percent in 
Yugoslavia, 30 percent in Romania, and 40 per- 
centin Hungary. 

The following questions are investigated for the 
five European socialist countries: 


1. The nature of limitations on the formation of 
foreign associations in key sectors such as bank- 
ing, insurance, transportation, public services, 
and strategic raw material resources; 

2. The types of business organizations (for exam- 

ple, corporate, partnership, branch office) in . 

which foreigners may participate, and the 

definition of taxable income applied by the 

Eastern European countries in each case; 

Types and rates of tax “normally” levied on 
corporate income and potential tax holidays; 

- Treatment of depreciation allowances; 
Provision of investment credits and other capital 
subsidies; 

Taxes on profit remittances, interest, and 

royalties to non-residents; and 
The extend to which export profits are pref- 
erentially taxed. 


з Ое CU AS сә 


‚ Chapter 2 provides а model of Soviet-type 
taxation. These socialistic tax. systems аге 
characterized by the dominance of. excise taxes 
levied on consumer goods. In essence, a distorted 
price system makes inputs cheap and:consump- 
tion expensive. The excise tax plus: ‘the com- 
pulsory purchase of governmental bonds puts a 
continual squeeze on the population and keeps 
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the standard of living relatively low. Snowflake 
diagrams in this chapter illustrate the distribution 
of employment across the major sectors of the 
various economies, and these diagrams can be 
used for analysis and prediction of growth 
potentials. 

The bulk of the book is in the fourth chapter. 
There is a discussion of the taxation of the foreign 
share in each of the five Eurcpean socialist 
countries. However, only Yugoslavia, Romania, 
and Hungary have issued legislation to allow 
equity-style joint business ventures with Western 
countries. In Yugoslavia, there is a decentralized 


market socialism where the most important suc- · 


cess indicator is the profit of the enterprise (p. 74). 
Workers' councils have power (i.e., not a cen- 
trally planned economy) in Yugoslavia, so this 
country has the most potential for international 
economic cooperation with the United States. 
Bulgaria is more in line with the Soviet pattern 
and is reluctant to allow joint ventures between 
domestic entities and Western companies. 
Further, doing business with Czechoslovakia is 
extremely difficult for’ Western firms, for the 
political atmosphere is chilly, and there is little 
chance of relaxation of highly restrictive 
methods. 4 
The fifth chapter contains an excellent sum- 
mary of. the regulations related directly or in- 
directly to taxation in Yugoslavia, Romania, and 
‘Hungary (pp. 76-78). In his table of the statutory 
_ Corporate income tax rates of Western countries, 
: only three Western countries have higher statu- 
tory rates than the U.S. Obviously, statutory tax 
rates may have little relationship to the effective 
rates. 
© For the individual with an interest in foreign 
‘taxation, this is a worthwhile short summary. 
Since no mention is made about updating the 
material, other sources will have to be consulted 
when determining the current regulations in these 
five countries. The author did meet his goal of 
outlining the fiscal rules that apply to foreign 
corporations in the five European socialist 
countries (p. 3). 
D. LARRY CRUMBLEY 
Professor of Accounting 


x 


Texas A&M University 


ЈОЅЕРН А. MACIARIELLO, Program-Manage- 
ment Control Systems (New York: John 
Wiley - -& Sons, 1978, pp. xviii, 220, 
$19.95): 


The purpose of the book, as stated: by the 
author, was to develop management control 
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systems for complex programs. Specifically, he 
sees program controls as including the managerial . 
functions of planning, organizing, decision 


making, and cortrol. Formally, he defines the 


entire process as the Propra- management con- 
trol system. 

The author distinguishes complex from non- 
complex programs in three ways. First, they may 
require high -technology for accomplishment. 
Second, they are usually poorly structured. 
Finally; they are often massive in scope. Complex 
programs ‘require the integration of highly- 
specialized disciplines of an organization for large 


“numbers of interrelated tasks. The author’s solu- 


tion to this situation is to develop a system using 
the program-management control approach. 

The book consists of 14 chapters divided into 
three parts. Part I covers the structure of pro- 
gram-management control systems. The author 
deals with the requirements that camplex pro- 
grams impose upon the design of the organiza- 
tional structure of a system. Part П emphasizes 
the process of program-management coritrol. 
Part III examines various control problems and 
possible solutions. Overall the author achieved a 
good balance between the required tools and 
different organizational processes necessary to 
achieve an operational program-management 
control system, 

The author's approach to the design of pro- 
gram-management control systems begins with 
the establishmen: of goals and objectives of the. 
organization. Tbe second step is to identify 
explicitly a market strategy. Given the goals and 
strategies, the final step is to identify the crucial 
variables. The decisions reached about the first 
three areas should influence significantly the 
design of the system's organization and reward 
structure. Specific emphasis is given to the be- 
havioral mechanisms that make the total system 
functional. The general management control 
system developec by the author is intended to be 
flexible enough to provide guidance to meet the 
situational requirements of any organization, 
However, the author stresses that managers 
should be careful not to conclude that a specif- 
ically designed program-management control 
system functioning well for one organization will 
work for another. Instead, the general process 
should be repeated for each specific organization, 

Using the Flesch’ formulas for reading ease, 


^ 


Не 


level of abstraction, and. ‘human interest on a ^ 


random sample of the book, I analyzed the 
author’s writing style. The reading ease test in- 
dicated a very difficult level, making the book 
only appropriate at the graduate level. The book 
tended to be fairly abstract and at times might be 


» 


‘Book Reviews 


hard to follow, In terms of human interest the 

book was relatively dull; most readers would have 

difficulty identifying with it behaviorally. 
Acomparison of Management Control Systems 

by Anthony, Dearden, and Vancil with Maci- 

ariello’s book is appropriate for two reasons. 

First, Maciariello states that Management Con- 

trol Systems most influenced his thinking on the 

general subject of management control. Second, 
because Management Control Systems has been 
so widely accepted. 

'  Maciariellos book is multi-dimensional in 
framework and deals with complex activities; 
Anthony, Dearden, and Vancil’s book tends to 
be one-dimensional and deals only with non- 
complex activity. Maciariello has developed in his 
book а general framework for program-manage- 
ment control systems that integrates the separate 
disciplines used in practice into an interrelated 
system that applies to the management of com- 
plex projects, products and services. Maci- 
ariello’s approach allows for activities of ofgani- 
zations to be planned and controlled in terms of 
‘both financial and behavioral performance; 
Anthony, Dearden, and Vancil's approach allows 
only for activities to be planned and controlled 
in terms of financial performance. Maciariello has 
certainly made a substantial contribution by 
advancing knowledge beyond the level addressed 
by Anthony, Dearden, and Vancil. ` 

The book is the best policy-making operational- 
control book available today at the graduate level. 
The author succeeded in accomplishing the 
objectives he established for the book. The book 
contributes significantly to the development of 
management control systems of complex pro- 
prams in a multi-dimensional way. It is versatile 
because it was designed to be used by general and 
functional managers, controllers, and students. 
Two obvious uses for the book would be in a 

` eourse for controllers or in an advanced mana- 

gerial accounting course. The author has done a 
good job of using his vast experience to provide 
ample illustrations and examples. Although the 
book does not include cases, the author provides 
a list of suggested cases available through ICCH in 
the appendix. Some may consider this a dis- 
advantage. 

JOSEPH J. JOSEPH, Tr. | 

Associate Professor of Accounting 
University of North Florida 


WALTER B. MEIGS, A. N. Моѕсн, and 
CHARLES E. Јонмѕом, Intermediate Ác- 
counting, Fourth Edition (New York: 
McGraw-Hill Book Company, 1978, 
pp. xx, 1132, $17.00). 
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The rapidly expanding number of complex 
technical financial accounting and reporting 
problems raises a serious question of whether it is 
still possible to cover every important detail in a 
two-semester intermediate accounting course, 
The authors have chosen to emphasize thorough 
coverage of major topics with numerous illustra- 
tions of accounting requirements. They have 
chasen not tó include details on some of the more 
complex technical issues, such as lessor account- 
ing for leveraged leases and the interest amortiza- 
tion method applied to bonds issued between 
interest dates or to partial retirement of bonds, 

In the fourth edition, the authors have con- 


. tinned their emphasis on a combination of ac- 


counting concepts and analysis of problems that 
arise in applying these underlying concepts to 
financial accounting and reporting. The book, 
designed for use by accounting majors who have 
completed an introductory financial accounting 
course, has been carefully revised to include 
current terminology and recent developments in 
financial accounting. Students should find the 
text easy.to read and numerous highlighted illus- 
trations make most issues self-éxplanatory. The 
large number of chapter questions and exercises 
are well keyed to chapter topics. 

Several format and content changes nave been 
made from the previous edition. Throughout the 
book, there is an increased emphasis on the 
objectives of financial statements, using recom- 
mendations of the AICPA study on financial 
statement objectives. Coverage of SEC regula- 
tions as applied to financial statements has been 
expanded. The concept of present value and 
accounting applications is now presented in 
Chapter 5 rather than in an appendix. This permits 
much better integration of present value concepts 
where appropriate in subsequent chapters. In- 
ventory coveragé has been reduced from three 
chapters to two chapters. This change was 
accomplished by reorganization of topics and by 
elimination of much of the material on inventory 
management, planning, and control. Throughout 
the book, less emphasis is given to management 
planning and control than in the previous edition. 

The textbook is well organized following the 
general pattern of a balance sheet as found in most 
intermediate accounting courses. The table of 
contents uses subheadings to highlight chapter 
conient and is quite useful for reference to 
specific topics. Several accounting concepts such 
as interim reporting and replacement cost data 
are introduced in early chapters where they are 
appropriate and covered in more detail in later 
chapters. Cross feferences in the early chapters 
inform the reader that more detail coverage is 
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available elsewhere in the text. The practice of 
integrating special requirements throughout the 
text, often before detailed coverage, is a useful 
and effective way of providing students with a 
good perspective of the accounting issue in- 
volved. The material is handled well and should 
not be confusing to students. However, teachers 
using the textbook for the first time should care- 
fully review the total text to determine where best 
to cover specific topics in detail and to avoid the 
awkwardness of expanding on a topic early in the 
semester only to discover later that it is covered 
in more detail in subsequent chapters. 

` . The topical chapter outline is similar to most 

-intermediate accounting textbooks. The discus- 
sion of reversing entries in Chapter 2 has been 
simplified and is clearer. Chapters 3 and 4 on 
financial statement preparation are much more 
thàn a review of material from an introductory 
course. Several major topics are introduced and 
covered in this chapters. For example, tlie basic 
accounting and reporting requirements for 
extraordinary items and prior period adjustments 
are in Chapter 3. Reduced emphasis on mana- 
gerial planning and control from the previous 
edition is most apparent in the cash end inventory 
chapters. Cash flow analysis is now included with 
funds flow analysis in Chapter 24. Present value 
concepts are emphasized more in this edition. 

Chapter 22, Accounting and Inflation, includes 
both price-level accounting and "fair value" 
accounting. Apparently, the authors intended the 
term "fair value” to mean a broad general concept 
of value including entry and exit values. How- 
ever, the text is frequently confusing since the 
term "fair value" is often followed by "(replace- 
ment)." Adopters of this text should agree on 
definitions of terms to be used by their class. 

The 10 to 12 problems in each chapter range 
from short specific computations to complex, 
multi-issue problems. The three to five cases in 
each chapter require more analytical reasoning 
rather than computations and should lead to good 
in-class discussion. The authors have made exten- 
sive use of revised CPA examination problems; 
.however, unlike many other textbooks, these 
problems are not identified as “(AICPA 
adapted)”. 

This edition is an easily readable and very 
teachable text that provides good coverage of the 
major, general topics normally included in an 
intermediate accounting course. Since it is 
probably unrealistic to attempt to cover all tech- 
nical details in an intermediate course, my 
preference in using a textbook such as this is to 
cover the general topics as included in the book 
and, each semester, select one or two topics to be 
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covered in more detail using supplemental ma- 
terials. For example, one ‘such topic could be 
lessor accounting for leveraged leases. Students 
can be exposed to research on technical require- 
ments by using FASB Statement No. 13 and other 
relevant materials to prepare answers to supple- 
mental problem material. I believe this approach 
of using sample aprlications of technical research 
will have to be used more in future accounting 
instruction since more complex technical ac- 
counting and reporting requirements are being 
added to accounting practice than can be covered 
in depth in the classroom. 

Jonn Н. SMITH 

Professor of Accounting 
The University of Iowa 


MicHARL F. MonLEY, The Value Added 
Statement: A Review of Its Use in 
Corporate Reports. Published for The 
Institute of Chartered Accountants of 
Scotland (London: Gee & Co. Limited, 
1978, pp. x, 150, £3.95). 


The Value Added Statement, a new develop- 
ment in Great Britain, is currently presented by 
approximately one-fifth of the major British 
companies. The popularity of the Statement is 
due, in part, to a recommendation- in The 
Corporate Report, published in 1975 by the Ac- 
counting Standards Committee and the apparent 
intention of the British government to make the 
Statement compulsory for alllarge companies. 

The objectives of this book are (1) to provide an 
introduction to the nature and purpose of the 
Value Added Statement, (2) to assist accountants 
in preparing the Statement, and (3) to discuss the 


problems and ccntroversies relating to the - 


development of uniform standards for the 
presentation of Value Added Statements. 

The economic concept of value added is the 
wealth created by the firm as measured by the 
increase in market prices of the goods and 
services it produces. The accounting concept is 
similar except that the measurements are ob- 
tained using the same procedures currently used 
for the profit (income) statement. Value added is 


the excess of sales (revenues) over bought-in : 


items (purchases of goods and services). Value 
added is then shown as distributed to employees, 
providers of capital, government, and the amount 
used to maintain and expand assets (depreciation 
plusretained earnings). 

After an initial chapter, the author discusses in 
three chapters the concepts and misconceptions 


of the Value Added Statement, followed by its 


» 
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advantages and disadvantages. According to the 
author, the advantages have relevance to the poor 
performance of the British economy in recent 
years. Advantages of the Statement include an 
improvementin “team spirit” within the company 
by including workers among those who benefit 
from increased productivity, thus directing atten- 
tion to the employees’ share of value added as 
. well as the government's share. It also provides a 
méasure of the size and importance of the 
. company and its contribution to national income. . 

The author expresses a hope for a change in the 
attitudes of management to that of playing a 
mediative role between labor and capital and for 
an improvement in morale that should follow 

. (pp. 19-20). However, he expresses (p. 30) the 
opinion that a de-emphasis on profits would have 
sinister implications and that the objective of 
management should not be to maximize value 
added, as this might come only at the expense of 
the providers of capital. However, if emphasis is 
to be placed on obtaining a team spirit and if 
management should act as mediator, the objec- 
tive should not be solely the maximization of 
profit but rather Pareto optimality of value added. 
Thatis, the objective should be to maximize value 
added without decreasing the share to any of the 
beneficiary classes. 

Chapters 5, 6, and 7 discuss problems of classi- 
fications and definitions relating to both the 
bought-in items and the beneficiaries of value 
added. The author is to be commended for sug- 
gesting that allocations of fringe benefits to 
workers and indirect taxes to separate benefi- 
ciaries would be arbitrary and might thus lead to 
disputes and less reliable information. However, 
the suggestion that depreciation be subtracted to 
arrive at Net Value Added would not seem to be 
an improvement because of the arbitrary nature 
of depreciation even though it is an improvement 
conceptually. 

Chapter 8 discusses the effect on the Value 
Added Statement of inflation adjustments. The 
author points out that the purchasing power gain 
on long-term debt is shown clearly in this State- 
ment as a transfer of purchasing power from the 
lenders to the shareholders. Another important 


point is that costs of preparing statements should. 


be compared with their value, particularly in the 
case of segmental reporting. 

Other topics discussed include the audit of the 
Value Added Statement, its application to 
selected forms of business entity including 

nationalized industries, and the relevance of 
value added ratios. The author concludes with 
the optimistic prediction that “the Statement may 
well make some contribution to the diagnosis and 
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even to the cure of the British industrial disease 
suffered over the past three decades.” 

This book should be of greatest interest to 
students, instructors, and practicing accountants ` 
in the United Kingdom. However, it should also 
be of value to persons in the United States and 
elsewhere who have an interest in international 
accounting, social accounting, or in new develop- 
ments in financial reporting. 

ELDON S. HENDRIKSEN 


KENNETH S. Most, Accounting Theory 
(Columbus, Ohio: Grid, Inc., 1977, pp. 
xv, 385, $15.95). 


This is a textbook in accounting theory for 
senior and graduate professional accounting 
students which, according to the preface, “was 
designed to assist accounting students to make the 
transition from the ordered ways of the classroom 
to the unruly milieu in which they will earn their 
bread.” Some miglit prefer to think of this in 
reverse, i.e., the “unruly milieu” of the classroom 
in undergraduate financial accounting, in which 
theory becomes buried underneath an avalanche 
of statements, opinions, and interpretations, and 
of the (comparatively) "ordered ways" of account- 
ing practice, in which accounting theory is largely 
ignored. In any case, given the need for a better 
grasp of theory by accounting practitioners, and 
given the lack of adequate attention to theory in 
most undergraduate accounting programs, one 
could hardly disagree with the author’s motives in 
writing a text for an undergraduate course in ac- 
counting theory. 

The documentation in each of the 17 chapters 
is extensive and carefully done; and long lists of 
“Selected Additional Readings” are most helpful 
to the ambitious student. The average chapter 
length is about 20 pages. . 

The reader will find it useful to think of the first 
six chapters as providing a conceptual, institu- 
tional, and historical framework for the chapters 
to follow, which (except for the last chapter on 
current problems) deal primarily with measure- 
ment issues. In the preface, the author describes 
the structure of the book; "a subject or concept is 
introduced in one chapter and then taken up again . 
for in-depth examination in a subsequent one." 
This structure did not always come through, 
although this fact does not detract from the value 
of the book as a text. However, in at least one 
instance, the author promised a discussion (of the 
efficient market hypothesis) in a subsequent 
chapter, but never really delivered on his 
promise. 
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Several features of the book make it ideally 
suited for its purpose. The author does not talk 
down to the student reader, and yet most of the 
book is highly readable. A good course in inter- 
mediate accounting provides the necessary ac- 
counting prerequisite, and a reasonable back- 
ground in undergraduate economics should be 
sufficient. The approach to accounting theory 
leans heavily on historical and institutional 
supports for its points of departure, and students 
will be weak in these areas, but Accounting 
Theory provides sufficient summaries of the main 
sources (e.g., Irving Fisher, Edwards and Bell, 
APB Statement No. 4, Trueblood Report) that 
the analyses of their contributions should be 
understandable. 

A Resource Manual accompanies Accounting 
Theory, to serve primarily as a reading aid, and 
consists of long lists of study questions to point 
students to “important propositions.” Hopefully 
this will be re-done when the book is revised, and 
perhaps greater care can be exercised in in select- 
ing the questions. By conservative estimate, there 
are 2500 questions, not all of which are likely to 
be of firstimportance. 

The entire book could be covered possibly in a 
three-credit, one-semester course, or possibly 
one quarter course, without resorting to un- 
reasonable reading assignments. This assumes 
that the text will be used without substantial out- 
side reading, and that students will have at least 
the academic prerequisites suggested above. 

In this sense, Accounting Theory is a pioneer- 
ing work. Other books on accounting theory are 
intended as research or reference works or as 
supplementary texts, usually in graduate semi- 
nars. The general demand for a basic text in this 
area has not yet been demonstrated, because most 
undergraduate accounting majors and fifth-year 
students preparing for professional accounting 
careers as well as the CPA or CMA exams do not 
have time for a course in accounting theory. The 
market reaction to this book should be of interest 
as well as how schools adopting it find the space in 
the curriculum for the course. 

The book has shortcomings, most of them the 
result of sacrifices necessary to keep it as a usable 
text. As a research document, it does not stand up 
very well, partly because it gives scant attention 
to the more recent research in financial account- 
ing, the relevance of which to standard-setting has 
yet to be demonstrated. The author's view is in 
this paragraph (p. 85): 


During the nineteen-sixties a mini scientific revolu- 
tion appears to have started to bring some order 
into the chaotic situation. This phenomenon, 
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which will be described in subsequent chapters, has 
been characterized as "a priori research in account- 
ing,” because it consists of hypotheses concerning 
accounting diffecent from those underlying gen- 
erally accepted accounting principles, but .un- 
accompanied by any suggestions as to how they can 
be tested. There now exist two separate com- 
munitiesin accounting. . .. 


Some of the "a priori" research is briefly men- 
tioned, but not given the attention it deserves. 

Much of the book is argumentative rather than 
authoritative. The author argues strongly on a 
number of controversial issues, and although 
students are likely to benefit from the experience, 
probably they are not capable of weighing the 
arguments and drawing their own conclusions 
without more help than the author provides. Per- 
haps the most prominent example of this is Chap- 
ter 6, "The Objective of Accounting" in which the 
author thoroughly rejects the underlying assump- 
tions of the Trueblood Report, and rejects the 
proposition that the resulting conceptual frame- 
work is necessary, or even helpful, in setting ac- 
counting standards. Discussion of both sides of 
this controversy is appropriate for this book, but 
itis too early to pass judgment on the work done 
thus far, and undergraduate readers will have 
little or no basis for deciding whether the author is 
rightor wrong. Examples of other areas that need 
more attention to be convincing include the in- 
fluence of neo-classical economics on accounting 
(Chapter 7 seems to emphasize the difference 
between economics and accounting net income, 
rather than the similarities), and the Social 
Consolidation Model as a basis for explaining 
liabilities (p. 222), in which the author seems to 
indulge himself in a little "a priori" research of 
hisown. 

These criticisms may simply be another way of 
asserting the impossibility of covering accounting 
theory in one volume. When, as in this case, the 
objectives are modified to include the preparation 
of a readable book appropriate for undergraduate 
accounting majors, the difficulties are com- 
pounded. On the other hand, the effort is well- 
worth making, and quite possibly and hopefully, 
the publication cf Accounting Theory as a text 


. will encourage the development of the course in 


more universities. 
PAUL Е. FERTIG 
Professor of Accounting 
The Ohio State University 


RESEARCH COMMITTEE OF THE INSTITUTE OF 
CHARTERED ACCOUNTANTS IN ENGLAND 
AND WALES, Analysed Reporting—A 
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Background Study (London: The Institute 
of Chartered Accountants in England and 
Wales, 1977, pp. 211, £6.95). 


“Analysed Reporting” is the term used in the 
United Kingdom to represent segment financial 
reporting by diversified companies. This study, 
completed in April 1976 by Adrian Lamb, a part- 
дег in the United Kingdom firm of Coopers & 
Lybrand, is concerned primarily with an examina- 
tion of the extent to which diversified companies 
currently disclose, and in the future should dis- 
close, segment or analyzed data. In addition to an 
investigation of the segment reporting require- 
ments and practices in the U.K., information is 
also included for the United States, Canada, 
Australia, South Africa, the Netherlands, and 
Sweden. In particular, strong emphasis is placed 
on the contents of the exposure draft on segment 
reporting which was issued by the Financial Ac- 
counting Standards Board (FASB) in September 
1975. 

With respect to the scope of the research, the 
study did not attempt to survey companies in the 
U.K. as to the actual level of segment reporting 
or to the desirability and/or feasibility of ex- 
tended segment reporting requirements. Neither 
were financial statement users questioned as to 
what specific segment information they consider 
valuable. Rather, the results of prior research 
efforts on the subject and existing published 
summaries of financial reporting practices in 
various countries, such as those contained in 
Accounting Trends and Techniques published by 
the American Institute of Certified Public Ac- 
countants, were utilized as evidence concerning 
the desirability and practicality of segment dis- 
closure. One hundred and thirty-seven pages of 
the text are devoted to appendices which repro- 
duce selected portions of the various sources 
which were referenced in the study. 

The concept of segment reporting is not new in 
the United Kingdom. Both the Companies Act 
1967 and the Stock Exchange Listing Agreement 
in the U.K. require certain segment disclosures. 
Generally, however, the implementation of the 
reporting requirements has been subject to vary- 
inginterpretations by companiesin the U.K., with 
the result that considerable variation exists in 
practice with respect to the segment information 
actually provided in external financial reports. 

The study is divided into five sections. Part I 
covers current statutory and regulatory segment 
reporting requirements in the countries studied 
and provides a good overview of the extent to 
which the subject has achieved world-wide atten- 
tion. Current segment reporting practices are 
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examined in Part II. Since the sources of informa- 
tionia this section are limited to published surveys 
of corporate financial reporting practices, one 


limitation of this area is that the information pre- 


sented is somewhat dated. For example, the 28th 
edition of Accounting Trends and Techniques 
referenced includes information for reporting 
years ended not later than February 1974. 

Based on the various research articles and 
books utilized in this study, a debate of the major 
arguments for and against segment reporting is 
presented in Part III. After assuming that segment 
data should be presented, the remainder of this 
section deals with questions concerning the 
appropriate basis for segmentation, circum- 
stances where segment information should be pre- 
sented, what items in the financial report should 
be subject to segment analysis, and whether the 
segment information should be subject to the 
opinion of the independent auditor. Overall, this 
section provides a good summary of the issnes 
and controversies which have developed over the 
subject of segment disclosure. 

Part IV, “Current Developments in Other 
Countries,” for the most part summarizes in 
detail the various reporting requirements as pre- 
sented in the FASB exposure draft on segment 
reporting. The last section of the study presents 
the views of the author concerning the various 
issues surrounding the subject of segment report- 
ing, and generally concludes that the approach 
taken in the FASB exposure draft is appropriate 
for use in the United Kingdom. 

Overall, the study does not extend the state of 
the art with respect to segment reporting but, 


instead, serves as a useful vehicle to випипа-... -` 


rize the many issues and corresponding 
research efforts which have been identified and 
made in this area. Particularly valuable are the 
appendices which provide easy access to many 
source documents concerning segment reporting 
requirements and practices in different countries. 
The study would be most valuable perhaps to 
those wishing to develop a basic background and 
understanding of the issues involved in segment 
reporting. 

RICHARD F. KOCHANEK 

Associate Professor of Accounting 
The University of Connecticut 


Isaac N. REYNOLDS, ALBERT SLAVIN, and 
ALLEN B. SAUNDERS, Elementary Ac- 
counting (Hinsdale, Illinois: Dryden 
Press, 1978, pp. xiii, 988, $13.95). 


With 988 pages, this book covers almost all you 
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may want to know about elementary accounting 
but were afraid to put in your own text. Itis clearly 
intended for a full-year course in the more his- 
torical “elementary” tradition -rather than the 
financial/ managerial combination. In fact, only 


five of its 28 chapters are related to what is usually ` 


considered “managerial.” 

Each chapter starts with a very short intro- 
duction, learning goals, a list of key terms is given, 
and concludes with a glossary, questions, class 
exercises, and problems. Generally speaking, all 
these fit together well and should be of benefit to 
student and teacher. Color is used well through- 
out the text. 

The “package” itself is quite complete. There 
is an instructor's manual which for each chapter 
extensively summarizes major concepts, lists 
behavioral objectives, provides lecture notes, and 
describes and indicates level of difficulty for 
exercises and problems. This would seem an 
exceptionally valuable aid for beginning teachers, 
while experienced teachers may find it of limited 
value. In addition, the publisher provides a solu- 
tion manual (661 pp.), a test bank (unit tests, mid- 
terms, dnd comprehensive exams), two practice 
sets, transparencies (solutions to class exercises, 
exercises, and problems and selected "teaching 
transparencies illustrating important figures and 
illustrations ...”), and working papers (two 
volumes). A checklist of key figures is included at 
the end of the text. All of this clearly indicates that 
when Dryden obligated itself to vie in this compet- 
itive market, it jumped in with both feet. 

The approach is from the single proprietorship 
form of business. In fact, corporations are not in- 
troduced until the Iast half of the text. 

There are a variety of items that can be covered 
when a book is of this size. Contrary to some 
elementary texts, this one fully explains, in addi- 
tion to traditional methods, subjects such as dis- 
counts lost, perpetual inventory, and reversing 
entries (in an appendix). 

The authors get to the subject of subsidiary 
ledgers and controlling accounts quite early 
(Chapter 3), with which there is no complaint, 
although posting references in the journal could 
be quite easily overlooked (pp. 85-86) and are not 
recorded consistently (cf. p. 224). 

The authors devote two chapters to adjusting 
entries and go into minute detail. Since this area 
is one of the more difficult ones for many stu- 
dents, the authors have clearly devoted much 
space to it. 

Although relatively free of the curses that 
often plague first printings, the current printing 
still has two serious errors that will obviously be 

Corrected quickly; But students who see high- 
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lighted on pages 70 and 103 that Cash and 
Accounts Receiveble in a three-column account 
have (normal) credit balances may be a bit 
confused. | 

Often one is impressed with how éxiendively 
certain subjects are covered or with the number of 
illustrations or examples given. Use of a cross- 
word puzzle as a problem in the chapter on Ac- 
counting Standards is another example of how 
authors can insert in a large text methods that 
might have to be eliminated in a more concise 
presentation. Other examples of "extras" are an 
illustration of the T-account method in the chap- 
ter on Changes in Financial Position. The chapter 
on Financial Statement Analysis and Interpreta- 
tionis comprehensive for an elementary text. The 
text also has in greater detail than most beginning 
books the amortization of bond premium. The 
illustration of related subject of a bond sinking 
fund may lead one to comment how nice it is that 
the amount in the bond sinking fund ends up 
exactly equalling the maturity value of the bonds. 

Those wishing to cover the "managerial" sub- 
jects in Chapters 23-27 may find that since these 
chapters average about one-third fewer pages per 
chapter than do earlier chapters, the thorough- 
ness with which financial subjects were covered 
is not consistent in these later chapters. Cer- 
tainly, the principles are clearly presented, but 
after having financial subjects so extensively pre- 
sented, some may find the managerial presenta- 
tion a bit meager. 

The authors present price-level adjustments, 
replacement cost, and goodwill in an appendix, 
which is probably advisable in a text of this nature. 
Consolidations are also discussed in an appendix. 

Each reader could find minor flaws or basis for 
criticism in almost every chapter. Often it seems 
that the authors have made a serious omission or 
error, butin a few pages or another chapter things 
are usually put right. 

Certainly the bcok is comprehensive. Tt should 
appeal in the market to which it seems directed— 
junior colleges and many four-year schools. It 
would make a good reference book in those 
courses proceeding at a decidedly faster pace. 

HAROLD L. CANNON 
Associate Professor of Accounting 
State University of New York at Albany 


RuporLPH W. SCHATTKE and HOWARD G, 
JENSEN, Financial Accounting, Sécond 
Edition (Boston: Allyn and Bacon, Inc., 
1978, pp. xiii, 638, $13.95). 


This book, designed for use in the first part of a 
two-part course in introductory accounting is a 
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very readable text and serves its purpose well. 
This purpose, the authors state, “is to give the 
- student an introductory level of understanding of 
the accounting information found in the financial 
statements" (p. 9). To meet this purpose, the 
authors have divided the text into five parts. 

In the preface they state "emphasis on the end 
products of the financial accounting process pro- 
videsa rationale for students beginning their study 
of accounting and prevents students from con- 
fusing accounting with bookkeeping” (p. ix). This 
is accomplished in Part I, “The Framework of 
Financial Accounting,” where the authors do an 
excellent job in presenting an overview of the 
purpose of accounting, including some of its 
limitations, in a very clear and concise manner. A 
complete set of financial statements is introduced 
in some detail, and they are related to the basic 
concepts of accounting which the authors have 
divided into (1) a tentative set of objectives, (2) 
basic assumptions, and (3) principles. This is done 
without regard to the accounting cycle, which is 
introduced in Part П. The three chapters in this 
section present the accounting cycle in a very 
straightforward manner. Placing the work sheet 
in an appendix allows the instructor to emphasize 
or de-emphasize it as he believes necessary, given 
the purpose of the course. It could, for example, 
be omitted in a course for non-accounting MBAs 
without affecting the rest of the material. 

Assets, liabilities, and their related effects on 
income are discussed in the five chapters which 
comprise Part III. One of the high points of this 
section is a discussion of internal control for Cash, 
Sales, Inventories, and Purchases. This discussion 
helps to emphasize management’s responsibilities 


with respect to the operations of the enterprise - 


and the accumulation of accounting data. 

Several weaknesses, however, are present in 
this section. The discussion of FASB Statement 
No. 12 in the chapter on investments could be 
expanded, especially in the areas of statement 
presentation, gain or loss on sale, and determina- 
tion of the Allowance account balance in periods 
after the period of acquisition. The discussion on 
` achangein the useful life of a fixed asset indicates 
that there is a choice between allocating the book 
value over the adjusted remaining useful life or 
treating the change as a revision of prior periods’ 
expense. This is done without any discussion as 
to changes in accounting estimates or error cor- 
rections. One error appears where the authors 
state that "the APB, in its Opinion No. 29, ruled 
that no gain or loss on a trade of like (similar) 
assets should be recorded unless cash is re- 


ceived—an unusual occurrence when a company ` 


trades an old asset for a newer one" (p. 322). 
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(Emphasis added.) 

` Part IV, "Owners' Equity," discusses the ac- 
counting for the sole proprietorship, partnership, 
and corporate forms of business organization 
including an excellent introductory-level presen- 
tation (except for one area) of business combina- 
tions. This exception is the suggestion that "the 
unallocated excess of book value over cost might 
be reported on the consolidated balance sheet as 
a general valuation account deducted from total 
assets under a title such as 'excess of subsidiary 
book value over cost'" (p. 412) without any 
mention of APB Opinion No. 18's statement that 
“an excess over cost should be allocated to reduce 
proportionately the values assigned to noncurrent 
assets (except long-term investments in market- 
able securities) in determining their fair values" 
(paragraph.91). , 

The last section, "Accounting Theory and 
Analysis," in addition to standard presentations 
on the Statement of Changes in Financial Position 
and analysis of financial statements, contains a 
chapter on the area of changing prices, both 
specific and general, and a chapter entitled "Ac- 
counting Theory: Importance, Development, and 
Prospects." Both chapters are excellently written. 
The chapter on accounting theory, however, will 
create the most controversy since it is unlikely 
that all instructors will agree with either the 
authors' evaluation ofthe present state of the pro- 
fession or their conclusions with respect to its 
future. While these two chapters could be ^mit- 
ted without hurting the "bookkeeping" aspects 
of an introductory course, it is strongly suggested 
that they be included, since they will give the 
students some indication of the problems in, and 
the changing nature of, accounting. 

The text is well written, and the questions, 
exercises, and problems are plentiful and appear 
to be well written and extensive in their coverage. 
On balance, its weaknesses are few and this text 
should be seriously considered for use in an intro- 
ductory financial accounting course. 

KENNETH P. HANKINS 
Associate Professor of Accounting 
Kent State University 


Ray M. SOMMERFELD, Federal Taxes and 
Management Decisions, Revised Edition, 
(Homewood, Illinois: Richard D. Irwin, 
Inc., 1978, pp. ix, 396, $17.50). 

The revised edition of a 1974 book with the 
same title is written for students “who need only 
to recognize the important tax consequences that 
attach to many common business transactions.” 
Accordingly, the book is intended for MBA stu- 
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dents and accounting and law students who do not 
plan to become tax specialists. In the preface, the 
author states that he uses a “pragmatic” approach, 
emphasizing practical results (with little con- 
sideration of the economic, social, or political 
considerations), and that the book is in no way 
“comprehensive” (with inclusion of only the most 
significant of the most common transactions). 

In format, the revised edition is quite similar to 
the original edition. Like it, the revised edition 
contains 14 topical chapters which can be read 
and understood independently, although the 
author suggests that Chapters 2, 3, and 5 be read 
before any subsequent material. 

The material is presented in non-technical, 
easily understood language, something that 
should be appreciated by non-specialist tax 
students who might otherwise feel burdened with 
the complex technicalities and great detail com- 
mon to much tax literature. Very few references 
are made to Code sections and to court cases. The 
latter contributes to simplicity, although the 
occasional person interested in further back- 
ground study is not thereby aided. 

Instead of including problems and short case 
assignments in each chapter, the author includes 
12 cases in the back of the book. They are open- 


ended cases dealing with such broad topics as ` 


family and estate tax planning, transfer of prop- 
erty, raising capital, choosing a business form, 
etc. There appears to be no “solution manual” for 
the cases. This reviewer requested one from the 
publisher, but was informed that none was avail- 
able. In the opinion of this reviewer, such a 
manual could be helpful to instructors, assisting 
in identifying relevant points in the cases. In 
addition to the 12 broad integrative cases already 
included in the book, this reviewer believes that 
it could also be helpful to have short cases in each 
chapter that might be discussed as one proceeds 
though the book. 

The book includes a supplementary reading 
list, by chapter, which should be of use to those 
wishing to go into more depth on particular 
topics. 

The text is interesting and readable; the exam- 
ples, illustrations, and diagrams are helpful. The 
author generally does a good job of balancing the 
need for sufficient detail to understand the con- 
cepts without “cluttering” with excessive detail. 

The author accomplishes his objectives and 
does it in an interesting, readable fashion. Anyone 
teaching a tax course for non-specialist tax 
students should seriously consider using the book. 

Parr J. HARMELINK 
Associate Professor of Accounting 
University of Cincinnati 
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Ray M. SOMMERFELD, HERSHEL M. 
ANDERSON, and Horace К. BROCK, An 
Introduction to Taxation, 1978 Edition 
(New York: Harcourt Brace Jovanovich. 
Inc., 1977, pp. xvii, not paginated, 
$16.95). 


The 1978 edition of this book follows the same 
general outline as the 1977 edition and the same 
general teaching philosophy. It has been updated 
for'the 1977 Tax Reduction and Simplification 
Act. Therefore, it can be adopted for the Fall 1978 
semester without concern about obtaining supple- 
ments to cover the latest changes. 

With many schools revising their accounting 
and tax offerings, it seems like an appropriate 
time to review the advantages and disadvantages 
of this text. One of the major advantages is that 
the book is well written and easy to read. By 
adopting the "prose" style rather than the 
"reference" style, the students will find it easier 
to understand the points that the authors are 
making and will not find the reading as tedious as 
some other texts. 

Another advantage is the inclusion of the 
history of the various tax provisions as well as 
the reasons for their inclusion the law. If a student 
can understand why a specific provision is in the 
Code, he or she should be better able to remem- 
ber it. 


The direct quotation of many Code sections and . 


the use of actual tax forms is another advantage. 
The use of the actual Code sections permits the 
students to see and get used to the actual language 
of the Code. The use of the tax forms shows how 
the theory is translated into actual practice. These 
two items should make this text more acceptable 
to a teacher who has been using a "reference" 
style text for the detail but is not completely 
satisfied with it. 

In addition to covering the taxation of indivi- 
duals, the text covers corporations, income taxa- 


_ tion of estates and trusts as well as estate and 


gift taxation. This makes the text ideal for a 
one-semester course which is intended as an 
overview, It can, however, be used by schools 
which want to concentrate on individual taxation 
in the first semester by omitting specific chapters 
and sections. , 

The authors have included a large number of 
problems in the text along with several return 
problems. The return problems gives the student 
the opportunity to fill in the tax forms. The actual 
experience with the tax forms should provide the 
students first-hand experience with the compli- 
ance aspects of the law. 

The major disadvantage to this text is the lack 
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of detail concerning most Code sections. For 
those who like to delve deeply into the law and 
. interpretation, the text must be supplemented 
either with handbooks or with the Code and 
regulations themselves. This is not a completely 
satisfactory solution, since it involves some 
duplication of material as well as requiring the 
students to master two completely different styles 
of presentation. 

Schools that cover the field of taxation in a two- 
semester sequence may have trouble using this 
text. It is difficult to isolate the material just on 
individuals or just on corporations end partner- 
ships. In addition, there may not be enough 
material on corporations, partnerships, estates, 
trusts and gifts to cover a whole semester. In that 
case, a different text would have to be adopted for 
the second course. 

Another item that the text does not cover is 
research. Chapter 28 does provide an overview of 
the legislative and judicial process. However, to 
teach the students how to do tax research would 
require supplemental material. This could be 
accomplished by requiring the students to 
purchase a separate text on tax research. This 
would still leave the problem of coordinating the 
integration of tax research with the learning of 
the tax rules. 

On balance, the text has many advantages 
which makes it an excellent choice for the first tax 
course. - 

EDWARD J. SCHNEE 
Associate Professor of Accounting 
University of Kentucky 


NEsrER E. TERLECKYJ, Improvements in 
the Quality of Life: Estimates of Possi- 
bilities in the United States, 1974-1983 
Washington, D.C.: National Planning 
Association, 1975). 

This book “represents an attempt to devise an 
analytical framework for systematically assessing 
existing possibilities for social change measured 
by a set of quantitative indicators” (p. g) and pre- 
sumably is the culmination of the author's earlier 
studies on social measurement and social indi- 
cators (or “goal output indicators”). The author 
limits the analysis to “social concerns” that, in 
his viewpoint, “command a high degree of con- 
sensus as to the desirability of change in a given 
direction, as revealed by the behavior of indivi- 
duals and of political bodies at national and local 
levels.” 

Along another dimension, the Athor identifies 
28 discretionary activities which “constitute a 
summary of the technically feasible possibilities 
for improving, over a 10-year period, specific 
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aspects of the quality of life in the United States.” 
These 28 “discretionary activities” аге, then de- 
picted as rows of a large matrix, and the 22 “goal 
output indicators” are shown depicted as matrix 
columns. Cells of this matrix are the author's best 
forecasts of the effects of the discretionary 
activities on goal output indicators, 1974-83. In 
other words, this is a short-range futuristic 
scenario on the extent to which a given activity 
contributes to all 22 goal output indicators 
simultaneously. Effects of multiple activities on 
goals, however, are not considered to be additive, 
i.e., due to complex irteractions, the combined 
effects are usually less chan the sum of individual 
effects. A linear programming approach was 
developed to estimate the non-additive effects. 
Another matrix, an activity-cost matrix, gives 
the total activities costs broken down into public 
and private outlays. 

uch of the book is devoted to the tremendous 
"grasping at straws" efforts required in estimation 
of resource availabilities and relationships be- 
tween activities and goals. This book may be of 
particular interest to future economic and social 
planning, although the author asserts that "the 
discretionary activities defined here are not 
recommendations for government programs or 


` for general social adoption." 


Both the magnitude of problems undertaken 
by the author and the need for a great many 
assumptions and crude approximations can be 
appreciated. However, there are so many limita- 
tions in this Herculean endeavor that one wonders 
if it is worth such an effort. Several of the more 
disturbing aspects of the author’s model are: 


(1) The deterministic nature of the model 
coupled with the tremendous impact which 
numerous contingencies have on both the 
estimates and projections. For. example, 
many if not all the projections can be 
greatly influenced by revolutions in major 
resource centers (notably Africa and South 
America), warin the Middle East, major oil 
discoveries, world recession, etc. Futuristic - 
scenerios which account for major con- 
tingencies in a probabilistic manner would: . 
be of greater use in social planning and 
decision making. For instance if the model 
incorporated cross-impact analysis fore- 
casts based upon probabilistic contingency 
linkages of experts, it would be more im- 
pressive. 

(2) The goal output indicators are too limited, 
e.g., the author states that an “attempt was 
made to include the areas of freedom, 
justice, and social harmony, but the data 
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have not been sufficiently developed to 
permit a “quantitative approach.” (p. 15). 
But if the “quantitative approach” forces 
these and many other social concerns out 
of the analysis, perhaps the analysis should 
be broadened to allow for more qualitative 
concerns rather than to eliminate all non- 
quantifiable concerns. 

(3) Perhaps the “social concerns” (as repre- 
sented by goal output indicators) and 
estimated relationships with “discretionary 
activities” will be greatly affected by 
changed social priorities not considered by 
the author. For example, the “taxpayer 
revolt” in the 1978 California election re- 
garding greatly reduced taxes seems to have 
caught many social planners and govern- 
ment off guard. The Wall Street Journal 
(May 25, 1978) notes the tremendous popu- 


lation growth rate in New Hampshire due,, 


in large part, to priorities placed by indivi- 
duals and business firms on fewer social 
services and lower taxes (New Hampshire 
has neither an income nor a sales tax). The 
point here is that the author's model and 
choice of social concerns and goal indica- 
tors "are based on precedent and current 
emphasis, especially as revealed by 
amounts spent from personal and public 
resources for activities bearing on these 
concerns (p. 19)" New Hampshire 
Governor Thomson says, "New Hampshire 
is what America was." The more recent 
precedent and Terleckyj’s emphasis on the 
1960s and 1970s may be misleading relative 
to more recent attitude shifts amidst soaring 
inflation and taxpayer sentiment. The past, 
in this case, leads the author to some rather 
shaky projections not accompanied with 
probabilistic accounts of substantial shifts 
in social priorities. 

The analytical system developed by the author 
is too limited by both exclusion of too many 
important social concerns (albeit many which 
cannot be quantified at present) and failure to 
link contingencies in probabilistic networks, but 
it may serve as a foundation on which to build a 
more useful analytical system. 

ROBERT E. JENSEN 
Professor of Accounting 
The Florida State University 


RussELL W. WiLLEY, Foreign Exchange: 
The Accounting Economics and Control 
(Wilmington, Delaware: Nopoly Press, 
Inc., 1977, pp. 390, $21.75). 
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Many of the current problems in foreign ex- 
change are reviewed by quoting various other 
writers and then stating the view of the author. 
Sincea great many areas are covered, there is not 
a great deal of depth on some subjects. The book 
has a novel aporoach to recording non-local 
currency on the local companies’ books. The 
author uses some new terminology, so the reader 
must think about how the new terminology differs 
from commonly used terminology. 

The first four chapters cover foreign currency 
conversion and translation. Always difficult to 
comprehend, this material could have been 
placed in later chapters and with more narrative, 
would have besn more understandable. An 
example has a difference between the gain or loss 
account in the trial balance and that in the formal 
income statement. Although this is mentioned 
and reconciled, the reader spends too much time 
on the reconciliation and too little on the con- 
cepts. The author's way of keeping a dual set of 
records, one in the local currency and one in the 
foreign currency, is a very helpful approach when 


it comes to reconciling intercompany accounts 


and showing the foreign activity that has taken 
place. 

The second four chapters consider foreign 
exchange "gains or losses." The terms "un- 
realized gains" and "secondary translations" are 
introduced, but the terms are not defined until 
later. One and two transaction theory, and 
realized and unrealized gains, are difficult to 
explain. Many of the examples are complex, 
making understanding more difficult for a novice. 
The national governments’ role in the movement 
of funds is considered. There is a brief discussion 
on tariffs in general and GAAT (General Agree- 
ment on Tariffs end Trade) in particular. Export 
credits and other financing assistances as well as 
import quotas are reviewed with why govern- 
ments impose multiple exchange rates and how 
business can react to multiple rates. 

There is a rather complete discussion on the 
fluctuation of exchange rates and the importance 
of inflation in the movement of currency ex- 
change rates, the problems of calculating and 
recording realizzd and unrealized gains and 
losses, and the history of foreign exchange trans- 
lation. The latter would have been excellent 
opening subject matter to provide the novice 
reader an historical perspective. 


After inflation accounting and its impact on - 


translation accounting is discussed, the author 
considers whether to translate and then adjust 
forinflation factors, or adjust for inflation factors 
and then translate. His conclusion is to adjust for 
inflation first, using price-level or current value, 
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and then translate the financial statements. The 
author also covers in what currency should the 
company have an exposure; estimating the gain 
or loss that will result from a revaluation or 
devaluation; methods used to reduce or avoid 
exchange risks; the controlling and administering 
of exchange exposure; and budgeting and evaluat- 
ing foreign operations. In this sectian, one of the 
better ones, the author demonstrates a vast 
amount of knowledge in these areas and his 
examples and narrative are quite thorough. 

After discussing FASB Statement No. 8 regard- 
ing the recommended treatment of foreign ex- 
change gains or losses on the financial statements, 
there is a discussion of the difference between an 
economic and an accounting gain or loss. Many 
corporations may protect themselves from an ac- 
counting loss, the author points out, when no 


economic loss has occurred. The book concludes 
with a theoretical discussion of hedging and a 
summary. 

According to the preface, the book was written 
both for those with little knowledge of foreign 
exchange and for those with a sophisticated 
knowledge. This is a difficult task. The result is 
that some examples are in depth, such as foreign 
exposure and management control, but there is 
not any discussion of fixed assets when consid- 
ering translation. Where the author’s analysis is 
superficial, an excellent bibliography is provided. 
Everyone will find some parts of the book not to 
their liking; however, most will also find some- 
thing new and interesting. 

Davi J. Bovp . 
- Assistant Professor of Accountancy 
Western Michigan University 


Professional Firm Publications 
JAMES Н, SCHEINER, University of Tennessee 


This is the second of a new series designed to highlight accounting firms’ publications of - 
possible interest to academics. In recent years the largest public accounting firms have 
increased the quantity and quality of their accounting publications. Single copies are 
usually available upon request from the nearest office. 


Accounting for Sales of Real Estate, published by . 
Price Waterhouse & Co., discusses in an 
organized manner accounting for real estate 
transactions including land sales. 


tion and purchasing, marketing and sales, 
accounting records, operating results, balance 
sheet review and forecasts is provided. 


Executive Prerequisites: Illustrative Disclosures 


An Analysis of the Foreign Corrupt Practices Act from Recent Proxy Statements, published by 


of 1977, published by Arthur Andersen & Co., 
considers in separate sections the antibribery 
and accounting standards provisions of this act. 
In each section, the important points of the act 
are highlighted, an "Analysis and Comment" is 
provided in.a question and answer format and 
unanswered questions are included as "Points 
to Ponder." The text of the act including the 
conference committee statement is reprinted in 
this volume. · ` 


Building the Decision Base for Acquisition, by 
Adrian R. Stanway of Coopers & Lybrand, 
provides insigbts into informaticn desired by 
management and by accountants in acquisition 
situations. A checklist covering company back- 
ground, management and personnel, produc- 


Deloitte Haskins and Sells, presents examples 
from the Fortune Directories of management 
remuneration disclosures in compliance with 
SEC requirements. The relevant SEC releases 
are included in an appendix. 


Ernst & Ernst GAAP-Stock Life Companies is a 


sourcebook for those interested in the account- 
ing and reporting requirements of stock life 
insurance companies. The first part of the book 
provides background on the industry and the 
industry audit guide. The next two parts 
examine benefits and costs. The fourth section 
considers other types of business segments 
which might be a part of stock life insurance 
companies including health and group in- 
surance. The fifth section examines special 
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industry problems including deferred pre- 
miums and general financial reporting require- 
ments including business combinations. 


Financial Disclosure Practices of the American 
Cities IT, by James Hogan and Anthony Mottola 
of Coopers & Lybrand, is a continuation of the 
1976 monograph. In this monograph, the 
authors present their recommendations for 
municipal financial disclosure. The recom- 
mendations are developed by considering four 
basic issues: user classification, users’ needs, 
the reporting entity and report presentation. 
The authors indicate that their recommenda- 
tions are based upon the results of question- 
naires sent to various interest groups and a 
symposium attended by government, non- 
profit, urban-oriented agency and .civic 
organization officials. 


Ernst & Ernst has published Financial Reporting 
Trends for banks, fire and casualty insurance 
companies, life insurance companies, and 
savings and loan associations as surveys of the 
reporting practices in these industries. In 
general, each volume considers recent ac- 
counting pronouncements, annual report, 

' financial statement and form 10-K information. 
Typically, summary tables and narratives as 
well as examples illustrating representative or 
unusual reporting are presented. 


The Accounting Review, January 1979 


Municipal Accounting and Reporting: Issues for 
Research, published by Alexander Grant. & 
Company, presents the consensus of a con- 
ference held in late 1976 at the University of 
Texas to examine "key issues" of 1) information 
requirements of investors and other users of 
municipal financial statements, 2) fund ac- 
counting, 3) auditing, and 4) regulation of 
municipal reporting. The editor, Michael 
Granof, indicates that the book presents the 
consensus of the views of 60 authorities in 
municipal financial matters about important 
research topics. 


Professional Responsibilities in a Time of Change, 
published as a special edition of The Arthur 
Young Journal, presents one firm's onses 
to “The Accounting Establishment.” Chapters 
examine the current situation, possible alterna- 
tives and their implications on the auditor’s 
report, his independence and legal liability, 
the structure, and regulation of the profession. 
The final chapter presents the firm’s response 
to allegations made against it. 


The Audit Committee of the Board of Directors, 
published by Arthur Andersen & Co., discusses 
the current trend toward the establishment and 
use of audit committees. The position of policy 
making bodies on audit committees is re- 
viewed. The possible composition, structure 
and function of an audit committee are 
considered. 


Capsule Commentaries 
4 THOMAS J. BURNS, Editor 


Commentaries in this issue are by the Book Review Editor. 


ALFRED D. CHANDLER, JR., The Visible 
Hand: The Managerial Revolution in 
American Business (Cambridge, Massa- 
chusetts: The Belknap Press of Harvard 
University Press, 1977, pp. xvi, 608, 
$18.50). 

This prize-winning history explains the evolu- 
tion of the structure of large enterprises, the rise 
of a new class of managers and the multiunit firm. 
Chandler argues that technological change and 
major shifts in demand have exerted a far greater 


influence in determining size and concentration 
in American industry than the quality of entre- 
preneurship, the availability of capital, or public 
policy. Recommended particularly to managerial 
accountants. 


Committee Reports Volume 1978-3, Com- 
mittee on Accounting Library (Sarasota, 
Florida: American Accounting Associa- 
tion, 1978, Single Copies free on request). 


Accounting Library Lists prepared in 1977 “to 


Book Reviews ` 


assist the faculty and librarians of small schools 
and colleges in planning and building their 
libraries of accounting publications.” Four lists 
are provided: professional accounting organiza- 
tions, other publishers of accounting literature, 
periodicals in accounting, and a categorized 
sample of accounting publications. Recom- 
mended to libraries, accounting departments, 
public accounting firms, and academics, espe- 
cially new assistant professors. Lists are informa- 
tive and the sample of accounting books listed is 
contemporary and includes references to their 
reviews in THE ACCOUNTING REVIEW. 


Dick Francis, Risk (New York: Harper & 
Row, Publishers, Inc., 1977, p. 240, 
| $8.95) _ 


Inthisunusual book, a professional accountant 
(and jockey) is the hero. A best-selling work of 
crime fiction, itis the eighteenth such book about 
horse racing by a former English jockey who 
seems to have succeded Dame Agatha Christie. 
Dedicated to the memory of Lionel Wick, who 
was botha certified accountant and a professional 
steeplechase jockey, the author has succeeded 
not only in writing an exciting novel but also in 
conveying how an auditor detects fraud. 


Ernest B. HonwarH, Louis Tots, Revised 
by Јонм D. Lesure, Hotel Accounting, 
Fourth Edition (New York: John Wiley & 
Sons, 1978, pp. v, 424, $16.00). 


This new edition of a book first published in 
1928 is particularly suited to hotel personnel who 
may have only a limited knowledge of account- 
ing. Based on actual practices, it gives special 
attention to problems associated with internal 
control, budgeting, payroll, sales-and-leaseback 
transactions, syndicated ownership, guest referral 
groups, and credit card sales. 


CHARLES E. LiNDBLOM, Politics and Mar- | 


kets: The World's Political-Economic 
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Systems (New York: Basic Books, Inc., 
1977, pp. xi, 403, $15.00). 


A controversial book by the Yale University 
Sterling Professor of Economics and Political 
Science who argues that: (1) business and govern- 
ment share power similar to the way church and 
state divided authority in medieval Europe; (2) 
business must be induced by means of special 
privileges to perform its market system tasks, and 
these privileges give a degree of influence over 
the political process that no other interest group 
can begin to match, and (3) that the rigid separa- 
tion of political and economic analysis in this 
country has been harmful. The book does not 
adequately recognize the pluralism of the 
American political process (including the ac- 
counting profession), but accountants seeking to 
understand the Metcalf-Moss-et al. Committees 
should read the book. 


HAROLD F. RussELL, Foozles & Frauds 
(Altamonte Springs, Florida: The Insti- 
tute of Internal Auditors, Inc., 1977, 
рр. xv, 249). 


With a foreword by Victor Z. Brink, this book 
is an attempt to put fraud into perspective for the 
internal auditor. It is divided into eight parts: 
elements of fraud (10 pages), audit program (60 
pages), the investigative audit (30 pages), fraud 
and the criminal law (30 pages), suggested audit 
recommendations (22 pages), conclusions (8 
pages), historical aspects and case readings (84 
pages), and checklist (7 pages). Lively, even 
breezy. 


THOMAS WHITESIDE, Computer Capers: 
Tales of Electronic Thievery, Embezzle- 
ment, and Fraud (New York: Thomas Y. 
Crowell Company, 1978, pp. 164, $7.95). 


Recommended by John K. Galbraith to thieves 
and accountants. À journalistic and witty account 
of prominent computer crimes such as Equity 
Funding and Union Dime. 


Books RECEIVED, APRIL 23, 1978, THROUGH JU Y 31, 1978 


\ 


Abdel-khallk, A. Rashad and Thomas F. Keller, 
Editors, The Impact of Accounting Research 
on Practice and Disclosure, Duke University 
Press, Durham, North Carolina, 1978, pp. viii, 
222, $13.75. 

Abraham, Stanley Charles, The Public Account- 
ing Profession, 1978, Lexington Books, Lexing- 
ton, Massachusetts, 1978, pp. xx, 294. 

Attkisson, С. Clifford, William A. Hargreaves; 
Hardi J. Horowitz and James E. Sorensen, 
Editors, Evaluation of Human Service Pro- 
grams, Academic Press, Inc., New York, 1978, 

рр. xv, 492. 

Audit Group at the University of Illinois at 
Urbana-Champaign, Symposium on Auditing 
Research П, Department of Accountancy, 
University of Illinois, 1977, pp.-viii, 240. 

Causey, Jr., Denzil Y., Accounting for Decision 
Making, Grid, Inc., Columbus, Ohio, 1978, 
рр: xii, 557. 

Crumbley, D. Larry and Tony L. Crumbley, The 
Financial Management of Your Coin/Stamp 
Estate, Arco Publishing Company, Inc., New 
York, 1978, pp. 234, $16.50. 

Cushing, Barry E., Accounting Information 
Systems, Second Edition, Wesley Publishing 
Company Inc., 1978, pp. xi, 557, $15.95. 

Fiflis, Ted J. and Homer Kripke, Accounting for 
Business Lawyers: Teaching Materials, Second 
Edition, West Publishing Company, St. Paul,. 
Minn., 1977, pp. xiii, 684, $17.95: 

Fischer, Paul, William James Taylor and J. Arthur 
Leer, Advanced Accounting, South-Western 
Publishing Co., Cincinnati, 1978, pp. 851. 

Forrester, David A. R., Schmalenbach and 
After: A Study of the Evolution of German 
Business Economics, Strathclyde Conver- 
gencies, Glasgow, Distributed in U. S. by 
ISBS, Inc., P. O. Box 555, Forest Grove, 

. Oregon, 1977, pp. i, 90. 

Foster, George, Financial Statement Analysis, 
Prentice-Hall, Inc., Englewood Cliffs, N. J., 
1978, рр. x, 581, $18.95. 

Gordon, Lawrence A., Editor, Accounting and 
Social Responsibility, The University of 
Kansas, Lawrence, Kansas, 1978, pp. xi, 130. 

Hall, William D. and David L. Landsittel, A New 
Look at Accounting for Pension Costs, Pension 
Research Council, The Wharton School and 
Richard D. Irwin, Inc., Homewood, Illinois, 
1977, pp. xxiv, 183, $9.50. 

Litzinger, F. Donald, Linda Nicandri, Rudolph 
DeFazio, Elementary Accounting: A Logical 
Approach, Grid, Inc., Columbus, Ohio, pp. 
355, $17.95. 

Loeb, Stephen E., Editor, Ethics in The Account- 


ing Profession, John Wiley & Sons, New York, 
1978, pp. xii, 479, $14. 95, 


‘Lowe, G. B., CPA Business Law Review, South- 
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Western Publishing Co., 1978, pp. vii, 296. 

Mason, Alister K., The Development of Inter- 
national Financial Reporting Standards, ICRA 
Occasional Paper No. 17, International Centre 
for Research in Accounting, University of 
Lancaster. England, £5.00. 

Mattessich, Richard, Instrumental Reasoning and 
Systems Methodology: An Epistemology of 
the Applied and Social Sciences, D. Riedel 
Publishing Company, Inc., Boston, 1978, pp. 
xviii, 396, $35.С0. 

Mautz, R. К. and William С. May, Financial 
Disclosure in a Competitive Economy, New 
York: Financial Executives Research Founda- 
tion, New York, 1978, pp. vii, 286, $6.00. 

McCullers, Lewis D. and Richard G. Schroeder, 
Accounting Theory: Text and Readings, John 
Wiley & Sons, New York, 1978, pp. 577, 
$16.95, 

Milam, Edward E. and D. Larry Crumbley, Estate 
Planning: After the 1976 Tax Reform Act, 
AMACOM, A Division of American Manage- 
ment Association, New York, 1978, pp. vi, 230, 
$14.95. 

Montgomery, A. Thompson, Financial Account- 
ing Information: An Introduction to its 
Preparation and Use, Addison-Wesley Pub- 
lishing Company, Reading, Massachusetts, 
1978, pp. xiv, 657, $14.95. 

Mosich, A. N. and E. John Larsen, The CPA 
Examination: Text, Problems and Solutions, 
1978, McGraw-Hill Book Company, New 
York, pp. xiii, 860. 

Murdock, Robert G., Thomas C. Fuller, Joel E. 
Ross, and Frank I. Winnermark, Accounting 
Information Systems, Prentice-Hall, Inc., 
Englewood Cliffs, N. J., pp. ix, 499, $17.95. 

Patz, Alan L. and Alan J. Rowe, Management 
Control and Dectsion Systems: Text, Cases and 
Readings, John Wiley & Sons, New York, 1977, 
pp. xii, 453, $13.95. 

Scantlebury, D. L. and Ronell B. Raaum, 
Operational Auditing, AGA Monograph 
Series, Number One, The Association of 
Government Accountants, 1978, pp. їй, 94, 
$5.00. 

Schiff, Michael, Accounting Reporting Prob- 
lems: Interim Financial Statements, Financial 
Executives Research Foundation, New York, 
1978, pp. v, 139, $6.00. 

Sellers, James H. and J. Larry Hagler, The 
Academic Accountant: A Profile, School of 
Business Administration, University of 
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Books Received 


Mississippi, 1978, p. 83, $4.00. 

Staubus, George J., Making Accounting Deci- 
sions, Scholars Book Company, Houston, 
Texas, 1977, pp. xxix, 676. 

Sunder, Shyam, Oil Industry Profits, American 
Enterprise Institute for Public Policy Research, 
Washington, D.C., 1977, pp. 74, $2.75. 

Thomas, William E., Jr., Editor, Readings in 
Cost Accounting, Budgeting and Control, Fifth 
Edition, South-Western Publishing Company, 
Cincinnati, 1978, pp. 538, $8.50. 

Traub, Jack, Accounting and Reporting Practices 
of Private Foundations: A Critical Evaluation, 
Praeger Publishers, New York, 1977, pp. xiv, 


271 


222, $19.95. 

Van Dam, Cees, Editor, Trends in Managerial 
and Financial Accounting: Income Determina- 
tion and Financial Accounting, Nijenrode 
Studies in Business Volume 1, Martinus Nijhoff 
Social Sciences Division, Leiden/Boston, 1978, 
pp. ix, 225. 

Zimmerman, V. K., Editor, The Multinational 
Corporation: Accounting “апа Social Impli- 
cations, University of Illinois at Urbana- 
Champaign and Center for International 
Education and Research in Accounting, 1977, 
pp. vii, 234. 





Recent AICPA Publications 





TAX RESEARCH 
TECHNIQUES 


ACCOUNTING TRENDS 
& TECHNIQUES—1978 


WORKING WITH THE 
REVENUE CODE—1979 


FINANCIAL REPORT 
SURVEYS 16 & 17 


AN ANALYSIS OF 
EARNINGS AND PROFITS 


By Ray M. Sommerfeld and G. Fred Streuling. Just re-issued in an 


economical paperback edition, this guide explains in detail how to use 
research techniques in practice and provides examples of their actual 
application in both tax compliance and tax planning situations, $7.50 


Education Discount Price $4.50 





A comprehensive survey of accounting practices followed in stock- 
holders’ reports published during 1977 and early 1978. Includes 
numerous tables and over 1,000 examples which indicate current 
techniques and recent trends in financial reporting practice. $30.00 

Educational Discount Price $18.00 
By Loyd C. Heath. This accounting research monograph proposes 
changes in current accounting treatment which the author believes 
will contribute to a more realistic measure of a company’s solvency, 
Discusses types of information needed and how best to present it. 
Also proposes alternatives to certain current financial reporting 
practices, $7.00 





Educational Discount Price $4.20 





Edited by Irvin F. Diamond and Mike Walker. Practical information 
and advice on a wide range of difficult tax problems, drawn from the 
actual interpretations and experiences of tax practitioners. Arranged 
in Code order, the guide also includes helpful reference materials. 
$12.50 


Educational Discount Price $7.50 





By Hortense Goodman and Leonard Lorensen. These surveys provide 
excerpts from recently published financial statements to show how ac- 
countants are actually dealing with difficult questions in conformity 
with applicable pronouncements. FRS 16 deals with Accounting for 
Leases and FRS 17 covers Accounting for Debt. FRS 16: $7.50, FRS 
17: $8.00 


Educational Discount Prices: FRS 16—$4.50 FRS17—$4.80 


This special report examines problems relating to this complex subject 
and recommends solutions. Also proposes a method for simplifying 
the computation of earnings and profits. Includes extensive reference 
materials. $5.00 


Educational Discount Price $3.00 


This study reviews the current social security system and answers key 
questions that have been raised about it. Also recommends changes 
which it is believed would significantly simplify and improve the 
system. $2.00 


Educational Discount Price $1.20 





American Institute of Certified Public Accountants 
1211 Avenue of the Americas, New York. New York 10036 


Get What You Want In A Tax Text... 


> @, ССН 1979 FEDERAL TAX COURSE 


REVISED AND UPDATED ANNUALLY * HANDY INSTRUCTOR'S GUIDE 
FAVORED BY TEACHERS • EASY TO UNDERSTAND > EASY TO TEACH 


TODAY'S MOST TEACHABLE TAX TEXT 


* The 1979 Course fs revised to refiect 1977 and 1978 federal tax changes "in 
piace" right down to press time. 










* Н analyzes Income tax rules in light of accounting principtes with special 
attention given to accounting angles involved in tax decisions. 


* іп addition to hundreds of "work-and-learn" tax problems, the 1979 Course 
provides special comprehensive Review Problems to help test student 
understanding of subJect-matter from preceding chapters. 


* Throughout, a boxed "Reason for the Rule" feature spotlights theories and 
concepts of tax law rather than Just return-makirig aspects. 


* Theoretical and practical, the CCH Course tells students 
“why” whenever It shows them “how.” 


* Hundrecs of examples clearly illustrate complex tax 
situations. 


* A special chapter, "Finding the Answers to Federal Tax 
Questions," shows students how to solve research problems. 


* Three special tax books with filled-tn & blank facsimile forms 
demonstrate the preparation of various Income tax retum 
forms and permit practice preparation by students. 


* -A helpful Instructor's Guide eases Course preparation with time- 
and-work-saving Course outlines and lecture notes, answers to text 
problems, plus special examination questions with solutions, 


e CCH's Tax Course has been teacher-tested for effective use and [s currently being used in | 
hundreds of schools across the country. 


Adopted at Leading Colleges, Universities and Business Schools 


About 1,432 Pages * 6" x 9" e $15 Per Copy on Quantity Adoption 
Includes Three Supplemental Forms and Problems Booklets ` 
Est. Pub. Early July 1978 • A CCH EDITORIAL STAFF PUBLICATION 
Teachers! Send for Your Free Examination Copy Todayl 


Commence, CLEARING House, INC, 
PUBLISHERS L4 TOPICAL Law REPORTS 
4028 W. PETERSON AVE. CHICAGO, ILL. 60646 


WE HAVE OUR < 


MANAGEMENT ACCOUNTING, 
2nd Ed. 

A Decision Emphasis 

Don T. DeCoster, University of Washington, 
Seattle, & Eldon L. Schafer, Pacific Lutheran 
University, Tacoma 


A significant revision of an already successful 
text, this new Second Edition of MANAGE: 
MENT ACCOUNTING presents a complete, 
integrated introduction to management decision 
making in accounting. Using a constant theme of 
planning, control, and decision making, the text 
offers a strong framework for better student com- 
prehension. Among the special features that help 
set this text apart are: 

(Excellent treatment of variable costing for inter- 
nal management needs (and its conversion to 
absorption costing for external financial 
reporting) 

C Strong discussion of budgeting and responsibili- 
ty accounting 

O Complete instructional package, including solu- 
tions manual, test bank with transparency mas- 
ters, study guide, and book of readings, 
ACCOUNTING FOR MANAGERIAL DECI- 
SION MAKING, 2nd Ed. by DeCoster, Raman- 
athan, & Sundem 

And new to this Second Edition... 

C Improved set of problems and exercises— 
arranged by level of difficulty and annotated 

[Л New chapters on budgetary control, financial 
planning of resource levels, and not-for-profit 


organizations 
(0 471 04356-7) January, 1979 
approx. 750 pp. $15.95 (tent) 
ADVANCED ACCOUNTING 


Andrew A. Haried, Leroy F. Imdieke, & Ralph E. 
Smith, all of Arizona State University 
Emphasizing depth of coverage in theory and 
practice, this new text presents traditional 
advanced accounting topics plus unusually strong 
treatments of business combinations, consolidat- 
ed financial statements, and not-for-profit organi- 
zations. ADVANCED ACCOUNTING has been 
extensively class-tested at Arizona State—for max- 
imum readability and "teachability^ 

This new text gives you: 


O Coverage of bath cost and equity methods of 
recording investments in consolidated subsidi- 
aries, in such a way that procedural differences 
are easily reconciled by the student 

O Strong analysis of deferred income tax effects 

O Accordance with recent pronouncements by 
FASB (through #22), SEC, NCGA, as ме аз . 
draft proposals for the revision of GAAFR 

ПА full range of problems—many adapted from 
the Uniform CPA examination 

O Excellent supplementary aids including a solu: 
tions manual designed so that transparencies 
can be easily made and a set of partially com- 
pleted workpapers for morc effective problem 


assignments 
(0 471 02374-4) January, 1979 
approx. 768 pp. $17.95 (tent.) 
AUDIIING 
Integrated Concepts and 
Procedures 


Donald H. Taylor, University of Arkansas, & 
G. William Glezen, former partner of Arthur 
Andersen & Co. and University of Arkansas 


Effectively synthesizing auditing concepts and 
procedures, this new text covers the basic materi- 
al of thc introductory auditing course while 
explaining the environment in which the auditor 
actually operates. Among the special features of 
AUDITING are: 

DA truly integrazed approach—discussing EDP 
and statistical эрк р in relation to internal 
control and evidence gathering; legal and ethi- 
cal issues as they relate to internal control, 
evidence gathering and reporting; and AICPA 
and SEC S throughout the text 

[1 An unusually large and diverse amount of end- 
of-chapter material—including 600 review ques- 
tions taken directly from the chapter material, 
300 objective questions from CPA examina- 
tions, and 200 discussion questions and 
problems 

O Helpful learning aids—especially learning objec- 
tives, a primer on estimation sampling and tests 
of hypotheses, and working paper illustrations 

OA оү package of support materials—includ- 
ing a solutions manual, a flexible Case Study in 
Auditing, and an Instructor’s Manual for the 
Case Study, 

(0471 84654-6) 

approx. 76D pp. 


January, 1979 
$15.95 (tent.) 


М. 


STANDARDS. 


INFORMATION SYSTEMS, 2nd Ed. 

Theory and Practice 

John G Burch, Jr, East Texas State University, 

Felix R. Strater, The Standard Oil Company 

(Ohio), & Gary Grudnitski, The University of 

Texas at Austin 

This text covers the theory and practical develop- 

ment of management information systems with 

many illustrations, exercises, and a real-world 

case to help support the text material. What helps 

distinguish this successful text are: 

О A comprehensive and practical presentation of 
the data base 

O Extensive coverage of development and design 
aspects, with a full case study 

Г] Four sets of assignment materials (review ques- 
tions, discussion questions, exercises, and real- 
life problems) at the end of cach chapter 

And new to this Second Edition... 

C Incorporation of a large portion of the First 
Edition Case Workhook into the text to provide 
a practical cxample of general systems design 

CI New chapters on modern data processing tech- 
nology and its applications and control in detail 


systems design 
(0 471 12322-6) January, 1979 
approx. 600 pp. $15.95 (tent) 
COMPUTER CONTROL AND 
AUDIT 
A Total Systems Ap ch 
John С. Burch, Jr, East Texas State University, & 


Joseph L. Sardinas, Jr, University of 
Massachusetts 


For courses on Computer Auditing, EDP Audit- 
ing, and Computer Control, this thorough, up-to- 
date text offers coverage of the control, integrity, 
accuracy, cfficiency, and effectiveness of com- 
puter use in auditing. Part I discusses the com- 
puter environment from technical and applica- * 
tions viewpoints. Part II deals with a total system 
of controls, focusing on specific control tech- 
niques. Part III covers the examination and testing 
of the computer system. This new book also 
presents information on stopping invasion of pri- 
vacy and fraud, determining cost-effectiveness, 
and other critical topics. 

(0 471 03491-6) 1978 

492 pp. $818.95 


MEASUREMENT, ACCOUNTING, 
AND ORGANIZATIONAL 
INFORMATION 
Theodore J. Mock, Unlverdiy of Southern 
California, & Hugh D. Grove, University of : 
Denver 


For senior, MBA, or MPA level courses dealing 
with Accounting Measurement or Measurement 
Theory and Procedures, this text focuses on tech- 
niques, practices, and concepts, bridging the gap 
between accounting and information systems lit- 
erature and measurement theory. À five- ш mea- 
surement model is developed, examini песа 
surement techniques in relation to spec: 

decision problems. This text also discusses the 
emergence of measurement as an important facet 
of accountability and management functions 


within an organization. 

(04716120222) 1979 

approx. 256 pp. $16.95 (tent.) 
ADVANCED ACCOUNTING, 
4th Ed. 

AnO tional Approach 


Norton M. Bedford, University of Шпов, 
Kenneth W. Perry, University of Illinois, & 
Arthur R. Wyatt, Arthur Andersen & Co.. 


Covering accounting concepts as well as proce- 

dures, this updated and expanded text incorpo- 

rates recent developments of significance into its 

popular peony approach. The authors have 

retained the logical format covering the forma- 

tion, maintenance, expansion, contraction and 

liquidation of the business organization. This 

Fourth Edition offers new material on: 

L1 Business risk and price-level fluctuations 

O The emergence ot complex methodologies 

Ll Accounting for leases 

O Expansions and reorganizations 

oO y dated pronouncements by FASB, SEC, and 
cr regulatory agencies 

(0 47 1 2927-0) 1979 

approx. 904 pp. $17.50 (tent.) 


To obtain your complimentary copies, write-to Howard 
P. Smith, Dept. A 3444-21 Please include course name, 
enrollment, and title of present text. 


JOHN WILEY & SONS, Inc. 
605 Third Avenue 
New York, N.Y. 10016 


In Canada: 22 Worcester Road. Rexdale, Ontario 
‘Prices subject to change without notice. A3444-2] 





New for 1979... 


James B. Cameron 

` Brigham Young University 

Charles J. Woelfel - 

University of North Carolina at 
Greensboro ` 

James W. Pattillo, Manager 

Crowe, Chizek & Company, CPAs 
About 840 pages / Solutions Manual 
Student Check Sheets for Problems 
(оп adoption) 


With this text Cameron, Woelfel, and 
Pattillo present the new model for. 
advanced accounting courses. While 
thoroughly covering traditional sub- 
ject matter such as consolidations, 
partnerships, estates and trusts, 
these authors also incorporate new 

- topics that introduce accounting and 
reporting practices of selected non- 
regulated and regulated industries. 
Real-life examples, illustrations, and 
several financial statements of actual 
companies increase student under- 
standing. Accompanying each chap- 
` ter are numerous questions, exer- 
cises, and problems, including many 
problems taken from recent Uniform 
. CPAand CMA Examinations. 


COST ACCOUNTING a^ 
Fourth Edition —— — 

Gerald Crowningshield, Emeritus 
Rider College - 

Kenneth A. Gorman 

Rider College 

About 785 pages 

Instructor's Manual : 
The new Fourth Edition of this well- 
established text, while retaining its ef- 
fective three-part organization as well ~ 
as its readability and clarity, repre- 


: sents a major revision, Crowning- : 


shield and Gorman have added three 
new chapters on quantitative . 
methods, and they have completely 
rewritten and reorganized several 
chapters. New subject matter in- 
cludes zero-base budgeting and a 
comprehensive analysis of yield var- 
iances. The authors provide a total of 
1,125 questions, exercises, and prob- 
lems, and more than 70% of the prob- 
lems are new or revised. 








John L. Carey, former Administrative. 

Vice President, American Institute of 

Certified Public Accountants 

K. Fred Skousen 

Brigham Young University 

170 pages / paper / 1977 

A nontechnical survey of accounting's 

past, present, and future devel- 

opments. Second Edition expands on 

relation of accounting to economics, 
statistics, and mathematics plus the 

computer's role in accounting today. 


BASIC C087 ACCOUNTING CONCEPTS 
Henry R. Anderson, California State 
University at Fullerton 

“Mitchell H, Raiborn : 

Texas Tech University . 

633 pages / Instructor's Manual with 
Solutions / Test Bank / 1977 


Designed for one-semester courses. 
Anderson and Raiborn blend cost ac- ' 
counting concepts with practical ap- 
plications. Throughout, they reinforce 
the relationship of cost to financial 

| accounting. 


Edited by 

Hector R. Anton, Emeritus, University 
of California, Berkeley 

Peter A. Firmin and Hugh D. Grove 
both of University of Denver 

608 pages /1978 

Various articles create a clear per- 
spective on information systems, 
decision models, and behavioral con- 
cepts . Students learn about emerging 
areas such as human resource ac- 
counting, social accounting, and not- 
for-profit performance evaluation 
techniques. 

AUDITING: Philosophy and Technique 
John W. Cook and Gary M. Winkle 
both of Georgia State University 

472 pages / Instructor's Manual 
1976 

А concise text that NI balance 


. between a conceptual consideration 


of the environment and philosophy of 


‚ auditing. and an understandable pre- 


sentation of auditing techniques and 
procedures. 


7 For adoption consideration, request examination copies from your regiona! Houghton Mifflin office. 


EN Houghton Mifflin 


o EE Geneva, IL 60124 ойр NJO8525 Palo Alto, CA 94304 Boston, MA 02107 





Harper & Row 


Larry P. Bailey 


This well-organized new text is dis- 
tinguished by a flexible systems approach 
that applies to auditing any financial 
account that a business may have. The 
audit environment, auditing tools 
-—including computer applications 

` —and procedures, and reporting are 
covered in detail. 


FEATURES: A central concept of sys- 
tems evaluation that requires the ac- 
countant to consider the characteristics 
of the target enterprise and its internal 


CP CROW 357 oy and in no way reflect 
the prices at which these books may be’ - 


| 10 East 53dStreet, New York, N.Y. 10022 


now publishing for accounting courses: 


ME W—a text with a systems approach and a practical organization `- 
Contemporary Auditing 


controls in selecting an auditing ap- 
proach . ;. A unique chapter on statistical > 
sampling that emphasizes the impact 


of making professional judgements 


ures for auditing specific ac-- 
counts that are organized so that each: 


method is related to a specific objective 
. An analysis of recent professional 
statements on Auditing Standards No. 
14 and 15... Problems and exercises. 
720 pages, $15.95/tentative. February 
1979. ISBN 0-06-040446-9. SOLU- 
TIONS MANUAL, AUDIT CASE. 


Prices subject to change without notice.. 
Prices quoted are Harper & Row suggest- 


Re Peer MUS 


To request examination copies, write to Suite 5D 1652). Please include course title, enrollment, 


and present text. 


"FINANCIAL ACCOUNTING: 


ME ut 


This second edition is ideal for use in a 
one semestéf or tw ‘course in 
- financial accounting. It provides your stu- 
' dents with an ex t mixture of proce- 
dures and principles. More exercises are 


tL 
HP P, | Concepts and Uses — 2nd Edition! 


· Rudolph W. Schattke and Howard G. Jensen, both of the 
University of Colorado. 


Key 2nd Edition Features! . 


* Discussion of the framework of financial — 
accounting has >een streamlined into three 


: included so students can relate theoretical 
skills to real-life accounting problems. 
Triple matena included to allow the 
instructor flexibility in topic selection. 


Supplementary Materials 


Altera defined clearly: hen first 
e are Wi 
introduced. 


© Objectives of financial statements are dis. 
cussed early, (included in Chapter 1). 1). 
* Comprehensive and listing of 


„рен terms has been inclu 
utions to selected problems aid students 
in self-study. 


` Allyn and Bacon, Inc. 5 


For information, ite to: and 
Bacon; Inc. College Si De 833,470 
Atlantic Ave., Boston, MA, 022 


. BOSTONeLONDONeSYDNEYeTORONTO _ 
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THE INCOME TAX AND 
BUSINESS DECISIONS: 
An Introductory Tax Text, 
4th Edition 

William L. Raby—Touche Ross & Co. 


Features of this edition: 


* Chapter on Estate Taxes, Gift Taxes, 
Trusts and Insurance has been com- 

` pletely rewritten to reflect the 1976 Tax 
Reform Act. 

* 10% increase in questions and problems, and 15% increase in case excerpts. 

* Aconcluding chapter on Tax Reform has been added to pull together various 
aspects of reform discussed elsewhere. 

* Issuance of a Student Supplement in those years in which there will not bea 
revised edition. With the use of the Supplement and either the P-H Federal 

. Tax Handbook, or another annually revised paperback tax handbook, plus 
periodic supplements to the Teacher's Manual, both students and teachers 
are assured of dealing with up-to-date materials. 


1978 525 pp. j Cloth 
Table of Contents: 13 Minimum and Maximum Tax 
Part I—The Broad Pattern 14 How the Tax Law Affects the Investor 
1The Tax Battlefield 15 Taxation of Employee Benefits and 
2 Concepts of Income Retirement Income 
Part II —Scaffolding of the Income Tax 16 Inventory—Especially LIFO : 
3 The Corporation Income Tax 17 Corporate Organizations, Reorganiza- 
4 The Small Business Corporation tions, Distributions and Liquidations 
5 Partnerships 18 Foreign Tax Matters 
6 The Individual Income Tax 19 Estate Taxes, Gift Taxes, Trusts and 
7 Fiduciary Income Tax Insurance 
Part III—A Closer Look at Details Part IV—A Look at Tax Practice 
8 Capital Gains 20 Handling the Tax Audit 
9 Timing of Income 21Tax Fraud . 
10 Depreciation 22 Tax Research and Planning 
11 Investment Credit 23 Tax Reform 
12 Depletion and the Costs of Appendix: Quantitative Aspects of 


Exploration and Development Decision Making 


For further Information, or to order your examination copy cf Raby's THE INCOME TAX AND BUSINESS 
DECISIONS, 4/e, please write: Robert Jordan, Dept. }-399, Prentice-Hall, Inc., Englewood Cliffs, NJ 07632. 


Prentice-Hall 


~ FEDERAL INCOME TAXATION. | 
FOR CPA CANDIDATES 


8th Edition’ 


This text is based on a study of the Uniform CPA Examination tax questions 
which have appeared since 1970. Each topic within a chapter is explained and 
then illustrated with’ all the pertinent multiple choice problems from’ 1970-` 
1976. Each chapter ends with a comprehensive problem for review. The 
chapters, highlighted below, follow the structure of prior examination 
questions: 


Individuals: Taxable Income Apart from Property Dispositions 

Individuals and Corporations: Property Dispositions | 
‘Corporations and Shareholders: Corporate Taxable Income and Other 
Matters  . 

Individuals and Corporations: Tax Imposed; Credits; Estimated Tax and 
Filing Requirements 

Partners: Partnership Operations and Other Matters 


Choice of Taxable Person and Tax Accounting 


All of the text materíal, questions and comprehensive problems reflect the 
changes made by the various tax reform acts. .. $10.50 . 


SUMMARY OF APB OPINIONS 
AND. FASB STATEMENTS 


The SUMMARY has been adopted by the nation’s top rated business school for 
the last two years. The text gives a clear grasp of the objectives of each APB 
and FASB and how to apply them in practice. Each pronouncement is 
digested in concise, understandable language and includes all definitions and 
criteria needed to solve problems at the Uniform CPA Examination level. 
Separate quizzes for each pronouncement are provided in the text. f 


‘11th Edition 


All-new FASB’s are included within ninety days of issuance. The Summary i is 
currently being used as a supplementary text in advanced accounting classes, 
graduate programs and CPA Review programs nationwide. . .$7.50 


Reduced per copy prices are offered for quantity adoption for 
olassroom use. Examination copies are available on request; 
please indicate course title, enrollment, and text presently used. 


We also publish an integrated series of texts for CPA Review 
which are described in a detailed brochure. For further informa- 
tion, please call 800-336-0334 or write: 
Joan Read, CPA STUDY AIDS, P.O. Box 617, Merrifield, Va. 22116 
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The. ACCOUNTING PRINCIPLES package — — 
the next major entry in the field — 
ef тойдогу eccounind: 








ACCOUNTING 

PRINCIPLES 

DONALD F. ISTVAN, 

GePaul University 
‘CLARENCE AVERY, 

Florida Technological University 
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Available now for examination, Accounting Principles offers a highly inte- _ 
grated accounting program, specially tailored to meet the needs of students 
and teachers of the standard two-semester introductory course. Donald 
Istvan and Clarence Avery, both experienced teachers, have taken extraor- 
dinary care to combirie c/ear, carefully paced instruction with an impressive 
array of leaming devices. They include: ; 


e brief discussions of "Where We Have Been" and "Where We Are Going" 
Along dang of each chapter and a оша “Recap and Glance 


e Illustrative Exercises allowing students to check their progress and under- 
Standing of particular concepts within each chapter; solutions to these 
exercises appear at the end of the book | 


e flowcharts introducing each one of the accounting information and 
reporting cycle 


@ marginal notes that highlight major principles and methods and permit 3 
easy reference and review; a second color emphasizes definitions and 
. usage of important words and concepts 


e Questions, Bonus Questions, Exercises, Problems, and Comprehensive 
Problems in each chapter that require the student to bring both simple and 
complex methods and concepts to bear on the material 


e asingle enterprise, The Enviro-Cycle Shop, used as a continuing text 
illustration; this business is introduced as a sole proprietorship and then 
becomes a partnership, a private corporation, and a publicly held corpora- 

' tion as the text progresses through increasingly complex topics 


e anopen, two-color format, with marginal half-tones used throughout 
Publication: January 1979 
Prepublication examination copies now available 


To be accompanied by Suy Guide, Practice Sets, Working Papers, Instructor's 
Manual, Solutions Manual, Tests, Key to Tests, Transparencies, and Checklist of Key 


Figures 


HARCOURT BRACE JOVANOVICH, INC. 
New York e San Diego e Chicago e SanFrancisco e Atlanta 


— Invest i in Preferred Stock | 


Profit from Addtson-Wesley’s outstanding 
-selection of accounting books. 


Now Paying Dividends 


- Financial Accounting Information: An Introduction to its 
Preparation and Use A. Thompson Montgomery San Francisco State University - 
: Designed for elementary accounting courses and featuring a well-balanced pre- 
sentation of both the language of accounting and the basic elements of the system 
followed by accountants. Teaches students how to read and understand financial 
statements. (04924) Е88 рр. Hardbound 1978 


Accounting Information Systems and Business Organizations, 
Second Edition Barry E. Cushing University of Utah | 


Updated and expanded edition of a popular text presenting the essential principles 
and techniques of managing information technology. Effectively bridges the gap 
between traditional accounting courses with little or no emphasis on computers and 

. EDP texts which lack the necessary emphasis on accounting application, 


(01016) 576 pp. Hardbound 1978 


Cost Accounting: Processing, Evaluating and Using Cost Data 
Wayne J. Morse University of Tennessee, Knoxville 


Traditional cost accounting topics integrated with rélevant quantitative materials to 
help students understand cost accounting. Follows a logical developmental sequence 
explaining how cost data is processed, evaluated, and used in business activities. 


0808 592 рр. Hardbound 1978 
Future Issues 


Managerial Accounting Information: An Introduction to Its Content and 
Usefulness A. Thompson Montgomery San Francisco State University 


A companion volume to. his book Financial Accounting Information focusing upon 
the budgetary and control process. Cost accounting serves as a bridge from finan- 
cial accounting to managerial accounting. (04927) approx 750 pp. Hardbound 
Available March 1979 


Accounting Information Systema and Business Organizations: 
A Book of Readings James R. Davis University of South Carolina 
and Barry E. Cushing University of Utah i 

A collection of 35 articles and 2 cases which proviđes a broad view of information | 


systems in the fields of management, accounting, and data processing. (01099) 
approx 400 pp. Paperbound Available February 1979 


"Business & Professional- Division 
Addison- Wesley Publishing Company, Inc. 
‚ Reading, MA 01867 ` 





Cost Accounting Titles 


MANAGERIAL ACCOUNTING, Fourth Edition, by Moore and 
Jaedicke instructs students on how to use, analyze and interpret ac- 
counting data, The emphasis of the 18 chapters is on the analysis of 
data rather than the collecting and recording function. Interesting end- 
of-part cases provide material for initiating class discussions. 


COST ACCOUNTING- Planning and Control, Sixth Edition, by Matz 
"and Usry contains, in 28 chapters, the latest accounting methods and 
techniques. Three cases—a process cost case, job order cost case and 
standard cost analysis case—enable students to apply theory. 


COMING SOON... 


FINANCIAL ACCOUNTING: Concepts, Valuation, Analysis, Sec- 
ond Edition, by Hobbs and Moore. This new edition is designed for 
financial accounting courses at the undergraduate and graduate levels. 
The text has been completely redesigned and the materia! updated 
and reorganized. The result is a text ideally suited for yau and your 
students, Watch for it! 


SOUTH-WESTERN PUBLISHING CO. 


$101 Madisons Read, 365 Conde Strast, 41310 Gemini Lane, 925 Spring Read, 855 California Avenue, 
Cincinnati, OH 45227 West Chicago, IL 66185 Dallas, TX 76229 Pelham Manor, NY 10883 Palo Alto, CA 94384 





ADVANCED ACCOUNTING 


Floyd A. Beams — Virginia Polytechnic 
Institute and State University 


Student-oriented book for a one-semester, or two-quarter senior level course 
in advanced accounting. Specifically designed to help students adapt to 
different situations. Book teaches students to analyze the data given and 
identify the most efficient approach to problem solutions. Complex material 
is presented in a logical sequence and at a level that is understandable to the 
average student. 


Student interest is maintained throughout the book by using examples from 
published financial statements and by using names rather than letters in the 
illustrations and problem material. Actual financial statements, excerpts from 
official pronouncements, and selected CPA exam material are integrated 
throughout in order to show students the relevance of waat they are learning. - 


1979 650 pp. Cloth 


TABLE OF CONTENTS: 


Chapter 

1 Business Combinations 11 Complex Affiliation Structures-—Mutual 

2 Stock Investments—Business Com- Holdings 
binations and Investor Accounting 12 Consolidation Theories 

3 An Introduction to Consolidated 13 Accounting for Branch Operations 
Financial Statements 14 International Accounting —Foreign 

4 Accounting for Consolications under Operations and Transactions 
the Cost and Equity Methods 15 Financial Reporting for Industry 

5 Intercompany Profit Transactions — Segments, Foreign Operations, and 
Inventories Major Customers 

6 Intercompany Profit Transactions— 16 Partnerships—Formation, Operations, 
Plant Assets and Changes in Ownership Interests 

7 Intercompany Profit Transactions— 17 Dissolution and Liquidation of a 
Bonds Partnership 

8 Consolidations — Changes in Owner- 18 Accounting for State and Local 
ship Interests Governmental Units—Part | 

9 Poolings of Interests Involving Parent- 19 Accounting for State and Local 
Subsidiary Relationship Governmental Units—Part 11 

10 Complex Affiliation Structures — 

Indirect Holdings 


, For further information, or to order your examination copy of Beams' ADVANCED 
ACCOUNTING, please write: Robert Jordan, Dept. J-400, Prentice-Hall, Inc., 
Englewood Cliffs, Nj 07632. 


Prentice-Hell 





“IRWIN COVERS ACCOUNTING 


Financial 
and 
Management 
Accounting 


6th Edition 


Financial 
and Man- 
agement 
Accounting 
Principles 


4th Edition 


Financial 

and 
Management 
Accounting ' 
Workbook 


5th Edition 


AUDITING 


9th Edition 


HOLMES 
& BURNS 
AUDIT 
CASE 


OTH EDITION 





FINANCIAL AND MAN- 
AGEMENT.ACCOUNT- 
ING: Text and Cases, 
Sixth Edition 

Robert N. Anthony, Harvard 
University and James S. 


Reese, The University of 
Michigan ' April, 1979 


FINANCIAL AND 
MANAGEMENT 
ACCOUNTING 
PRINCIPLES, 
Fourth Edition 


Robert N. Anthony and 
James S. Reece 
Spring, 1979 


FINANCIAL AND 
MANAGEMENT 
ACCOUNTING 
WORKBOOK, 
Fifth Edition 


James S. Reece and 
Robert N. Anmony 
pring, 1979 


AUDITING: Standards 
and Procedures, 
Ninth Edition 


Arthur W. Holmes and 

David C. Burns, both of the 

University of Cincinnati 
March, 1979 


HOLMES AND BURNS 


. AUDIT CASE, 


Ninth Edition 


Arthur W. Holmes and 
David C. Burns 
Spring, 1979 


AUDIT 
PROBLEM 


7th Edition 





6th Edition 





Financial 
Statements 


Principles 
oF kost 
Accounting 
mith 
Managerial 
flppilratiuns 





AUDIT PROBLEM: 
Metalcraft, Inc., 
Seventh Edition 


Arthur W. Holmes and 
Dala L. Kiefer, University of 
Cincinnati Spring, 1979 


ACCOUNTING: 
A Management 
Approach, 
Sixth Edition 
Gordon Shillinglaw, 
Columbia University, Myron 
J. Gordon, University of 
Toronto, and Joshua Ronen, 
Nev York University , 

Spring, 1979 


FINANCIAL 
STATEMENTS: Form, 
Analysis, and 
Interpretation, 
Seventh Edition 


Stewart Y. McMullen 
February, 1979 


PRINCIPLES OF COST 
ACCOUNTING WITH 
MANAGERIAL 
APPLICATIONS 

Letricla Gayle Rayburn, 


Memphis State University 
February, 1979 


Examination copies for adoption consideration 
available on request; please indicate course 
title and text presently used. 


Richard D. Irwin, Inc. 





Homewood, ` 
Illinois 60430 






A ee revision of a highly 
acclaimed text for one semester 
courses in financial accounting . . 
Coverage of concepts and practices 
€. In a style that is clear and 
motivating, the authors consider the 
latest concepts and practices of 
financial accounting, providing an 
overview of financial statements, 
underlying theory and alternatives. 
More sophisticated topics, such аѕ 
present value or earnings per share, are 
covered just as effectively. 

ө Inflation — one of the most critical 
issues today — is discussed wherever 
appropriate in the text. The authors 
analyze the circumstances in which 
information is most seriously affected 
Бу inflation, pinpointing methods for 
dealing with the problem. 


„ЛЛ 
ү, 


Price subject to change, 


Walter B. Meigs, University of Southern California 
and Robert F. Meigs, California State University, San Diego К 


1979, 704 pages (approx.), $14.95 (approx. ) 
Solutions Manual, Study Guide, Practice Set, Additional 
: Examination Questions, Achievement Tests, ‘Overhead 
Transparencies, Checklist of Key Figures, Visual 
Classroom Displays, Partially Filled-in Accounting: Worksheets. 


| The new edition — updated and 


` Why adopt Meigs and Meigs, 


learning support. 


COLLEGE DIVISION | 
McGraw-Hill Book Company - 
1221 Avenue of the Americas, New York, N.Y. 10020 


Third Edition - 





















expanded for today’s profession 
€ All material reflects the latest ` 
pronouncements of the FASB and 
the SEC. 

€ Questions, exercises and problems 
— all independently tested for - 
accuracy — conclude each chapter, 
Business decision problems require - 
students to interpret and use 
accounting information. 

€ The outstanding supplements 
increase- teaching effectiveness. and 
facilitate assignment of material, 
testing, and explanation of the most 
difficult topics. 


FINANCIAL ACCOUNTING, 
Third Edition? The reasons are clear 

— it offers clarity, accuracy, d 
thoroughness, and total teaching and 


HN 
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рге resents - 


Three long-lived assets for your 
accounting program 





Principles of Accounting 
PAUL Н. WALGENBACH, 

University of Wisconsin 

NORMAN E. DITTRICH, 

University of Tennessee 

ERNEST |. HANSON, 

University of Wisconsin i 


Principles of Accounting offers students a 
pal Seed уны introduction to the concepts 
pale ila Cea IO. m Jer viet 

accounting. С written and care’ 

the book includes such helpful features: as Key 

Points to Remember and a complete end glos- 

sary. In addition, the book contains abundant 

дио exercises, and problems. Important 
efinitions and accounting procedures are : 


" аат in a second color. 


Accompanied bel Study Guide (prepared by 
Imogene A. Р ques e (prepared by 
Practice Sets, Working Paper Solutions - 
Manual, Achievement Tests, Checklist of Prob- 
fems, and Transparencies 


- Financial Accounting 


An Introduction 
Second Edition 


ү РАШ. Н. WALGENBACH, · 


University of Wisconsin 
NORMAN E. DITTRICH, 
University of Tennessee 
ERNEST І. HANSON,. ` 
University of Wisconsin 


A clear, readable int textbook, Finan- 

Ge ec ening rere ie eic 
ensive coverage o e ba 

procedures necessary for understanding the 


accounting process and the preparation of 
financial statements. One of the ston est fea- 


tures of the book is its generous problem mate- 
rial—questions, exercises, and problems. Four 
appendixes (miniature chapters complete with 
probiem material) are interspersed throughout 


the book for flexible coverage e and teaching of 
e 


the material. Key Points to member cee 


clude each chapter. 
654 pages 
Accompanied by Study Guide, 


repared by 

ТООБА. A. Posey, University of Tennessee), 
Practice Sets, utions Manual for Practice 
Sets, Sets, Working Papers Solutions Manual, Test 

Package, Ch of Key Figures, and 
Transparencies 
An Introduction to Taxation 
1979 Edition 


RAY М. SOMMERFELD, 
University of Texas at Austin 
HERSHEL M. ANDERSON and 
HORACE R. BROCK, 

North Texas State University 


The third of the annual editions of this introduc- 
tory textbook, the 1979 Edition facilitates an 


understanding of taxation and illustrates current 
law and practice. The book incorporates all 
changes in the Federal tax laws upto May 31, 
1978, and is supplemented by a semi- 
annual newsletter ng all areas 
through the recent October, 1978 Tax 
560 pages 

Accompanied by Instructors Manual, Slides, 


7 Transparency asters, and Return Forms 


HARCOURT BRACE JOVANOVICH, INC. 
New York • San Diego * Chicago • San Francisco «Atlanta . 


For Today’s Accounting Student . . . 8 


FINANCIAL ACCOUNTING Revised Edition 
James J. Benjamin, Texas A & M University | 
Arthur J. Francia, University of Houston 
Robert H. Strawser, Texas A & M University . 


The complete teaching package Includes: Practice Froblem, Study Guide, 
Working Papers, Achievement Tests, Check Figures, Solutions Manual. - 


MANAGERIAL ACCOUNTING 
Arthur J. Francia, University of Houston 
Robert Н. Strawser, Texas A & M University : 


This teaching package Includes: Study Guide and Complete Solutions Manual. 


For Professional Development and MBA Programs. n 


THE EXECUTIVES GUIDE TO MANAGEMENT ACCOUNTING 
AND CONTROL SYSTEMS 
William Rotch, Brandt R. Allen, C. Ray Smith - 


All of the Colgate Darden Graduate School of Business Аана 
' University of Virginia 


Examination copies are available on request by writing to... 


dame publications, inc. 
P.O.Box35556 Houston, Texas 77035 
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New for ‘79 - 


CASE PROBLEMS IN FINANCIAL ACCOUNTING . 
Thomas R. Dyckman and Robert J. Swieringa 
Cornell University 


MANAGEMENT ACCOUNTING: TEXT AND CASES 

- William Rotch, Brandt R. Allen, C. Ray Smith А 
Colgate Darden Graduate School of Business Administration .. 
University of Virginia 


. READINGS AND CASES IN AUDITING STANDARDS 


Thomas Hubbard and David J. Ellison 
University of Nebraska 


_ ESSENTIALS OF. ACCOUNTING 


- Joseph Curran 
_ Northeastern University 


READINGS IN FINANCIAL ACCOUNTING 
. Paul A. Janell, Northeastern University 
William G. Shenkir, University of Virginia 


READINGS IN MANAGERIAL ACCOUNTING 
Paul E. Dascher, Drexel University 
William G. Shenkir, University of Virginia 


PRACTICE PROBLEM IN INTERMEDIATE ACCOUNTING 
James J. Benjamin and Stanley H. Kratchman 
Texas A&M University 


: ACCOUNTING INFORMATION SYSTEMS 


Richard Lindhe, Northeastern University 
Steve Grossman, Texas A&M University 


Examination copies are available on request by writing to... 


dame publications, inc. 
P.O. Box 35556 Houston, Texas 77035 | 


- 








for the New Year 
from 
Business 
Publications, 
Inc. 








AUDITING 
| Revised Edition 
by Jack C. Robertson, The University of Texas 
Auditing provides a conceptual basis for coping 
with the fast paced changes in the world of auditors. 


Decision making is a unifying thread throughout z 
the text. Completely updated and revised: | 


Just Published o T. 
MANAGERIAL ACCOUNTING 
Concepts for Planning, Control Й 


Decision Making 
Revised Edition 
by Ray H. Garrison, Brigham Yury University - 


In the revision process, great care has been taken | 
to retain all of the strengths of the First Edition. , 
The book has been thoroughly updated and revised. | 


То be published February, 1979. 
. BUSINESS PUBLICATIONS, INC. a 


13773 North Central Expressway 
Dallas, Texas 75243 : 
Examination copies for adoption consideration available on request; | 
please indicate course title and text presently used. ж 


МЕСІ ШМК Ir 7 NIE 


WITH A CHANGING - 
IROFESSION... Modern 


The second edition of tliis 
widely. used ànd respected text 
continues to employ innovative 
methods to present advanced 
financial accounting topics, 
providing students with the solid 
foundation of knowledge required... 
for the successful completion of 
the Uniform CPA Examination. ` 


Here are just afew of the o» 
covered: ` 
€ CONSOLIDATED 
FINANCIAL STATEMENTS: 
Coverage is now expanded to six 
chapters. A carefully developed, 
step-by-step process is used їо - 
guide students through all aspects of 
consolidated financial statements for - 
parent-subsidiary purchase business 
combinations, then through pooling 
business combinations. 


€ ACCOUNTING AND | 
REPORTING FOR THE SEC: A new 
chapter on this important topic has been 
added. - 

€ CONSOLIDATION 
ELIMINATIONS: The book's 
step-by-step development will help ` 
students fully comprehend the goals 
accomplished in each step of the · _ 
consolidation elimination. 


e LEDGER ACCOUNTS: Covers the ` 


effects of equity-method journal entries 
on key ledger accounts of the parent 
company. 


AND DON’T FORGET. . . 


Modern Advanced Accounting features a . 


variety of review questions, exercises, 


Advanced 


Accounting 


Walter B. Meigs, А. М. Mosich 
and E. John Larsen, all of the 
University of Southern California 


1979, 768 pages (approx.), $17.50 (approx.) 
Solutions Manual, Study Guide, Overhead 


Transparencies, Examination Questions 


Manual, Working Papers, Checklist of Key 


Figures 


short cases for analysis and decision, and 
problems. Many illustrations are taken 
from published financial statements, and 
the text incorporates the latest 
pronouncements of the FASB, AICPA, 
and SEC. 


And a first-rate collection of 
supplements is available for use with 
this text. 

Complete, Practical, 
and Up-to-date · 


_ The qualities that made Modern 
` Advanced Accounting a leading text. . . 


Will make the second edition more 
popular than ever! . 
: ^ Price subject to change. 


COLLEGE DIVISION 
McGRAW-HILL 
"BOOK COMPANY 

1221 Avenue of the Americas 
New York, N.Y. 10020 








ACCOUNTING — 
“THE LONG & E" 
CTHESHORTOFIT- N ` 

TAKE YOUR PICK " 


McQuaig gives you a choice of long or short programa 

to cover as much material as your individual class 

situation warrants. 

Career Accounting Fundamentals, the audios program, 

covers all the material necessary; for courses in secretarial i 4 

sciences, data processing, vocational education, and other 

programs that train students to keep business records, 

College Accounting Fundamentals includes all the mate- 

rial of the shorter book as well as additional material on 

partnership and corporate forms of organization. 

In both programs, basic textual material is carefully inte- 

grated with a full range of class-tested ancillary items to 

provide students with accounting skills necessary for 

career preparation. 

Workbook /Working Papers contain a review of business ` é 

mathematics, self-check figures for text problems, study ' 

guide exercises, and facsimile forms for working out prob: 

lems (balance sheets, ledger sheets). 

Practice Sets contain typical transactions and additional 

working papers for completing the full mcnthly accounting ` ; y»- 

cycle for two types of business firms. | i E 

Instructor's Manual includes suggested instrüctional pro- 

cedures for each chapter, solutions to text problems, an- - 

swers to text and workbook exercises, achievement tests, - 

and solutions for each practice set with a review quiz... 

everything you need to facilitate teaching and learning. 

THE SHORT OF IT 

Career Accounting Fundamentals 

442 pages * Instructor's Manual I • Workbook/Working 

Papers I * Practice SetI * 1977 

THE LONG OF IT TUE | 

Sot College Accounting Fundamentals Í . Р 
d 936 pages * Instructor's Manuals І апа П * Workbook : ж 
`` Working Papers I and П * Practice Sets Тапа П • 1977. 
Both books by Douglas J. McQuaig 
Wenatchee Valley College 


` For adoption consideration, request examination copies 
from your regional Houghton Mifflin sales office. 


«<, Houghton Mifflin {| 


‘Dallas, TX 75235 Geneva, IL 60134 Hopewell, NI 09505 
Palo Alto, CA 94304 Boston, MA 02107 : 


ч 


ACCOUNTING, ORGANIZATIONS 
. AND SOCIETY 


An international journal devoted to the behavioural, organizational and social aspects of accounting 


Editor: Anthony G Horwood 
London Graduate School of Business Studies 


Volume 3, Number 2 "October 1978 
| CONTENTS 


А. С. Hopwood : Editorial 

A. Belkaoui Linguistic relativity in accounting 

A. В. Cherns Alienation and accountancy 

E. Flamholtz & E. Cook Connotative meaning and ita role in accounting change: a field study 


J. Y. Kamin & J. Ronen The smoothing of income numbers: some empirical evidence on systematic 
differences among management-controlled and owner-controlled firms 


Action Forum ^ 
M. J. Earl Prototype systems for accounting, information and control 
Biblioscene 
J. C. Birnberg Editoríal 

Towards a bibliography of th» French social accounting literature 
M. Tokutani & M. Kawano A note on the Japanese social accounting literature . 
Annual Subscription US $65 for libraries and multiple-reader institutions. Any individual, whose library 
takes out an institutional subscription, may purchase a subscription for personal use at US $25. All subscrip- 
tion enquiries should be addressed to: The Subscription Fulfillment Manager, Pergamon Press Ltd., Heading- 
ton Hill Hall, Oxford OX3 OBW, England. 


ACCOUNTING AND BUSINESS RESEARCH 


Number 31 1 ' Summer 1978 
А research quarterly published by the Institute of Chartered Accountants in England and Wales 
Editor: Professor R. H..Parker, University of Exeter 
CONTENTS 


The Effect of a Merger оп the Share Price of the Attacker Paul Barnes 

Segmental Disclosure by Multibusiness Multinational Companies: 

‘a Proposal С. R. Emmanuel, S. J. Gray 

A Reinstatement of the Accounting Rate of Return M, J. Mepham 

Communication in the Corporate Budgetary System Lee D. Parker 

Current Cost Accounting as a Surrogate for Dividend Paying 

Ability І J. Timothy Sale, Robert W. Scapens 
Statement of Accounting Theory and Theory Acceptance К. V. Peasnell ; 

Book Reviews ; 

Notes on Contributors 


Subscriptions (U.K.: £12.00; Overseas: £15.00, $29.00; Airmail Overseas: £18.00, $35.00) should be sent E 
to City House, 56-66 Goswell Road, London EC1M 7AB, England. 



















даш И yo can count on 

AG INTRODUCTION ers texts 
mm BI FINANCIAL ACCOUNTING: An Introduction 
Kin (3rd Edition) by Harold Bierman, Jr., Cornell 
University and Allan R. Drebin, Northwestern 
University. Introduce your students to financial 


accounting with this comprehensive approach; 
Starting with the basic tools of accounting and 


ор о S oj. v. 


progress. Clear, detailed explanations of the 
in the first few chapters. Then, using a step- 


to apply the basic concepts in a variety of 
different situations. A chapter on foreign currency translations, coverage of 
‘FASB standards and their impact on current practices, a discussion of 
_ “efficient market” implications, and a section on partnerships are just some of 
' the features in this third edition. 452 pages, illustrated. April 1978. $14.95 


(Canada $17.20). Order #17042 . 


STUDY GUIDE to accompany FINANCIAL ACCOUNTING: An. Introduction, 
-3rd Edition by Harold Bierman, Jr. and Allan R. Drebin. This helpful guide © 


reinforces textual coverage by presenting a series of questions relating to the 


course material. Answers are provided directly after the question, enabling, 
the student to test his or her own comprehension. 135 pp. Soft cover. $5.95. 


(Canada $6.85). May 1978. Order #1717-4. 


PRACTICE SET to accompany FINANCIAL ACCOUNTING: An Introduction; ` 


Jay Corporation, 2nd Edition by James A. Gentry, Jr., Emory University. 


This problem covers all the steps involved in the accounting cycle: journaliz-. 
ing; posting; recording, adjusting, and closing entries; preparation of a work 
sheet, and preparation of financial statements for the accounting period. 62: 
pp. Soft cover. $5.25 (Canada $6. 05). August 1978. Order #4088-5. 


WORKING PAPERS to accompany FINANCIAL ACCOUNTING: An Introduc- 
tion, 3rd Edition by Harold Bierman, Jr., and Allan R. Drebin. These helpful ' 
working papers make your students problem-solving a lot easier. Some 

problems are specifically geared to individual problams in the text. 225° : 
Forms. Soft cover. $8.95 (Canada $10.30). May 1978. · Order #1719-0. ·: 


EXAMINATIONS . . . these selected problems and questions are de- , 
signed to test your students' comprehension of course material; they do 
not appear in the texts. You cah make copies of them as they are set up. 
or you can cut-and-paste them to make up an examination that fits | 
your particular course needs. Free upon adoption. : 









the concepts behind financial transactions, this. 
text provides a solid foundation from which- to  . 


balance sheet, debits and credits are included ` 


by-step approach, students learn exactly how ` 
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MANAGERIAL ACCOUNTING: An Introduction (3rd Edition) by Allan R. 
Drebin.and Harold Bierman, Jr. Using the same logical approach as their 
financial acounting text, Drebin and Bierman’s third edition of Managerial 
Accounting builds upon your students’ basic knowledge of the subject. 
The preparation and utilization of financial information for internal man- 
agement purposes is clearly and well detailed. Effects of price changes, the 
economics of information,. inventory control procedures, zero-based 
budgeting—all the most pertinent topics, including revised material on new 
developments in governmental financial reporting on not-for-profit organiza- · 
tions, are fully discussed.and illustrated with many practical examples. Every 
chapter provides extensive questions and problems as well as cases for 
discussion. 376 pages,- illustrated. April 1978. $14. 95 (Canada $17.20). Order 
#3188-6. 

M AE ` STUDY GUIDE to accompany MANAGERIAL 

? nox "ACCOUNTING: An Introduction, 3rd Edition by 
ТҮҮЛ ACCOUNTING Richard L. Howe, ae et College. Rang- 

ing from simple to difficult, the questions, exer- 
AN INTRODUCTION : с and problems in this guide follow the ` 

r material in the text. All answers are shown, 

allowing students to test their awn comprehen- 

sion. Enables you to spend more class time 
teaching and less time reviewing. 94 pp. Soft 
cover. $4.95 (Canada $5.70). June 1978.Order 

#4792-8. 

PRACTICE SET to accompany MANAGERIAL 

ACCOUNTING: An Introduction; Electrical Prod- 

ucts Incorporated, 2nd Edition by Gary A. 

Luoma, Georgia State University. Utilizing vall 

the concepts in the text, this problem covers 

seven individual decision areas: budgeting; 

_ process costing; setting cost standards; the standard cost system; volume profit: ` ` 
analysis; capital budgeting; and performance evaluation and reporting. 70 pp. 
Soft cover. $5.25 (Canada $6.05). August 1978. Order #58105. 

SOLUTIONS MANUALS . . . more than just another ordinary answer key, these | 

Solutions Manuals contain completely worked-out solutions with key figures 

for all the questions, exercises and problems that appear in each text. You'll 

alsó find complete solutions to the practice sets. Jay Corporation and Electri- 
cal Products Incorporated. Free upon adoption. 


“TRANSPARENCIES . . . these valuable overhead projectuals reproduce key 
figures from both texts. An excellent aid for analyzing important points, the 
transparencies reinforce instruction while holding maximum student in- 
terest and attention. Free upon adoption. | : 


Prices are U.S. and Canadian опу 
W. B. Saunders Со. хелде 


W. Washington Sq. Phila., РА 19105 e 1 Goldthorne Ave., Toronto, Ontario M8Z 5T9 


Saunders Means Business 





.. Whether 
CPA, or MBA, P 


Or Accounting, 
Fundamentals... - 


A TEXT FOR EVERY OBJECTIVE, FROM McGRAW-HILL 


AUDITING CONCEPTS AND METHODS, Third Edition 


John J. Willingham, University of Houston, and D. В. ‘Carmichael, American Institute of 
Certified Public Accountants 
1979, 512 pages (tent.), $17. 00 (tent.) 
Instructor's Manual ` ` 
- In its third edition this text continues to emphasize concepts while featuring more examples 
and illustrations, more specific references to authoritative literature, a more complete: - 
| со of procedures, lists of major topics, review questions, and cases. D. R. Carmichael 
саа cipal author of Ње Cohen Commission Report) and Professor Willingham have prepared 
| " mor ME of important legal cases and expanded the discussion of the auditor's 
leg ity 


PERSPECTIVES IN AUDITING, Thid Edition 
. D. R. Carmichael, American Institute of Certified Public Accountants and 
John J. Willingham, University of Houston. 
1979, 480 pages (tent.), $9. 95 (tent. ye 
Instructor’ s Manual 
A supplementary book of readings that treats recent trends and topics of i interest, such as 
the ethical responsibility and legal liability of the auditor. - 


COLLEGE ACCOUNTING: An Introduction 


: Phebe M. Woltz and Richard T. Arlen, beth of Schoolcraft College 
1979, 320 pages (tent.), $11.95 (tent.) 
Instructor's Manual, Study Guide and Working Papers, A and B Achievement Tests, Examination 
Question Manual, Practice Set I, Practice Set II, Overhead Transparencies 

Here's à well organized text on accounting fundamentals for business students, designed 
for a one-semester introductory course. Easy to understand, it uses many examples and 
illustrations to provide a practical introduction to accounting. Each chapter contains learning 
objectives, marginal notes on key points, a.glossary of new terms, and a summary.. Exercises 
and problems illustrate both single and combined concepts, and parallel the text. 


ACCOUNTING FOR FINAN CIAL ST ATEMENT PRESENTATION 


Jack L. Smith aid Robert M. Keith, both of the University of South Florida 
1979, 680 pages (tent.), $16.95 (tent.) 
Instructor's Manual 

A comprehensive and.up-to-date treatment tof financial accounting at the MBA level or: for 
advanced undergraduate courses for non-accounting majors. This well-written, heavily 
illustrated text reorganizes the underlying issues of financial statement presentation and the 
inherent limitations of financial disclosures. Includes questions and problems. : 

А , Prices subject to change. 


COLLEGE DIVISION McGRAW-HILL BOOK COMPANY И ЛС | 
1221 Avenue of the Americas, New York, N.Y. 10020 42 | 
En 
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ACCOUNTING EDUCATION AND THE 
THIRD WORLD 





The 1976-78 Committee on International Accounting Operations and Education of the American 
Accounting Association has prepared a comprehensive study (“Accounting Education and the Third 
World") pertaining to the impact and function of accounting education in development countries. 
The aims of this study by the International Committee are: 

1) to outline, by means of specific Third World country appraisals in different regions, an assess- 

ment of the needs for accountancy education in socio-economic development. 

2) to set forth a conceptual and pragmatic framework for enhancing accounting knowledge, educa- 
tion and practices in Third World economies. ` 

3) to assess the role of educational institutions throughout the world in disseminating accounting 
know-how and expertise for developing economies. 

4) to suggest how assistance may be given to Third World countries by way of effective educational, 
training, and research programs in conjunction with local, regional, and international educa- 
tlonal, institutional, and development bodies. 

Closely aligned to these aims is the portrayal of the potential role of the American Accounting 
Association (AAA), together with other organizations and associations, in enhancing accounting 
knowledge and skills in developing countries, and in making available effective and efficient methods 
to help transfer and internally develop accounting knowledge skills, and related activities. 

This book, the publication of which has been generously financed by the Price Waterhouse Founda- 
tion, will be of particular relevance for educational institutions, governments, development agencies 
and others in Third World countries, and the distribution will be going to these entities in developing 
economies. Members of the AAA may obtain one copy at no charge by writing to the American Ac- 
counting Association. 


NOTABLE CONTRIBUTIONS TO 
ACCOUNTING LITERATURE 
AWARD > 


Members of the American Accounting Association are invited to suggest works 
for nomination for the AICPA Notable Contributions to Accounting Literature 
Award. These nominations are restricted to articles published in either regular or 
irregular periodicals during the calendar year ending December 31, 1978 and 
books or irregular publications published. during the five year calendar years then 
ending. 

The latest date for receiving nominations is March 1, 1979. Please address your 
suggestions to: Dr. Kenneth S. Most, Chairman, AAA Committee to Nominate 
Outstanding Contributions to Accounting Literature, Florida International Uni- 
versity, Miami, Florida 33199. 





JANUARY, 1979 PLACEMENT INFORMATION SECTION 


All notices to be included in the “Placement Information” section should be sent 
to the Administrative Office by the Ist of the second month (February, May, Au- 
gust and November) preceding month of publication. This service is free of charge 
to AAA full and associate members seeking employment. A fee of $75.00 per inser- 
tion will be charged to employers and non-members seeking employment. All 
replies to box numbers must be sent to the administrative office in separate enve- 
lopes or on individual letters to facilitate the forwarding of them. 
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Portland State University located in Portland, Oregon, invites applications for permanent appoint- 
ments in accounting beginning September 1979. Available positions are at the Assistant and 
Associate level. Applicants should possess a doctoral degree in accounting although candidates at 
an advanced dissertation stage will also be considered. Performance evaluation at PSU is based 
upon a judicious blend of effective classroom teaching, research and publication, and university 
and community service. The standard teaching load is 9 quarter hours. Programs are offered at 
both the undergraduate and graduate levels, The department enjoys a very close relationship with 
the professional accounting community in the state. Vita should bz directed to Dr. Michael R. 
Gaines, Head, Department of Accounting, Portland State University, Portland, Oregon 97207. 
PSU i an equal opportunity affirmative action employer. All interested persons are encouraged 
to apply. 


SYNANON: CHALLENGING CAREER OPPORTUNITIES FOR PUBLIC AND PRIVATE 
ACCOUNTANTS, AUDITORS AND RECENT GRADUATES. Large, varied practice: 
Opportunities in budgeting, cost accounting, business and personal taxes, systems, analysis and 
financial statement preparation. Offices in San Francisco and Marin County, Calif. Compensation 
includes room, board, complete health care, internationally acclaimed school for children, monthly 
stipend and unique Synanon lifestyle. Contact David Ross, Controller, Synanon Foundation, Inc., 
(415) 663-8111 or write Р. O. Box 786, Marshall, CA 94940. 


ACCOUNTING FACULTY. Washington State University has two or more permanent accounting 
positions available fall 1979, Rank to be Assistant Professor, or for an especially well qualified 
individual, Associate Professor. Curriculum includes financial and managerial accounting and 
taxation. Courses to be taught will be based on the needs of the department and the qualifications 
of the candidates. Ph.D. or DBA or ABD required. Salary is competitive. Applications accepted 
until positions are filled. Apply to Dr. Charles M. Lillis, Chairman, Department of Business Ad- 
ministration, Washington State University, Pullman, WA 99164. An equal opportunity/affirmative 
action employer. 


The Department of Economics and Business Administration, Gettysburg College, Gettysburg, 
Pennsylvania, has a tenure-qualifying position in accounting at the instructor or assistant professor 
level beginning in September, 1979. This position will involve teaching upper-level accounting 
courses and perhaps elementary accounting, with the possibility of teaching a course in business 
administration, economics or data processing. Applicants with the Ph.D. degree or the D.B.A. 
degree are preferred. Salary is open and competitive, commensurate with qualifications and ex- 
perience. Gettysburg College is an equal opportunity employer. Women and members of minority 
groups are encouraged to apply. Please send letter of application ard resume to: Dr. William F. 
Railing, Chairman, Department of Economics and Business Administration, Box 395, Gettysburg 


College, Gettysburg, Pennsylvania 17325. 


Masters and Ph.D. intending students are invited to apply for admission to the Department of 
Accounting and Financial Management at the University of New England, Armidale, New South 
Wales, Australia. Masters three-semester programs may be taken with specialist concentration in 
Accounting, Finance, Systems, Small Business Management and Legal Studies. Ph.D. three-year 
programs involve a major dissertation. No coursework, preliminary examinations or continuous 
residence in Australia are required. Masters intake is March and July. Ph.D. intake is flexible. 
Some TA and RA opportunities exist. For further details write Head, Department of Accounting 
and Financial Management. 


/ 





LEHIGH UNIVERSITY—Openings for full-time position as assistant professor. Fall 1979, 
Seeking new Ph.D. or D.B.A. or person at the dissertation stage. Competitive salary and excellent 
fringe benefits program. Have both graduate and undergraduate programs. Affirmative Action/ 
Equal Opportunity Employer. Please send resume to Professor Carl L. Moore, Department of 
Accounting, Drown Hall #35, Lehigh University, Bethlehem, PA 18015. 


ACCOUNTING FACULTY. We invite your inquiry about faculty positions available September 1, 
1979, Completion or near completion of doctorate with a major in Accounting is required. Assistant 
or Associate Professor depends on teaching experience, research and duplication record. Depart- 
meni offers undergraduate degree and MBA with concentration in Accounting, Competitive salary. 
Send vita to Dr. Duane Baldwin, Chairman, Department of Accounting, University of Nevada, 
Las Vegas, Las Vegas, Nevada 89154. Affirmative Асіоп, Equal Opportunity Employer. 


Doctoral student, completing coursework phase of program in Accounting, seeks permanent 
teaching position at a small to medium sized school ir the North East (NY, PA or New England). 
Prefer one that would encourage completion of босо but would not require it for tenure. 
Available January or September 1979. ` 


BELLARMINE COLLEGE needs CPA/MBA, preferably with Ph.D., to teach at undergraduate 
and MBA level beginning in fall 1979. Bellarmine, a ziberal arts college, has a strong program in 
accounting and financial management with a reputation for excellent preparation for public and 
industrial accounting. The Louisville community is known for its hospitality-and the size of the 
college encourages a friendly and close working relationship with students. Please send resumes to 
Professor Robert J. Fitzpatrick, Chairman, Department of Accounting, Bellarmine College, 
Newburg Road, Louisville, Kentucky 40205. 


Computer Science Faculty Positions: AIl ranks. Emphasis on teaching undergraduate curriculum 
(systems analysis, numerical analysis, non-numeric processing, mini-computers, computer archi- 
tecture, operations research, languages: РІ /1, Fortran, Assembly and Cobol). Doctorate pre- 
ferred; Master's considered at rank of instructor. Tenure track. Salary and rank dependent upon 
qualifications. Several positions anticipated for Fall 1979. Send resume by April 1, 1979 to Dr. 
Paul J. Plourde, Department of Computer Science and Information Systems, State University of 
New York at Potsdam, Box 622, Potsdam, NY, 13676. An Equal Opportunity/Affirmative Action 
Employer. 


Faculty position in Accounting at the University of Vermont January 1979, September 1979. Rank 
and Salary Open. For information write: Dr. М. F. Severance, Chairman, Department of Business 
Administration, UVM, Votey Hall, Burlington, Vermont 05405. 


IOWA STATE UNIVERSITY—Department of Industrial (Business) Administration has three 
tenure tract positions at the assistant or associate professor level available fcr Fall, 1979. Minimum 
credentials are earned doctorate in Accounting or related area with all degree requirements com- 
pleted by September 1, 1979. Will consider applicants who are in dissertation stage or a position as 
assistant professor. The positions entail a balanced emphasis on teaching and research. The areas 
of specialization are a) financial information systems, b) managerial accounting, and c) financial 
accounting. Salary is competitive and commensurate with qualifications. Iowa State University is 
an Equal Opportunity-Affirmative Action Employer. Applications will be accepted until the 
positions are filled. Please send application and resume to: Dr. Lynn J. Loudenback, Coordinator 
of Faculty Recruiting, Department of Industrial Administration, Iowa State University, Ames, 
Iowa 50011. 
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THE UNIVERSITY OF NEBRASKA--OMAHA is seeking to fill two full-time positions com- 
mencing the Fall semester of 1979. The positions involve graduate and undergraduate instruction 
in the area of tax or managerial accounting. Candidates with an accounting Doctorate and an 
established record of professional accomplishments will be considered at the associate level while 
candidates near completion of the dissertation will be considered at-the assistant level. Professional 
certification is desirable. The salary range is very competitive end dependent upon the candidate's 
professional qualifications. The University of Nebraska at Omaha is located in a residential 
neighborhood of an urban metropolitan area of 600,000 with numerous consulting and professional 
opportunities. The College of Business Administration has approzimately 2,500 undergraduate 
majors and 300 MBA students and is AACSB accredited at tbe undergraduate level. The Depart- 
ment of Professional Accounting has over 700 majors and 12 full-time faculty. UNO is an Equal 
Opportunity/Affirmative Action Employer and encourages applications from women and members 
of minority groups. Interested candidates are invited to submit their resume to Dr. David Buehl- 
mann, Chairperson, Department of Professional Accounting, University of Nebraska—Omaha, 
60th and Dodge Street, Omaha, Nebraska 68182. 


Head of Accounting and Finance Department, Northern Michigan University: Doctorate in 
Accounting or Finance and teaching experience, An equal opportunity employer. Contact Dr. 
Robert N. Hanson, Dean, School of Business and Management, Northern Michigan University, 
Marquette, MI 49855. 


Ph.D., M.B.A., СР.А., age 29. Teaching experience at AACSB school includes classes up to 200 
students. Extensive systems experience includes management ccnsulting for an international 
public accounting firm. Publications include articles in leading journals, a systems text, and a num- 
ber of book reviews. Available for September, 1979. 


8116 St. Lawrence University has opening for Assistant Professor in the fields of Accounting and Finance 


#17 


plus one other area of interest which may be compatible with departmental direction. A capability 
in marketing is desirable. Three year position with possibility of renewal. Applicants should 
possess the M.B.A. with certification in accounting. M.B.A.’s with concentrations in accounting 
and finance should also apply. Commitment to excellence in teaching at a liberal arts college 
required as well as potential in research and publication. St. Lawrence University is an “Equal 
Opportunity Employer M/F.” Candidates should submit vitae, official transcripts, three letters of 
recommendation and evidence of successful teaching to: Dr. Lyn F. Wheeler, Chairman, Search 
Committee, Department of Economics, St. Lawrence University, Canton, New York 13617. 


New Hampshire College has an opening in its Department of Accounting for the 1979-80 academic 
year. Ph.D. or D.B.A. preferred but will consider M.B.A./C.P.A. wizh doctoral work in dissertation 
stage. Rank and salary negotiable. (New Hampshire College salaries are Level 2 among AAUP 
Category H institutions.) Responsibilities: teaching courses in Cost Accounting and Intermediate 
and Advanced Accounting. Excellent fringe, benefits package and summer, continuing education 
and graduate teaching opportunities. Private consulting encouraged. For further information 
contact: Dr. James Grace, Jr., Academic Dean, New Hampshire College, 2500 North River Road, 
‚ Manchester, NH 03104. 


І aries ‘University of Maryland University College seeks excellent classroom teachers for undergraduate 
es re Courses in its overseas divisions (Europe and Far East). MBA in accounting (minimum qualifica- 
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tions) and recent classroom experience required. Preference to those qualified to teach additional 
courses in other fields of business. Faculty with families please note: position requires frequent 
travel, often across national borders; neither housing nor schooling provided and both are expen- 
sive. One year contract, renewable, if mutually agreeable. U.S. citizens only. Write sending resume 
to: Assistant Dean/Overseas Programs, University of Maryland Uaiversity College, College Park, 
Maryland 20742. AA/EOE. 


The University of Tennessee at Chattanooga invites applications for appointments as assistant or 
associate professor in accounting. The University emphasizes qua'ity teaching in both the under- 
graduate and graduate programs and encourages professional and research contributions. Candi- 
dates should possess a Ph.D. or D.B.A. C.P.A. and/or C.M.A. is desirable. Preference will be given 
to candidates with teaching, research, and/or business experience. Send inquiries and resume to 
Dr. James E. Moon, Head, Department of Accounting and Finance, The University of Tennessee 
at Chattanooga, 615 McCallie Avenue, Chattanooga, Tennessee 37202. The University of Tennessee 
at Chattanooga is an Equal Opportunity/Affirmative Action employer. 
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#120 "FACULTY POSITIONS IN ACCOUNTING —The Department of Accounting at CALIFORNIA 


STATE UNIVERSITY, FULLERTON is secking full-time faculty members and will consider 
positions at all professorial ranks. Candidates should possess their doctorate or be nearing com- 
pletion of their doctoral studies. Salary commensurate with qualifications. Southern California 
location: warm weather, mountains, and Pacific Ocean. Both graduate and undergraduate teaching 
responsibilities. Department presently has 18 full-time faculty members and over 1,300 accounting 
majors. CSUF is the only school in the Cal-State system located in Orange County and all major 
CPA firms have offices in the county. California State University, Fullerton, as a Title IX, Affirma- 
tive Action, Equal Opportunity Employer, is committed to an Affirmative Action Policy which 
involves positive and nondiscriminatory action in the hiring of ethnic minorities and women. Send 
resume to: Dr. Henry R. Anderson, Professor and Chairman, Department of Accounting, School 
of Business Ádministration and Economics, California State University, Fullerton, Fullerton, 
California 92634. 


THE UNIVERSITY OF MASSACHUSETTS/AMHERST invites applications for the position 
of CHAIRPERSON, DEPARTMENT OF ACCOUNTING. Candidates should have efficient 
administrative skills, demonstrated competence in acccunting research, a record of effective teach- 
ing, and earned a Ph.D. or D.B.A. with a concentration in accounting. CPA or CMA designations 
are desirable but not essential. The School of Business Administration has AACSB accreditation 
at both the undergraduate and graduate levels. The Department of Accounting and The School of 
Business offer BBA, MSBA, MBA, and Ph.D. degrees. The Chairperson must have the capability 
to furnish positive leadership, and continue to build and develop a strong accounting faculty. 
Salary and rank are competitive and dependent upon credentials. Send resumes to Professor 
Joseph L. Sardinas, Jr., Chairperson, Search Committee, Department of Accounting/SBA, Uni- 
versity of Massachusetts, Amherst, MA 01003. The University of Massachusetts is an Affirmative 
Action/Equal Opportunity Employer. 


Canisius College, Buffalo, New York, has a faculty opening for 1978—79. Salary highly competitive. 
Rank—Assistant Professor to Professor depending upon qualifications. College offers under- 
graduate degree in Accounting, and MBA with emphasis in Accounting. The undergraduate pro- 
gram is fully accredited by the AACSB. Liberal fringe benefits including sabbatical. Ph.D. or DBA 
preferred, but candidates in final stages of dissertation will be considered. Contact Dr. Daniel E. 
O’Keefe, Chairman, Department of Accounting, Canisius College, 2001 Main Street, Buffalo, 


` New York 14208, Phone (716) 883-7000, ext. 740. 


Accounting faculty positions. Tenure track; all specialties available. Doctorate in accounting or 
ABD (advanced stages) preferred; CPA or CMA and prior teaching and/or business experience 
desir&ble. Target level for most openings: Instructor or Assistant Professor. Rank and salary 
competitive on basis of qualifications; excellent benefits. Nine hour load per semester for assistant 
professor or higher ranks; research and/or consulting cpportunities available. Send credentials to: 
David F. Fetyko, Chairman, Department of Accounting, Central Michigan University, Mt. 
Pleasant, MI 48859. Women and minority persons are encouraged to apply; CMU is an Equal 
Opportunity/Affirmative Action employer. 


ACCOUNTING; Louisiana State University, Department of Accounting, anticipates: faculty 
openings for the Fall of 1979. While these openings are primarily at the assistant professor rank, 
applications at other ranks will also be considered. Candidates should have a doctorate бше néar 


completion of their doctoral program. Faculty are expected to teach 9 hours per semester tinu be | 


actively involved in research and professional service. The University is an Equal Opportunity 
Affirmative Action employer. Please send resumes and references to: Vincent C. Brenner, Chair- 
man. Department of Accounting, College of Business Administration, Louisiana State University, 
Baton Rouge, LA 70803. ` 


Faculty Positions/Accounting—Bentley College in Waltham, Mass. has Faculty Positions in 
Accounting open for June or September 1979. Earned doctorate preferred but will consider ABD’s 
and MBA/CPA’s. Appointment rank and salary highly competitive—dependent on education and 
teaching and/or business experience. Opportunity to teach at graduate level (300 students enrolled) 
as well as undergraduate level (4600 students enrolled}. Exciting challenge of participating in the 
growth of professional disciplines which are emphasized at a school long-known for its leadership 
in accounting education. Modern, attractive, functional campus offering residential, recreational 
and cultural advantages of suburban Boston area. Submit resume and references to: Dr. John H. 
Burns, Dean of the Undergraduate College, Bentley College, Beaver & Forest Streets, Waltham, 
MA 02154. Equal Opportunity/Affirmative Action Employer. 





POSITION VACANCIES Chairperson] Assistant Dean, Business Careers: Manage department 
concerned with career development of hearing-impaired students enrolled in business programs at 
the National Technical Institute for the Deaf. Ph.D. in Business or Education plus three years 
college teaching. Accounting Faculty: Teach introductory and intermediate accounting courses. 
Bachelor's in Accounting or Business Education plus relevant industrial experience. Send resumes: 
Personnel Coordinator, Box AR19, National Technical Institute for the Deaf, Rochester Institute 
of Technology, 1 Lomb. Memorial Drive, Rochester, New York 14623. NTID at RIT is AA/EOE. 


Faculty position—August 1979 opening for a good teacher of undergraduate accounting courses, 
Prefer Doctorate but will consider MBA/CPA. Send resume to Dr. Lawrence Weiser, Chairman, 
Department of Economics and Business Administration, University of Wisconsin—Stevens Point, 
Stevens Point, WI 54481. 


COLLEGE OF THE HOLY CROSS, an undergraduate liberal arts institution, is likely to have a 
tenure track faculty position in Accounting available beginning in Fall 1979. Appointments will be 
considered at any rank. Ph.D. or D.B.A. in Accounting or proximate completion required, Salary 
is competitive and determined by experience and achievement. Nine hours of undergraduate 
teaching at both the elementary and advanced levels. Some emphesis on research. Send resume, 
three letters of reference, and graduate transcript to John F. O'Connell, Chairman, Department of 
Economics, College of the Holy Cross, Worcester, MA 01610. An Equal Opportunity/Affirmative 
Action Employer. 


Faculty positions open in Accounting at ranks of assistant professor and instructor. Rank and 
salary competitive and dependent on qualifications and experience. Doctorate required for ad- 
vanced rank, masters for instructorship. AACSB accredited at both undergraduate and graduate 
levels. Enrollments of 1800 undergraduates and over 500 in MBA program. M.S. in Accounting 
beginning in 1979, Business faculty of forty full-time staff in university of 11,000 students. City of 
54,000 in center of major industrial and recreational region of Wisconsin. Contact Dr. Clifford E. 
Larson, Dean, College of Business Administration, University of Wisconsin—Oshkosh, Oshkosh, 
Wisconsin 54901. An Affirmative action/equal opportunity employer. 


University of Maryland (College Park)—has openings for accounting faculty at Assistant, Associate, 
and Full Professor levels. Minimum qualification for Assistant Professor is a D.B.A. or Ph.D. A 
candidate for Associate Professor should have a strong record in research and teaching. A candidate 
for Full Professor should have an established record as a productive scholar and an excellent teacher. 
Interested candidates should send resumes to Professor Stephen E. Loeb, College of Business and 
Management, University of Maryland, College Park, Maryland 20742, An Equal Opportunity/ 
Affirmative Action Employer. : 


J.D., CPA, M.A., administrative and/or teaching tax, business law, NFP and/or other accounting 
subjects. Over 15 years of full-time teaching, business and governmental experience. Publications 
and university service. 


UCLA has a vacancy for a person at the associate or full professor Izvel, with tenure, effective Fall 
1979. Applicants must have a doctoral degree (a CPA is desirable), and a proven record in research 
and teaching. An emphasis in financial accounting and empirical research capability is desired. 
Salary competitive. Send resume to: Paul D. Baker, Department of Accounting and Finance, 
West Georgia College, Carrollton, GA 30118. WGC is an AR/EO employer, 


West Georgia College has one or more positions in the Department of Accounting and Finance 
available Fall, 1979. Rank to be Assistant or Associate Professor. Ph.D. preferred, but will consider 
ABD near completion of dissertation. Primary teaching areas include financial cost, and managerial 
accounting. A candidate qualified to teach corporate finance occasionally is highly desirable. 
Salary competitive. Send resume to: Paul D. Baker, Department of Accounting and Finance, 
West Georgia College, Carrollton, GA 30118. WSG is an AA/EO employer, 





#134 UNIVERSITY OF TEXAS AT ARLINGTON, invites applications fot assistant professor of 
accounting for Fall, 1979 with doctorate in accouniing, Will consider ABD candidate where 
evidence shows probable early completion of dissertation. Professional certification and experience 
(business and teaching) are desirable. Full time and part time temporary instructorships requiring 
master's degree (concentration in accounting) and CMA or CPA are often available (sometimes on 
short notice) and openings are expected for Fall, 1979. For either regular or temporary positions, 
please send letter of interest and resume to D. J. Casler, Chairman, Department of Accounting, 
University of Texas at Arlington, Arlington, Texas 76019. The University is an Equal Opportuni- 
ties/Affirmative Action employer. 


ACCOUNTING POSITIONS AT PACE UNIVERSITY, NEW YORK CITY—Two full-time 
positions available September, 1979. Qualifications: Ph.D. or ABD plus CPA or CMA preferred, 
Masters Degree plus CPA or CMA minimum requirement; significant professional experience. 
Tenure track will require attainment of terminal degree. Rank and salary commensurate with 
qualifications. Send resume to: Chairman, Department of Accounting and Finance, The Lubin 
"School of Business Administration, Pace University, Pace Plaza, New York, New York 10038. 


ACCOUNTING POSITIONS. The School of Business and Public Administration at the Univer- 
sity of the Pacific, Stockton, Californja, has two tenure track positions available for Fall, 1979. 
teaching undergraduate courses in Accounting, Preference given to Ph.D.'s or D.B.A's. Minimum 
acceptable qualifications are M.B.A./C.P.A. Assistant Professor preferable, but will consider 
qualified candidates for rank of Associate. Salary competitive with market and dependent upon 
qualifications, experience, and rank. Equal Opportunity/Affirmative Action Employer. Please send 
letters of application and copy of vita to Professor Sue Hinrichs, School of Business and Public 
Administration, University of the Pacific, Stockton, CA 95211. 


FACULTY POSITION—Assistant/Associate Professor in accounting, beginning in August, 1979, 
at Millikin University, an academic community in the heart of Illinois of 1,500 students and 100 
faculty that stresses small class sizes and values teaching experience. Ph.D. or Masters with CPA/ 
CMA and public/private accounting experience. Competitive salary and very attractive fringe 
benefits. EOE/AA employer. Contact Nicholas A. Kargas, Chairman, Department of Accounting, 
School of Business and Industrial Management, Millikin University, Decatur, Illinois 62522. 


BS (Accounting), JD, LLM (Taxation), SID; CPA; Member of Bar; formerly professor, tax 
consultant, attorney USA; resident in Europe disposed to relocate; experience in Europe manage- 
ment, administration, finance, accounting, tax, auditing USA subsidiaries, Big 8 firms; professorial 
assignments in Europe undergraduate, graduate business programs, courses Financial/Managerial 
Accounting, International Accounting, Financial Management, International Financial Manage- 
ment, Business Principles, International Business, International Management, International 
Marketing; courses in preparation International Taxation, Legal Aspects of Multinational Opera- 
tions, Auditing; seeks affiliation with University having a Business Studies program with inter- 
nationally oriented offerings. Postbus 254, 1000 Brussels 1, Belgium. 


University of Southern California, Department of Accounting, is seeking candidates for faculty 
positions leading to tenure with a primary interest in accounting or taxation. Faculty positions 
&bove the assistant rank are also possible for individuals with a strong teaching and publication 
record. Candidates for assistant professor should have a doctorate in hand or be near completion 
of the dissertation, strong teaching ability and interest in research. The University of Southern 
California is an equal opportunity affirmative action employer. Applications are encouraged from 
women and minority persons. Please contact Professor Doyle Z. Williams, Chairman, Department 
of Accounting, Graduate School of Business Administration, University of Southern California, 
Los Angeles, California 90007. 





#140 CHAIRPERSON, DEPARTMENT OF ACCOUNTING AND DATA PROCESSING, Boise 
State University, July 1, 1979. Boise State has approximately 10,000 students. The School of 
Business is currently seeking AACSB accreditation at the undergraduate level. Within the School, 
the Department of Accounting and Data Processing (615 majors) offers the baccalaureate and 
Master of Science in Accounting degrees. The Department Chairperson must have the ability to 
provide positive leadership in continuing to build and develop a strong faculty and provide gradu- 
uates with the necessary tcols of a professional in Accounting and/or Data Processing. Applicants 
must have a doctorate in Accounting or Data Processing. Requirements also include efficient 
administrative skills, a record of effective teaching, demonstrated research ability, and the capa- 
bility and desire to work effectively with business and professional organizations to raise outside 
support. CPA, CMA, or other professional designations are desirable. Salary dependent on 
available funding. Contact Dr. Alistair R. MacMillan, Acting Chairman, Department of Account- 
ing and Data Processing, School of Business, Boise State University, Boise, ID 83725. An Equal 
Opportunity Employer/Educator. 


М.В.А., Ph.D., C.P.A, experienced in small businesses, public accounting, and teaching, some 
publication, presently tenured full professor at AACSB university wishes to relocate September, 
1979, 


Upstate New York College, with strong, registered accounting program, bas opening for assistant 
professor (or possibly associate) beginning in September, 1979. Minimum requirements: CPA and 

. master's degree. Candidates with background in public practice preferred. Send complete resume 
to Professor R. J. DuPlessis, St. John Fisher College, Rochester, NY 14618. An equal opportunity 
employer. 


Bryant College is seeking a generalist with strengths in advanced, cost, and non-profit accounting. 
Training in finance may also be helpful. We prefer the Ph.D. or D.B.A. but will consider a strong 
teaching candidate with the M.B.A. and/or C.P.A. willing to pursue an accredited terminal degree. 


Appointment is anticipated for September 1979. Send credentials to Dean Stanley J. Kozikowski, 
Bryant College, Smithfield, RI 02917. An EO/AA Employer. 


Head, Department of Accounting. Beginning July 1, 1979. Kansas State University invites appli- 
cants and nominees as Head of new Department of Accounting. Program has about 600 under- 
graduate majors, 11 full time faculty; Master of Accountancy degree program has about 30 majors. 
Applicants must be senior faculty with doctorate in accounting, record of teaching excellence, 
substantial publications, active professional involvement and administrative skills. Salary is 
$33,000-$36,000 (12 months) depending on experience. Send resumes or nominations before 
February 10, 1979 to Dr. Kenneth L. Fox, Chairperson, Accounting Search Committee, College 
of Business Administration, Kansas State University, Manhatran, KS 66506. Kansas State Uni- 
versity is an equal opportunity affirmative action employer. 


Simon Fraser University, attractively located in the Vancouver metropolitan area, with strong 
programs in economics and business at the B.A., M.A., M.B.A. and Ph.D. levels, invites applica- 
tions for faculty positions in accounting/management information systems. Two tenure-track 
positions at assistant or assocíate professor levels, both to begin September 1, 1979, or otherwise 
by agreement. Ph.D. must be in hand or near completion. Preference to those eligible for employ- 
ment in Canada at time of application. Salary negotiable; positions contingent on budgetary 
constraints. Send curriculum vitae and names of three referees to: Dr. Wm. C. Wedley, Associate 
Chairman, Department of Economics & Commerce, Simon Fraser University, Burnaby, B.C., 
Canada, V5A 1S6. 


UNIVERSITY OF DAYTON has faculty openings in the Department of Accounting beginning 
late August 1979. Salary and rank dependent upon experience and credentials. Prefer doctorates 
or ABD's; however, Masters with CPA or CMA are encouraged to apply. Teaching assignments 
are at both undergraduate and graduate level. Write: Chairman, Department of Accounting, 
University of Dayton, Dayton, Ohio 45469. Equal Opportunity/Affirmative Action Employer. 





#147 RUTGERS UNIVERSITY, CAMDEN, NJ, has several openings in accounting and business law. 
Accounting positions involve teaching їп the areas of financial accounting, taxation, and auditing. 
Candidates with an accounting doctorate and a reputable academic publication record will be 
considered at the associate professor level while candidates near completion of dissertation or 
MBA-CPA credentials will be considered at the instructor-assistant professor levels depending on 

- other qualifications. Candidates for business law with J.D./MBA, J.D./CPA, or J.D./LL.M. 
credentials will be considered under comparable basis. Opportunities to teach at the graduate 
(MBA) and undergraduate levels are available in a department of 700 students, 17 faculty, offering 
majors in accounting and general business administration. Campus is about 5,000 students, close 
to Philadelphia. AAUP contract, salary scale A rated; teaching load five courses for two semesters. 
Rutgers is an equal opportunity employer. Send resume to Dr. Izzetin Kenis, Rutgers University, 
Camden Campus, Camden, NJ 08102. 


FACULTY POSITION, Graduate School of Business Administration, HARVARD UNI- 
VERSITY, is currently searching for one or more Assistant Professors to fill positions to teach 
graduate financial and managerial accounting. The positions entail substantial case-method 
teaching at graduate and executive program levels and strong potential and interest in field-based 
case-course development and research on issues of significance to academics, management, and the 
accounting profession. Salaries are in the range of $20,000 to $24,000 for the academic year. The 
upper salary levels are for previous experience which has demonstrated high order of ability in 
case-method teaching, course development and research. The School encourages summer case- 
course and management-oriented research through its Division of Research and Course Develop- 
ment. Applicants should submit current vitae; full transcripts of undergraduate and graduate 
work; GMAT and/or GRE test scores (if available); a list of honors and awards received; copies 
of publications, current working papers, and cases written; description of courses taught, particu- 
larly those in which case-method teaching has been dons; a statement of why he or she is specifically 
well qualified for the position; and a list of references. Send full package of requested materials to: 
Professor Neil Churchill, Harvard University Graduate School of Business Administration, 
‘Soldiers Field, Boston, MA 02163. Harvard University is an affirmative action equal opportunity 
employer. 


Ph.D., CPA, age mid-30's, currently assistant professor at a leading university. Teaching and 
research areas are systems, managerial accounting (including CASB pronouncements) and 
auditing (including auditing EDP systems). Excellent teaching evaluations. Active in the profession 
and in professional development activities. Seek position in an institution that was a balanced 
- teaching, research, service/consulting emphasis. Available Fall of 1979. 


Ph.D., CPA, age 39, good reseerch record, desires temporary summer teaching position at Southern, 
Southwestern, or Western School, available June-September 1979, teaching areas: Taxation, 
Auditing, Financial, Cost. Е 


С.Р.А., MBA (recent), current associdte professor at a Canadian university, seeking visiting or 
permanent faculty position in U.S. Primary area-financial and managerial accounting at all levels. 
Experience includes 12 years university teaching, 3 years public accounting (big eight) and 10 years 
industrial. Excellent teaching record and references. Available August 1979. 


J.D. L.L.M., (Taxation), MBA, CPA, with 12 years teaching experience and 6 years Big Eight 
accounting firm experience. Primary teaching emphasis has been in the areas of Federal Income 
Taxation, Intermediate Accounting, Advanced Accounting, and Auditing at the graduate and 
undergraduate level. Also have taught Business Law. Research and consulting in the areas of Local · 
Government Accounting and Taxation. Interested in a school with a strong Taxation course offer- 
ing at the graduate/undergradnate level or to assist in developing such a program. 

t 
THE UNIVERSITY OF ALASKA AT FAIRBANKS is seeking qualified applicants at the rank 
of Assistant or Associate Professor (subject to final budget approval) to teach primarily Financial 
and/or Managerial Accounting and some Accounting Information Systems courses. Ph.D. or ' 
DBA is preferred. A.B.D.'s are encouraged to apply. Professional accounting experience is desired. 
The University emphasizes quality teaching and encourages research. This standard 12-unit load 
,entails nine semester hours of teaching, and three in research. Salary is competitive. The University 
‘of Alaska at Fairbanks is an Affirmative Action/Equal Opportunity Employer. Contact: Professor 
M. A. Fink, Head, Accounting Department, School of Management, Fairbanks, Alaska 99701. 





William Jewell College is seeking a faculty member in Accounting to begin September, 1979. An 
excellent Christian liberal arts college located in a major metropolitan area, William Jewell main- 
tains a selective and limited enrollment of 1400 students, 50 of whom are accounting majors. Rank 
and salary are open. Basic teaching assignment twelve hours. Candidates should be able to teach 
tax and cost accounting and consolidated statements. The ideal candidate should be willing to 
teach a range of accounting subject matters, be actively mvolved in personal and professional 
development, and share a commitment to the values of the College Other desirable qualificationg 
include teaching and business experience and the desire to work clcsely with students in job place- 
ment and student organizations. Candidates must possess a minimum of Masters degree and CPA 
certificate. Interested candidates are invited to submit their vitae to Dr. Otis Miller, Chairman, 
Department of Economics and Business, William Jewell College, Liberty, Missouri 64068. 


The McIntire School of Commerce of the University of Virginia announces openings in accounting” 
at the Assistant Professor level for Fall, 1979. Candidates should have the Doctorate. Teaching 
and other professional experience in accounting are desirable. The School stresses teaching excel- 
lence and encourages and supports research and professional service activities. Send resume and 
two letters of reference to Dr. William K. Carter, McIntire Schocl of Commerce, Monroe Hall, 
University of Virginia, Charlottesville, VA 22903. U. Va. is an affirmative action/equal opportunity 
employer. 


THE UNIVERSITY OF MISSOURI—ST. LOUIS invites applications for both permanent and 
visiting appointments in Accounting at all ranks to begin in September, 1979. Candidates with 
interests in the areas of financial accounting, accounting theory, auditing, or public sector account- 
ing are preferred. Quality research and effective teaching are encouraged and rewarded and support 
facilities are excellent. Teaching loads are 9 hours per semester with two preparations. Established 
in 1963 in a pleasant, suburban site, UMSL has a rapidly growirg business program accredited 
at both the undergraduate and master’s level. Submit resume or inquiries to John J. Anderson, 
Coordinator, Area of Accounting, School of Business Administration, University of Missouri— 
St. Louis, St. Louis, Missouri 63121. UMSL is an affirmative action and equal opportunity em- 
ployer. 


The University of Connecticut has two openings for faculty members to teach graduate and under- 
graduate accounting courses in Stamford and Danbury. Most of -he teaching load will be in the 
MBA program with courses in the late afternoon and evening. Both Stamford and Danbury are 
two of the fastest growing business areas in the nation with headquarters of many Fortune 500 
firms located there. The applicant should possess a doctoral degree with à concentration in account- . 
. ing or have a reasonable expectation of completing the doctorate within one year. Professional 
certification as a C.P.A. or C.M.A. will be regarded as desirable additional qualifications. Rank and ` 
salary are open and dependent upon the qualifications of the applicant. The University is an Equal 
Opportunity/Affirmative Action employer. Please send resumes to Dr. Harold E. Wyman, Head 
Department of Accounting, U-41A, School of Business Administration, University of Connecticut, 
Storrs, CT 06268. d 


FACULTY OPENINGS 1979-1980—Birzeit University, an independent Arab University in the 
Israeli-occupied West Bank of Jordan, has faculty openings for the academic year 79/80 in the 
following fields: ACCOUNTING; ECONOMICS; FINANCE; MANAGEMENT; and MAR- 
KETING. Experienced and interested persons with the Ph.D. are invited to apply. Applicants with 
the Masters degree are also considered. The University is a coeduca-ional institution with an enroll- 
ment of about 1200 students. It is located in the town of Birzeit, 26 Kilometers northwest of Jerusa- 
lem. English is the language of instruction. Other particulars are attached. Address inquiries to the: 
Dean, Faculty of Commerce & Economics, Birzeit University, Birzeit, West Bank, via Israel. 


ACCOUNTING FACULTY: MICHIGAN TECHNOLOGICAL UNIVERSITY'S SCHOOL 
OF BUSINESS SEEKS FULL-TIME ACCOUNTING FACULTY FOR THREE POSITIONS 
AS FOLLOWS: 1.)Assistant/Associate Professor with Ph.D. in Accounting to teach accounting, 
CPA, CMA a plus. 2.) Assistant/Associate Professor with MBA/JD to teach Federal Income Taxes 
and other accounting courses, CPA a plus. 3.) Instructor/Assistart Professor with MBA/CPA to 
teach introductory and intermediate accounting. RANK AND SALARY DEPENDENT UPON 
ACADEMIC AND PROFESSIONAL EXPERIENCE. Michigan Technological University is 
. located near the shores of Lake Superior in Michigan’s Upper Peninsula. Michigan Technological 
University is an Equal Opportunity Educational Institution/Equal Opportunity Employer. Please 
send resume to Dr. Peter G. Biesiot, Dean, School of Business, Michigan Technological University, 
Houghton, Michigan 49931. 





ATLANTIC CANADA—Memorial University of Newfoundland, situated in the capital city of 
St. John’s, mvites applications for permanent appointments in accounting beginning in July or 
September 1979. Applicants with Ph.D. or D.B.A. are preferred but consideration will be given to 
M.B.A./C.A. with business experietice. The School of Business Administration and Commerce 
currently has 600 students enrolled in its undergraduate co-operative education programme. A 
newly introduced M.B.A. programme has 35 full and part-time students. Teaching responsibilities 
would be in both areas. Faculty are encouraged and aided to conduct research, publish and further 
pursue their formal education. Forward Resume to: Dr. James G. Barnes, Director, School of 
Business Administration and Commerce, Memorial University of Newfoundland, St. John’s, 
Newfoundland, Canada. AIB 3X5. (709) 753-1200.. 


Assistant and Associate Professor of Accounting (one position). Require earned doctorate (CPA 
desired) with competence in auditing, financial, or managerial accounting and a strong preparation 
in quantitative methods (especially computer and electronic data processing systems). Commen- 
surate with appointment level, require continuing relationships with accounting profession, 
excellent teaching and research/publication record, and prospect of continuing contributions. À 
nondiscriminatory, affirmative action employer. Please contact Chairman, Accounting Faculty, 
Graduate School of Business Administration, The University of Michigan, Ann Arbor, Michigan 
48109. : 


M.B.A.+with twenty-one graduate level semester hours in accounting is seeking a permanent 
teaching position at a two-year or four-year institution. Experience includes twelve years of uni- 
versity/collegé level teaching of accounting and related business and economics courses, two years 
as coordinator of accounting and business law, some public accounting, and advisor to student 
organizations. Member of American Accounting Association, National Association of Accoun- 
tants, Beta Alpha Psi, and Omicron Delta Epsilon. Available Summer and/or Fall 1979. 


The University of Alaska-Anchorage anticipates a position in accounting for Fall, 1979. Applicants 
should possess or have nearly completed the doctorate with emphasis in accounting. Teaching 
_ Opportunities include both undergraduate and graduate. courses in financial and managerial 
accounting. Competitive salary and an excellent living environment are available. Both salary and 
rank are dependent upon qualifications and experience. Teaching is of primary importance, but 
research and public service are encouraged. This position should be especially attractive for a person 
desiring to work closely with the business community in a rapidly growing urban environment. 
For information, contact Dr. Garth Jones, Dean, School of Business and Public Administration, 
University of Alaska-Anchorage. University of Alaska is an Equal Opportunity Employer. 


WAYNE STATE UNIVERSITY is seeking faculty members in Accounting. Teaching oppor- 
tunities within our undergraduate and MBA programs are available in all specialties. Earned 
doctorate and CPA or CMA are preferred, but ABD's will be considered. Salary and rank will be 
commensurate with qualifications and experience. These positions should be especially attractive 
to persons desiring to work with the business community because of the University's strategic 
location and close ties with firms in the metropolitan area. Wayne State University, a large, state- 
supported institution, is an equal opportunity/affirmative action employer. All qualified candidates 
are encouraged to apply. Please send vita to Professor A. C. Roberts, Chairman, Department of 
Accounting, 300 Prentis Hall, Wayne State University, Detroit, Michigan 48202. 


FACULTY POSITION: ACCOUNTING—Nazareth College of Rochester, a well-established 
independent college in Upstate New York is accepting applications for a faculty position in its 
growing Business/Economics/Management Department. Position is available in Fall 1979. The 
position's emphasis will be teaching rather than research. Successful candidates must have at least 
an MBA and post-secondary teaching experience. Preference will be given to those candidates with 
a CPÀ and/or a Ph.D. Salary is competitive and is commensurate with experience. Send resume and 
names of three references by 2/15/79 to: Mr. Leonard Maley, Chairman, Business/Management 
Department, Nazareth College, 4245 East Avenue, Rochester, New York 14610. An Equal Oppor- 
tunity Employer. 
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CALIFORNIA STATE COLLEGE, STANISLAUS needs Assis:ant/Associate Professors in 
Accounting, Information Systems, and Management, effective September, 1979. Excellent graduate 
and undergraduate program development opportunities. Teaching excellence stressed, scholarship 
and professional activity encouraged. Small classes, recently constructed facilities, spacious grounds. 
4-1-4 calendar eliminates disadvantages of semester and quarter systems. No metropolitan con- 
gestion, two-hour drive ta San Francisco/High Sierras. Earned doctorate preferred; candidates 
nearing completion seriously considered. CPA and/or CMA desirable for positions in Accounting. 
Affirmative Action/Equal Opportunity/Title IX employer. Please contact Professor Thomas P. 


Barrett, Division of Business Administration, California State College, Stanislaus, Turlock, СА. 


95380. (209) 633-2287. 


CALIFORNIA STATE UNIVERSITY, DOMINGUEZ HILLS (Los Angeles area) is seeking 
candidates for faculty positions leading to tenure, or full-time lecturers, in Accounting. The level 
of appointment and salary is dependent upon academic background, teaching experience, business 
experience and scholarship. An earned doctorate in Business Administration or Management, 
with specialization in Accounting, is required for tenure track appointment. Full-time lecturers 
should possess an M.B.A. and have either a CPA or CMA certificate, or strong indication that their 
doctorate will be obtained in the near future. Preference will be given for scholarly achievement 
evidenced by publication, significant experience in the field of business or public accounting, or at 
least three years full-time university teaching experience. California State University, Dominguez 
Hills is an Affirmative Action/Equal Opportunity/Title IX Employer. Applications are invited from 
all qualified persons of both sexes and all ethnic backgrounds, including handicapped individuals. 
Please send vitae and three letters of reference to Dr. Peter Herne, Chairperson, Accounting/Data 
Processing/Law, California State University, Dominquez Hills, 1000 East Victoria Street, Carson, 
CA 90747. 


» 


HEAD, DEPARTMENT OF ACCOUNTING AND FINANCE, beginning July 1, 1979. The 
Faculty of Administrative Studies, The University of Manitoba invites applications for the position 
of Head of the Department of Accounting and Finance. The appointee will be responsible for the 
administration and coordination of teaching and research within the Department and for liaison 
with government, industry and professional organizations. The Department consists of 20 academic 
staff members who are active in teaching, research and professional activity. Salary will be com- 
mensurate with experience and qualifications. The closing date for applications is February 15, 1979, 
Applications, including a detailed resume and the names of three referees, should be addressed to 
Dr. Walter S. Good, Chairman of the Selection Committee, Faculty af Administrative Studies, The 
University of Manitoba, Winnipeg, Manitoba, Canada, R3T 2N2, 


FACULTY POSITIONS IN ACCOUNTING—Applications are being accepted for permanent 
accounting positions at Metropolitan State College, Denver, Colorado. Candidates should possess 
8 D.B.A. or Ph.D., but applicants who are in the dissertation stage will be considered. Candidates 
must be committed to excellence in teaching. Salary and rank open, commensurate with qualifica- 

tions and experience. Summer teaching available. Metropolitan State College is an Affirmative 
Action/Equal Opportunity Employer. Please write, with resumes, to: Dr. Patricia L. Duckworth, 
Chairperson, Department of Accounting and Financial Administration, Box 13, Metropolitan 
State College, 1006—11th Street, Denver, Colorado 80204. 


Whittier College is seeking applicants for two positions in accounting for Fall, 1979. Teaching 
emphasis is in financial and cost accounting for one position, in financial and auditing for the other. 
Preference will be given to those with doctorate, with entry at the Assistant Professor level. Indi- 
viduals at ABD stage will be considered, as well as those qualifying for entry at Associate level, 
Whittier is a small private college located 20 miles east of Los Angeles. Excellence in teaching is the 
primary focus, and importance is also attached to the development of research and other profes- 
sional interests. Enrollment is currently 280 students in the undergraduate business and M.B.A. 
programs. Faculty will number approximately 13 as of 1979-80. We offer salaries that are competi- 
tive. Please send applications with vita and references to: Dr. Phillip L. Beukema, Chairman, 
Department of Business Administration and Economics, Whittier College, Whittier, California 
90608. Telephone (213) 693-0771, Ext. 240. 
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One opening for Fall, 1979. A two or three-year renewable (tenure track) appointment. Rank, 
Assistant or Associate Professor. Ph.D. preferred, M.B.A.-C.P.A. required. Teaching load nine 
hours. Salary competitive, scholarly. research and other, normal professional responsibilities. 
Preference will be given to candidates with varied teaching experience and ability to share responsi- 
bility to initiate a new major degree in accounting to begin in 1980-81. Deadline: January 15, 1979. 
Send credentials to: David A. Martin, Chairperson, Department of Business and Economics, 
SUNY-Geneseo, Geneseo, NY 14454. An Affirmative Action/Equal Opportunity Employer. 


Accounting Faculty. Senior Professor. Ph.D. Desirable. Need individual to structure graduate 
accounting program. Computer facilities and consulting opportunities available. Close proximity 
to major urban areas. Lovely location. Write O. W. Nestor, Monmouth College, West Long 
Branch, New Jersey 07764. 


The State University of New York at Binghamton has two openings for Accounting faculty with 
interest in financial and/or management accounting. Rank is dependent upon qualifications. Salary 
and fringe benefits are competitive. Ph.D. candidates are encouraged to apply. SUNY-Binghamton 
is an equal opportunity/affirmative action employer. Send resume to Professor Bikki Jaggi, Chair- 
man, Accounting Program, School of Management, SUNY-Binghamton, NY 13901. (Telephone 
607-798-2674) 


The University of Illinois, Urbana, Illinois 61801 invites applications for permanent appointments 
in Accounting beginning Fall, 1979: Available positions are at all levels. Individuals with Ph.D. or 
D.B.A. required. Competitive salaries and working conditions. Qualified applicants are encouraged 
to apply. Please send vitae to Professor Norton M. Bedford, Department of Accountancy, Uni- 
versity of Illinois, Urbana, Illinois 61801. The University of Illinois offers equal opportunity in its 
employment, admissions and educational activities, in compliance with Title IX and other civil 
rights laws. 


CALIFORNIA STATE UNIVERSITY, SACRAMENTO, has faculty openings in the Depart- 
ment of Accounting and Management Information Science beginning September 1979 in the Under- 
graduate and the Master programs; both are accredited by tbe AACSB. The openings are in the 
following two areas: 1) Accounting, and 2) Computer-based Informatioa Systems. The faculty 
candidate will be expected to teach undergraduate and graduate level courses, to engage in instruc- 
tional-related duties and other activities; more emphasis on teaching effectiveness. Salary and rank 
open, commesnsurate with academic preparation and professional experience. Appropriate doc- 
torate (or near the final state of completion) required; professional certification (e.g. CPA) or 
progress towards such certification desirable. California State University, Sacramento is an Equal 

` Opportunity Affirmative Action employer. Applications should include a curriculum vitae and 
names and addresses of three references. Applications should be addressed to: Dr. Donald H. Ford, 
Chair, Department of Accounting and Management Information Science, School of Business and 
Public Administration, California State University, Sacramento, 6000 J Street, Sacramento, 
-California 95819. 


Department of Management, BUCKNELL UNIVERSITY, invites applications for an assistant/ 
associate professorship in cost and managerial accounting. Rank and salary will be commensurate 
with experience and academic preparation. Ph.D./D.B.A. strongly preferred; industrial/managerial 
experience and CMA/CPA desirable. We seek candidates with records of successful course develop- 
ment and teaching accomplishments. The position en-ails primary responsibility for instruction in 
cost/managerial accounting and related courses at the undergraduate level, involvement with a small 
number of graduate students, and active participation m the development of mid-career professional 
education programs. Send vita, application letter, and list of references, to-Dr. John Miller, Chair- 
man, Department of Management, Bucknell University, Lewisburg, PA 17837. Bucknell is an 
Affirmative Action/Equal Opportunity Employer. 


Morgan State University invites applications for the position of Chairperson of the Department of 
Accounting and Finance. Candidate should possess a Ph.D. or D.B.A. with a concentration in 
accounting and or finance, effective teaching ability and administrative potential. Practical experi- 
ence and the CPA or CFA designation are desirable but not too essential. The individual should be 
committed to maintaining a strong upper-level undzrgraduate and mas-er programs. Salary is 
competitive and the rank is open. Send resumes and inquiries to Professor D. Nichols, Department 
of Accounting and Finance, Morgan State University, Coldspring Lane & Hillen Road, Baltimore, 
MD 21239. Deadline for application is January 31, 1979. The University is an Equal Opportunity/ 
Affirmative Action Employer. 





#178 Opening for a faculty position in accounting effective September 1, 1979 at Rider College, a private 
4-year college located between New York and Philadelphia | on a new suburban campus. The Aç- 
counting Department which enjoys a fine reputation is the largest in the College with twelve full- 
time faculty members. Emphasis is on teaching, but research and writing are encouraged. Doctoral 
degree or in dissertation stage required. . Teaching opportunities available at the graduate and 
undergraduate levels. Rank and salary commensurate with qualifications. Salary is very competitive. 
Vita should be sent to Dr. William Mister, Chairman, Department of Accounting, Rider College, . 
Box 6400, Lawrenceville, New Jersey 08648, An equal opportunity, Affirmative Action dici) iud 
puse 


AAA CLEARING HOUSE ON INTERNATIONAL 
PROFESSOR EXCHANGE AND PLACEMENT 


The American Accounting Association's Clearing House on Inter- 
national Professor Exchange and Placement has been established - 
at the Association's administrative headquarters in Sarasota, 
Florida. The Clearing House presently has a listing of 171 schools 
abroad which have indicated an interest in exchanging professors 
or who have indicated an interest in having an American professor 
on a visiting basis at their school. The second list consists of 120 
United States and Canadian schools looking for foreign visiting 
scholars or which wish to possibly enter into an exchange arrange- 
ment. Members of the Association who are interested in obtaining 
information of this nature from the Clearing House may write to 

. the administrative office. The actual contact and arrangements 
‘regarding a visit or exchange will be наше directly between the 
interested parties. 





ACCOUNTING 
College of 


Business Administration 
LOYOLA MARYMOUNT UNIVERSITY 


DATE OF APPOINTMENT: September, 1979 

RANK: Assistant Professor, but will consider an Associate Professor 
SALARY: Open and Competitive 

APPLICATION DEADLINE: March 1, 1979 


REQUIREMENTS: Ph.D. or D.B.A. Desirable of the faculty members to possess the C.P.A. 
certificate, and/or the C.M.A. 

COURSES TO BE TAUGHT: Managerial Accounting, Principles, Intermediate, Advanced, Taxes, 
Auditing, Cost Accounting, or Advanced Problem Analysis. 


In all areas the specific courses assigned will depend on the background 
and interests of the individual. 


The positions are for both undergraduate and graduate work. 


PERSON TO CONTACT: Dr. Richard L. Williamson, Dean 
College of Business Administration 
Loyola Marymount University 
7101 West 80th Street 
Los Angeles, California 90045 


AN EQUAL OPPORTUNITY EMPLOYER 


UNIVERSITY OF RHODESIA _ 
SENIOR LECTURESHIPS/LECTURESHIPS 
IN ACCOUNTANCY 


The University of Rhodesia invites applications for Senior Lectureships/Lectureships in Accountancy. 


Applicants should have a Ph.D., CA CPA or similar professional qualifications and some teaching experience. 
Primary needs are in areas of Auditing and Financial Accounting. 


Salary Scales: Approximate current equivalent in U.S. Dollars 

Senior Lecturer: U.S. $14 785 x $74—U.S. $16 507 x 609—0.5. $19 552 
Lecturer Grade I: U.S. $13 410 x 504—U.S. $15 426 

Lecturer Grade П: U.S. $8 279 x 434—U.S. $10 449 x 504—U.S. $12 969 


Permanent Pensionable Terms 


Family passages and allowance towards transport of effects on appointment. Installation loan of up to half 
of one year's salary is required. Unfurnished University accommodation guaranteed for a period of at least 
three years for persons recruited from outside Rhodesia. Sabbatical Leave and Triennial Visits with travel 
allowance. Superannuation and Medical Aid Schemes. 


Short-term Contracts 


Family passages and allowance towards transport of effects. Assistance with accommodation, for persons 
recruited from outside Rhodesia. 


Applications : | 

(6 copies) giving full details of personal particulars, qualifications, experience and publications together with 
the names and addresses of three referees should be sent to the Senior Assistant Registrar (Staff), University 
of Rhodesia, P. O. Box MP 167, Mount Pleasant, Salisbury, Rhodesia. Overseas applicants should send an 
additional copy of their applications to Mr. P. B. Hetherington, Assistant Secretary General, The Association 
of Commonwealth Universities, 36 Gordon Square, London, WCiH OPF. Further particulars may be ob- 
tained from either of the above. 


Closing Date for receipt of applications: 10th March, 1979. 





AMERICAN ACCOUNTING ASSOCIATION 
Announcement of 


Fellowship PE бу 


For Academic Year 1979-80 


PURPOSE 
The purpose of the Fellowship Program. is to increase the supply of 
qualified teachers of accounting in the United States and Canada. Fellowships 
will be awarded to assist individuals in furthering their preparation, through 
doctoral studies, for teaching in colleges-and universities. 


ELIGIBILITY 
1. Expressed interest in and outstanding promise for a career in teaching 


accounting. . 

2.A minimum of one year graduate study in accounting, business 
administration, or other relevant areas. 

3. Acceptance in a doctoral program at a school accredited by the AACSB at 
the master’s level. 

4. Submission of a complete set of application forms. 


APPLICATION 
1. The. application must be complete in al] respects; i.e., the required number 
of forms requested, recommendation letters, detailed budget, and graduate 
admissions test scores. 
2. The deadline for receipt of all application materials is February 15, 1979. 
3. Requests for application forms should be addressed to: 
Mr. Paul L. Gerhardt, Administrative Secretary 
American Accounting Association 
5717 Bessie Drive 
Sarasota, Florida 33583 


FIELD OF STUDY 
The doctoral program is expected to be in accounting or in another area 
suited to preparing the applicant for teaching accounting. 


AMOUNT 
The amount of the Fellowship will be $1,000 for the year. 


DURATION 
Fellowships will be granted for one academic year plus, in some cases, the 
summer term, with the possiblity of renewal upon application ion one 
additional year. 


PAYMENT 
Payment of the academic year Fellowships will be made to the recipients in 
equal installments at the beginning of each semester or quarter. Payment of 
summer fellowships will be made at the beginning of the summer term. The 
recipient must submit evidence of on-campus enrollment and satisfactory 
„progress in the program prior to each payment. 


ANNOUNCEMENT OF AWARD 
Awards will be announced on or about April 15, 1979. 
ADMINISTRATION 


The program is administered by a committee composed of the three 
immediate past presidents of the American Accounting Association. 












DEAN 
COLLEGE OF BUSINESS ADMINISTRATION 


Applications and nominations are invited for the position of Dean of the College of Business Administration 
atthe University of Arkansas at Little Rock. The position is available by July 1, 1979. The major responsibility 
of the Dean is leadership. In particular, the Dean is expected to provide leadership i in planning undergraduate 
and graduate programs, supporting faculty and student research, extending AACSB accreditation from the 
undergraduate program to the graduate program, developing physical facilities, and facilitating relationships 
with the business and professional community. Candidates are expected to meet the following qualifications: 


Earned doctorate in one of the academic disciplines of the College 
A record of scholarly accomplishments 


Successful administrative experience at the college and university level and/or in the business or idis. 
sional fields 


Teaching experience in undergraduate and graduate programs 
Demonstrated ability to work effectively with administrators, faculty, and students 
Prover ability to pursue fruitful interaction with business, government, and professional organizations 


As part of the University of Arkansas System, UALR is a State assisted, urban, nonresidential university 
with an enrollment of approximately 10,000 students. The College of Business Administration has 40 full 
time faculty and is composed of five departments: Accounting, Administrative Services, Economics and 
Finance, Management, and Marketing and Advertising. The coliege offers four degree programs; BBA, BS, 
MBA, and MS. 


Applications and nominations should be submitted to Dr. Cal Ledbetter Jr., University of Arkansas at шше 
Rock, 33rd and University, Little Rock, Arkansas 72204, an Affirmative Action employer., 


WE NEED YOUR NEW ADDRESS 


PLEASE HELP US MAINTAIN CORRECT MAILING ADDRESSES. Unless your 
change of address reaches us six weeks before an issue is mailed, we can not 
promise delivery. The ACCOUNTING REVIEW is not forwardable and the Ameri- 
can Accounting Association must pay return charges for undelivered copies. 


PLEASE GIVE ALL INFORMATION 
МАМЕ ——————————————————————— 
CHECK ONE: MEMBER ASSOCIATE MEMBER (student) — SUBSCRIBER ———— 
IF ASSOCIATE. MEMBER OR SUBSCRIBER GIVE EXPIRATION DATE: 
ЛЕ MEMBER NEW SCHOOL OR FIRM AFFILIATION AND POSITION HELD 


OLD ADDRESS (label) | NEW ADDRESS 
STREET: 
CITY, STATE: 
.ZIP CODE: , 


TELEPHONE NO: 


AMERICAN ACCOUNTING ASSOCIATION 
5717 Bessie Drive. 
Sarasota, Florida 33580 


{Cer this out, Hil in the Information, mail # to us.) 











IT TAKES TALENT 
AND CLASS 
TO ВЕ ACPA 





You Provide the Talent, Ё v 
We'll Provide The Class B 


Our students 


PASS 70% .| For more information on the course call: 


AKRON 216 434-1171 MEMPHIS 901 527-9640 

of those parts of the NEXT CPA ATLANTA 4045232976 MIAMI ` 305 596-0920 
+ AUSTIN E12 472-4€89 MILWAUKEE 414 276-7271 

ret after ipie ee courses. BALTIMORE 301897840 MINNEAPOLIS 8128231007 
BO: - twn id NASHVILLE 815 748-1848 

tu ents may епган in any one or Canton 617 536-1440 NEWARK 201 623-7870 
combination of the four parts. BUFFALO пов NEW ORLEANS 504 524-5864 
*CHARLESTON ' NEW YORK 212 594-0822 

3000 of our former students CHARLOTTE — 7043763051 — NORFGLK pds ie 
CHICAGO-Loop 312 263-4952 OKLA. CITY 405 235-6850 

successfully completed the CPA Ee e ee зера 
exam, from опе їо four parts, in Blue Istand 312 в PHILADELPHIA 216 735-3820 
November 1977 which represents CLEVELAND 216 BGEA | аера 
h COLUMBUS 614 224-3230 " 602 264-9784 

азир DALLAS de 201% PITTSBURGH 412 471-4333 

DA - ‘PORTLAND 603 223-3384 

па bg DENVER 303 825-7774 ROCHESTER 716 385-4650- 

DETORIT 2 reads SACRAMENTO ala 446-1330 

FT. WORTH 1 ST. LOUIS 14 421-6260 

Students of re Becker CPA : _ | "GRAND RAPIDS SALT LAKE CITY 801 634-0110 
Review Course have been passing HARTFORG SAN ANTONIO 512 341-3423 
А + irfie SAN DIEGO 714 298-6740 

the CPA exam with flying colors HONOLULU 808 621 68:8 SAN FRANCISCO 415 543-1610 
1 HOU 2 SAN JOSE 408 251-8446 
since 1959. No wonder, then, INDIANAPOLIS 317 846-5501 “SAN JUAN 809 753-1533 
that the Becker CPA Review JACKSONVILLE 9047246112 — SEATTLE 206 622-7476 
> 44* ANSAS CI 1-877 TAMPA 813 238-2681 
Course is respected and "in a class LONG ISLAND  21256426€] "TOLEDO 419 474 8658 
by itself”. LOS ANGELES 213 872-1873 TUCSON B02 327-8442 
Senta Ana 714 641-9311 WASH., D.C. 202 331-1410 


Van Nuys 213 986-3321 — *WICHITA 318 264-2276 


*LOUISVILLE 502 582-2881 


BECKER [eas 
BEGIN 
CPA nore? NATIONAL HEADQUARTERS 


ee .' . 15760 VENTURA BOULEVARD 
MAY ENCINO, CALIFORNIA 91436 


*Summer Term Only: 
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І Taintains the highest academic level attainable. 
) 


INTERMEDIATE ACCOUNTING 
- Fifth Edition 


This popular text continues to be innovative and set 
^ the pace for others to follow. It discusses the theory, 
| principles, and concepts of intermediate accounting and 
then provides extensive illustrations of applications. All 
{ accounting issues pertinent to intermediate accounting 
4 are covered comprehensively. The practically oriented 
Ei problems at the end of each chapter are coordinated 


„лг 





\ with the chapter. 

\ s The complete package of teaching aids includes a 
d Solutions Manual in two volumes, Transparencies, Key 
} . Figures, Manual of Examination Questions, Student 


Study Guide, and Working Papers in two parts. 
To be published Spring, 1979 


Examination copies for adoption consideration available on 
^ request; please indicate course title and text presently used. 


V | - ) 


| Richard D. Irwin, Inc. e Homewood, Illinois 60430 
































Now thoroughly revised and restructured, 
Thacker 2 is THE perfect teaching tool for 

` your full year introductory accounting 
principles course. : 
























Step-by-step approach... “К 
More than just ап accounting text, . ` 
ACCOUNTING PRINCIPLES, SECOND 
EDITION, is a unique and complete 
А teaching/learning system. Using an exclusive 
; N unit format, Thacker 2 offers students a more 
кл balanced approach to basic accounting. 
; Students learn the entire accounting cycle 
step-by-step, without becoming overwhelmed. 
Abundant problem material... 
Now even more concise arid 7 ЖЕ 
‚ comprehensive, Thacker 2 retains the strong <. 
features of the first edition. Acting upon 
advice from early users, sections including the 
' problem material have been completely — 
, reworked and strengthened. 
Exclusive unit format... 
Divided into 55 manageable units arranged 
for coherent continuity, each unit informs the 
students of its objective, gives a clear 
exposition of éach topic, lists new terms with 
T H AC К E R. 2: definitions, anc includes assignment'material. . 
T H Liberally laced with illustrations... 
New true-to-form examples and diagrams А 
also help clarify and facilitate students’ Wee 
B ETT E R WAY ‘understanding of procedures and concepts. 
Covers entire'accounting cycle for all three types of firms... 
More than the usual accounting approach, Thacker 2 combines the best features of the various 
approaches to accounting. It thoroughly explains financial accounting procedures before moving 
on to more complex managerial areas. It also provides the ideal balance between procedures апа ,' . 
i concepts, beginning with the simpler prorietorship procedures and leading up to corporation 
procedures. Thacker is the only text with the capability of covering the entire accounting cycle for 
all three types of firms — service, merchandising, and manufacturi ng.: 
Supplementary materials complete the Бабан 
_@ Student Guide — a complete study program with important aids for s:udents 
e Working Papers — two volumes of partially completed assignment materials 
e Summary Accounting Cases — three thorough cases include all pertinent data and necessary 
forms 
e instructor's Manual — саре with sample ише sheets, solutions and additional 
‘ exercises and problems 
t e -Transparencies — over 300 professionally prepared acetate transparencies present solutions for 
all the problems in the text; includes approximately 40 teaching transparencies. 
ré- 


Thacker gives students something more than the average traditional approach: he tells students 
why they do certain things, shows how the parts fit together, and vas how the information can 
be used. 


To reserve your examination copy, just write to: Richard Jordan, Dept. J- 40 1 Prentice-Hall, Inc., - 


; Englewood Cliffs, NJ 07632, 
Prentice-Hall, Inc. 


Prices subject to change without notice. 
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AMERICAN ACCOUNTING ASSOCIATION 


The American Accounting Association was founded in 1916 as the American As- 
sociation of University Instructors in Accounting. Its present name was adopted 
in 1936. The Association is a voluntary organization of persons interested in ac- 
counting education and research. Full membership entitles one to receive The 
Accounting Review and Accounting Education News and to purchase Association 
publications at a discount. Associate members, limited to full-time students enrolled 
in institutions of higher education, receive The Accounting Review. 


The members of the 1978-79 Executive Committee of the Association are as follows: 


President Maurice Moonitz, University of 
California, Berkeley 

President-elect Donald H. Skadden, University of 
Michigan 

Vice President Kermit D. Larson, University of 
Texas-Austin 

Vice President Norman Auerbach, Coopers & Lybrand 

Editor of The Accounting Review Stephen A. Zeff, Rice University 

Secretary-Treasurer John K. Simmons, University of Florida 

Director of Research Eugene E. Comiskey, Purdue University 

Director of Education Leon E. Hay, Indiane University 

Past President David Solomons, Un:versity of 

Я Pennsylvania 
Past President Charles T. Horngren, Stanford University 


The full-time Administrative Secretary of the Association is Paul L. Gerhardt. 


Membership in the Association is available at the following annual rates: 


Full membership: US $25.00 for persons residing in the 
United States and Canada 
US $12.00 for other persons 
Associate membership: US $6.00 for all students 


In addition, full members may belong to one or more Sections: Auditing, Manage- 
ment Advisory Services, Community/Junior Colleges, International Accounting, 
and Public Sector. Each Section assesses its own annual dues which are collected 
by the Association. 


Libraries and other institutions may subscribe to The Accounting Review at an 
annual rate of US $25.00. 


Inquiries concerning membership, subscriptions, and other matters relating to the 
Association (other than the submission of manuscripts to The Accounting Review) 
should be sent to: American Accounting Association, 5717 Bessie Drive, Sarasota, 
Florida 33583. 


Manuscripts to be submitted to The Accounting Review shovld be sent to the ap- 
propriate address shown at the end of the Table of Contents in this issue. 
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"The Demand for and Supply of 
Accounting Theories: 
_ The Market for Excuses 
Ross L. Watts and Jerold L. Zimmerman 


ABSTRACT: This paper addresses the questions of why accounting theories are pre- 
dominantly normative and why no single theory is generally accepted. Accounting 
theories are analyzed as economic goods, produced in response to the demand for 
theories. The nature of the demand is examined, first in an unregulated, then in a regu- 
lated economy. 

Government regulation creates incentives for individuals to lobby on proposed ac- 
counting procedures, and accounting theories are useful justifications in the political 
lobbying. Further, government intervention produces a demand for a variety of theories, 
because each group affected by an accounting change demands a theory that supports 
its position. The diversity of positions prevents general agreement on a theory of ac- 
counting, and accounting theories are normative because they are used as excuses for 
political action (/.e., the political process creates a demand for theories which prescribe, 


rather than describe, the world). 


The implications of the authors' theory for the changes in the accounting literature as 
a result of major changes in the institutional environment are compared with observed 


]. INTRODUCTION 


phenomena. 
T а accounting theory is pre- 

dominantly prescriptive.” Most 
writers are concerned with what the 
contents of published financial state- 
ments should be; that is, how firms 
should account. Yet, it is generally 
concluded that financial accounting the- 


HE.literature we commonly call — 


ory has had little substantive, direct ` 


impact on accounting practice or policy 


1 For example, see Canning [1929], Paton [1922], 
Edwards and Bell [1961], Sprouse and Moonitz [1962], 
Gordon [1964], Chambers [1966], and American Ac- 
counting Association [1966]. We would prefer to 
reserve the term "theory" for principles advanced to ex- 
plain a set of phenomena, in particular for sets of hypoth- 
eses which have been confirmed. However, such a defini- 
tion of theory would exclude much of the prescriptive 
literature and generate a semantic debate. To avoid that 
consequence, in this paper (unless qualified) we use the 
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word “theory” as a generic term for the existing account- 
ing literature. . 
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formulation despite half a century of 
research, Often the lack of impact is 
attributed to basic methodological weak- 
nesses in the research. Or, the prescrip- 
tions offered are based on explicit or 
implicit objectives which frequently differ 
_ among writers.^ Not only are the re- 
searchers unable to agree on the objec- 
tives of financial statements, but they 
also disagree. over the methods of de- 
riving the prescriptions from the objec- 
tives.? 

One characteristic common to the 
prescriptions and proposed accounting 
methodologies, however, is their failure 
to satisfy all practicing accountants and 
to Бе accepted generally by accounting 
standard-setting bodies. A committee of 
the American Accounting Association 
recently concluded that “а single univer- 
sally accepted basic accounting theory 
does not exist at this time."* 

The preceding observations lead us to 
pose the following question : What is the 
role of accounting theory in determining 
accounting practice? Our objective in 
this paper is to begin building a theory of 
the determinants of accounting theory. 
This theory is intended to be a positive 
theory, that is, a theory capable of ex- 
plaining the factors determining the 
extant accounting literature, predicting 


how research will change as the underly- - 


ing factors change, and explaining the 
role of theories in the determination of 
accounting standards. It is not norma- 
tive or prescriptive.® 

Other writers have examined the rela- 
tionship between accounting theory and 
practice. For example, Zeff [1974, p. 177] 
examines the historical relationship and 
concludes: 


A study of the U.S. experience clearly shows 
that the academic literature has had remark- 
ably little impact on the writings of practi- 
tioners and upon the accounting policies of 
the American Institute and the SEC. Too 
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often, accounting theory is invoked more as a 

. tactic to buttress one's preconceived notions, 
rather than as a genuine arbiter of contending 
views (emphasis added). К 


Horngren [1973, р. 61] goes further and 
suggests an explanation for accounting 
theory’s limited impact on the setting of 
accounting standards: 


My hypothesis is that the setting of account- 
ing standards is as much a product of political 
action as of flawless logic or empirical find- 
ings. 


Our tentative theory is consistent with 
both Zeff's and Horngren’s observations. 
It predicts that accounting theory will be 
used to “buttress preconceived notions” 
and further, it explains why. Our contri- 
bution to Zeff's and Horngren's ideas is 
to give them more structure so that we 
can make additional predictions about 
accounting theory. The source of that 
structure is economics. We view ac- 
counting theory as an economic good and 


? For example, Chambers [1966, Chapters 9-11] ap- 
parently adopts economic efficiency as an objective 
while the American Institute of Certified Public Ac- 
countants (AICPA) Study Group on the Objectives of 
Financial Statements [1973, p. 17] decided that ‘‘finan- 
cial statements should meet the needs of those with the 
least ability to obtain information. . . ." 

3 Some writers (e.g., Chambers [1966]) make assump- 
tions about the world without regard to formal empirical 
evidence and derive their prescriptions using those as- 
sumptions.: Others (e.g., Gonedes and Dopuch [1974] 
argue that prescriptions to achieve any given objective 
must be-based on hypotheses which have been subjected 
to formal statistical tests and confirmed. 

* American Accounting Association, [1977, p. 1]. 
This report also reviews the major accounting theories. 

5'The Committee on Concepts and Standards for 
External Reports, American Accounting Association 
[1977] examines many of these same questions, and the 
interested reader should refer to this committee report 
for an alternative explanation of these phenomena, 
specifically Chapter ¢. 

$ The terms “normative” and “prescriptive” are used 
interchangeably. See Mautz and Gray [1970] for an 
example of prescriptions to “improve” accounting re- 
search and hence its impact on practice. 

7 See Sterling [1974, pp. 180-181] for Horngren’s 
response to 22 initial remark. : : 
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examine the nature of the demand for 
and the supply of that good. 
Understanding why accounting the- 
ories are as they are requires a theory of 
the political process. We model that 
process as competition among individ- 
uals for the use of the coercive power of 
government to achieve wealth transfers. 
Because accounting procedures® are one 
means of effecting such transfers, indi- 
viduals competing in the political process 
demand theories which prescribe the 
accounting procedures conducive to their 
desired wealth transfers. Further, because 
individual interests differ, a variety of 
accounting prescriptions, hence a variety 
of accounting theories, is demanded on 
any one issue. We argue that it is this 
diversity of interests which prevents gen- 
eral agreement on accounting theory. 
While individuals want a theory which 
prescribes procedures conducive to their 
own interest, they do not want a norma- 
tive theory which has their self-interest as 
its stated objective. The reason is that 
information is costly to obtain. Some 
voters will not obtain information on 
political issues personally. Those voters 
are not likely to support political actions 
which have as their stated objective the 
self-interest of others. The most useful 
theories for persuading uninformed 
voters are theories with stated objectives 
appealing to those voters, e.g., the 
“public interest.” As a result, individuals 
demand normative accounting theories 
which make prescriptions based on the 
“public interest.” In other words, the 
demand is for rationales or excuses. 
Because it arises from the political 
process, the demand for normative, 
“public interest"-oriented accounting 
theories depends on the extent of the 
government’s role in the economy. 
Section II analyzes the demand for 
financial accounting and accounting 
theory first in an unregulated economy, 
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in which the only role of government is to 
enforce contracts, and then in a regulated . 
economy. In Section ПТ, we examine the 
nature of the supply of accounting theo- 
ries. Because of the diverse demands for 
prescriptions, we expect to observe a 
variety of normative theories. Further, 
we expect theories to change over time as 
government intervention changes. In Sec- 
tion IV we examine the effect of govern- 
ment intervention on extant accounting 
theory during the last century. Section V 
summarizes the issues and presents our 
conclusions. 


TI. THE DEMAND FOR ACCOUNTING 
THEORIES 


This section analyzes the demand for 
accounting theories in an unregulated 
economy (Part A) and the additional 
demands generated by government inter- 
vention (Part B). 


A. The Demand for Accounting Theories 
in an Unregulated Economy 


1 Accounting in an Unregulated Econ- 
omy. Audited corporate financial state- 
ments were voluntarily produced prior to 
government mandate.’ Watts [1977] con- 
cludes that the original promoters of 
corporations or, subsequently, corporate 
managers have incentives to contract to 
supply audited financial statements. 
Agreements to supply financial state- 
ments were included in articles of incor- 
poration (or by-laws) and in private 
lending contracts between corporations 


8 Accounting "procedures," ‘echniques,” and “ргас- 
tices" are defined as any computational algorithm used 
or suggested in the preparation of financial accounting 
statements. "Accounting standards" are those “ргосе- 
dures" sanctioned or recommended by an “authorita- 
tive" body such as the APB, FASB, SEC, ICC, etc. 

? Benston [1969a] reports that as of 1926 all firms 
listed on the New York Stock Exchange published a 
balance sheet, 55 percent disclosed sales, 45 percent dis- 
closed cost of goods sold, 71 percent disclosed deprecia- 
tion, 100 percent disclosed net income, and 82 percent 
were audited by a CPA. 
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and creditors.!? These contracts increase 
the welfare of the promoter or manager 
(who is raising the new capital) because 
they reduce the agency costs!! which he 
bears. | 

Agency costs arise because the man- 
ager’s (the agent’s) interests do not 
necessarily coincide with the interests of 
shareholders or bondholders (the princi- 
pals). For example, the manager (if he 
owns shares) has incentives to convert 
assets of the corporation into dividends, 
thus leaving the bondholders with the 
“shell” of the corporation. Similarly, the 
manager has incentives to transfer wealth 
to himself at the expense of both the 
shareholders and bondholders (e.g., via 
perquisites). 

Bondholders and shareholders antici- 
pate the manager’s behavior and appro- 
priately discount the price of the bonds 
or shares at the time of issue. Hence, the 
promoter (or manager) of a new corpora- 
tion receives less for the shares and bonds 
he sells than he would if he could guaran- 
tee that he would continue to act as he 
did when he owned the firm (i.e., when 
there were no outside shareholders or 
bondholders). This difference in the 
market value of the securities is part of 
the cost of an agency relationship, it is 
part of agency costs, and is borne by the 
promoter (or manager).!? Jensen and 
Meckling [1976, p. 308] call it the 
"residual loss." 

Because he bears the residual loss, the 
manager has incentives to make expendi- 
tures to guarantee that he will not take 
certain actions which harm the principal's 
interest or that he will compensate the 
principal if he does. These are “bonding” 
and "monitoring" expenditures and are 
additional elements of agency costs. Ex- 
amples of such expenditures include 
contracting to restrict dividend payments 
and expenditures to monitor such divi- 
dend covenants. 
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The final element of agency costs is the 
utility of the increase in perquisites, 
wealth transfers, etc., the manager re- 
ceives because of his actions as an agent. 
An equilibium occurs when the net 
costs of an agency relationship, the 
agency costs, are minimized by trading- 
off the decreases in the promoter's (or 
manager's) utility due to the residual 
loss, the monitoring and bonding ex- 
penditures, and the increased utility due 
to increased perquisites. The promoter 
or manager will write contracts for moni- 
toring and bonding as long as the margi- 
nal benefits of these contracts (e.g., 
reduction of the residual loss) are greater 
than the marginal costs (e.g., the costs of 
contracting and the utility of any per- 
quisites foregone). Moreover, since he 
bears the agency, costs, the manager or 
promoter will try to write the contracts 
and perform the bonding or monitoring 
at minimum cost. In fact, the Jensen and 
Meckling analysis suggests that the equi- 
librium set of contractual devices is the 
one which minimizes the agency costs 
associated with the separation of man- 
agement and control and with the con- 
flict of interests associated with the dif- 
ferent classes of investors. 
Promoters and managers voluntarily 


10 In the period 1862-1900, many U.K. companies 
voluntarily adopted the optional articles included in 
Table A of the 1862 U.K. Companies Act. See Edey 
[1968], Edey and Pan:tpakdi [1956] and Watts [1977]. 
Examples of private contracts can be found today in 
any note or bond indenture agreement. ` 

11 Jensen and Meckling [1976, р. 308] define an 
agency relationship as “a contract under which one or 
more persons (the principal(s)) engage another verson 
(the agent) to perform some service on their behalf 
which involves delegat-ng some decision making author- 
ity to the agent.” There are at least two agency relation- 
ships which cause corporate promoters and managers to 


-~ bear agency costs. The first is the relationship between 


shareholders (the principals) and the manager (the 
agent) and the seconc. is the relationship between the 
bondholders (the princ:pals) and the manager (the agent). 

12 Sce Jensen and Meckling [1976] for a formal proof 
that he bears this cost. 
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included bonding covenants in corporate 
articles and by-laws in the nineteenth 


century. Dividend covenants were volun- 


tarily included in company charters as 
early as 1620.!? 

Watts’s [1977] analysis of agency 
relationships suggests that the function of 
audited financial statements in an unregu- 
lated economy is to reduce agency costs. 
This theory predicts that accounting 
practices (ie, the form, content, fre- 
quency, etc., of external reporting) would 
vary across corporations in an unregu- 
lated economy depending on the nature 
and magnitude of the agency costs. 


Agency costs, in turn, are, among other. 


things, a function of the amount of cor- 
porate debt outstanding and of the rela- 
tive share of equity owned by the 
manageér.!* These variables affect the 
manager's incentive to take actions which 
conflict with the interests of share- 
holders and bondholders. Agency costs 
also vary with the costs of monitoring 
managers, which, in turn depend on the 
physical size, dispersion, and complexity 
of the firm. Further, the practices under- 
lying financial statements will vary across 
firms because an accounting practice 
which minimizes agency costs in one 
industry may not minimize those costs in 
;.another. 

As an example.of the association 
between agency costs and accounting 
procedures, consider management com- 
pensation .schemes in the nineteenth 
century. Some management compensa- 
tion schemes in the nineteenth century 
were included in corporate articles. Those 
schemes tied management compensation 
to the firms’ "profits" [Matheson, 1893, 
pp. vii-vii] to reduce the divergence 


between the interests of the managers. 


and  shareholders.!? At that time 


“profits” were effectively operating cash, 


flows, since accrual accounting was not 
used. [Litherland, 1968, pp. 171-172]. 
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However, a cash flow “profit” index is 
susceptible to shortrun manager manipu- 
lation. The manager can reduce repairs 
and maintenance expenditures and in- 
crease cash flows and “profits,”!° which 
would increase the manager’s compen- 
ѕайоп.!? In addition, reduced mainte- 
nance increases the ability of the cor- 
poration to pay current dividends. Such 
dividends could reduce the value of the 
creditors’ claims and increase the share- - 
holders’ wealth. 18 

To reduce these agency costs of equity 
and debt, several contractual devices 
were used to decrease the likelihood that 
managers and shareholders would run 
down the value of the capital stock. 


i) Dividends were restricted to a 
fixed proportion of profits, thereby 

^ creating a buffer.!? 

i) Reserve funds of fixed amounts 
had to be maintained if dividends 
were to be paid.?? 

iii) Fixed assets were treated as mer- 
chandise accounts with changes in 
value (usually not called depreci- 


1? See Kehl [1941, p. 4]. 

1* Agency costs are also a function of the tastes of 
managers for non-pecuniary income, the extent of man- 
agerial competition, the degree to which the capital 
markets and the legal system are able to reduce agency 
costs, efc. See Jensen and Meckling [1976, pp. 328-330]. 

15 The terms "shareholders" and "stockholders" are 
used interchangeably. 

15 See Matheson [1893, p. 5] for a report that man- 
agers did in fact adopt this tactic in the nineteenth cen- 
tury. 

17 See Matheson [1893, p. vii] for a statement that 


managers did in fact resist depreciation charges because i 


of the effect on their compensation. 

18 See Smith [1976, p. 42]. Also, we find labor man- 
aged firms in socialist countries faced with the same 
agency problem. Labor has less incentive to maintain 
phys-cal capital than an owner-manager. Jensen and 
Meckling [1977]. 

19 For example, the General Bank of India had a 


' provision in its charter limiting dividends to not more 


than 4 of net (cash) profits [DuBois, 1938, p. 365]. 

29 The Phoenix Insurance Company, 1781, required a 
reserve fund of £52,000 before any dividends could be 
paid. Віа. 
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ation) closed to profits prior to 
dividend distributions.?! 


In the latter procedure, depreciation 
was treated as a valuation technique 
which had to be estimated only in profit- 

^. able years, since dividends were paid only 
in these years. A typical company charter 
requiring depreciation is: 


The directors shall, before recommending any 
dividend, set aside out of the profits of the 
company, but subject to the sanction of the 
company in general meeting, such sum as they 
think proper as a reserve fund for main- 
tenance, repairs, depreciation and renewals.?? 


The court interpreted this article and the 
term “proper reserve" as a mechanism 
to account for declines in the capital 
stock.?? Thus, the existence of a depreci- 
ation covenant (and hence the presence 
of depreciation in the financial statement) 
or other restrictions on dividends was a 
function of the amount of fixed assets and 
the nature and magnitude of the agency 
costs of debt. | 

Capital market participants contract 
to supply capital. Managers and owners 
seeking capital have incentives to enter 
into contracts which limit the agency 


costs they incur. But,these contracts must : 


then be monitored and enforced since 
managers have incentives to circumvent 
the contracts. For example, the promoter 
or manager of a corporation may con- 
tract to restrict dividends to, or base 
management compensation on, profits 
after a deduction for depreciation be- 
cause such a covenant enables him to sell 
, bonds and shares at a higher price. How- 
ever, after the contract is written the 
. manager has incentives to minimize that 
'depreciation charge, thereby leading to 
increased profits (and potentially in- 
creased management compensation) and 
dividends which transfer wealth from 
bondholders to shareholders (including 
management). Thus, contracts will re- 
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duce agency costs only if they include 
provisions for monitoring. Since audited 
financial statements are useful devices 
to monitor these voluntary agreements 
between owners and managers, these 
statements serve a useful role in the 
capital markets and owner-managers will 
agree to provide them in advance. 


2. The Function of Accounting Theories 


The preceding analysis suggests that 
accounting theories will serve three over- 
lapping functions in an unregulated 
economy. 

i) Pedagogic demand. Accounting pro- 
cedures are devised in order to reduce 
agency costs of contracts. Since these 
costs vary across firms, accounting pro- 
cedures will vary, giving rise to diversity 
of techniques, formats, etc.?+ However, 
diversity in accounting procedures in- 
creases the difficulty of teaching the 


21 See Littleton [1933, pp. 223-227]. 

22 Dent v. London Tramways Company, 1880, in 
Brief [1976, p. 193]. 

23 “Take the case of a warehouse: supposing a ware- 
house keeper, having a new warehouse, should find at 
the end of the year that he had no occasion to expend 
money in repairs, but thought that, by reason of the 
usual wear and tear of the warehouse, it was 1,000/. 
worse than it was at the beginning of the year, he would 
set aside 1,000/. for a repair or renewal or depreciation 
fund, before he estimated any profits; because, although 
that sum is not required to be paid in that year, it is 
still the sum of money which is lost, so to say, out of 

capital, and which must be replaced." Ibid. 

* Prior to the creation of the Securities and Exchange 
Commission (SEC) in 1934, much variation existed in 
accounting procedures. See Blough [1937, p. 7]. In an 
unregulated economy, the market itself regulates the 
amount of diversity of accounting procedures. There are 
economies associated with using existing practices and 
terminology. If the firm adopts previously unknown ac- 
counting practices, then the users of the statements (i.e., 


. creditors monitoring shareholders and shareholders 


monitoring management) will incur costs in learning the 
new accounting procedures. If creditors and sharebolders 
have alternative uses of their capital (i.e., capital markets 


are competitive) the costs of the new procedures are 7? 


ultimately borne bv the shareholders and managers. 

Hence, new procedures (and increased diversity) will be 
implemented only if their added benefits offset ne added 
costs they impose. 
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piactice of accounting. Consequently, 
accounting teachers develop pedagogic 
devices (rules-of-thumb) to assist learning 
and to structure the variation found in 
practice. Theorists examine existing sys- 
tems of accounts and summarize differ- 
ences and similarities. These descriptions 
of practice highlight the tendencies of 
firms with particular attributes to follow 
certain accounting procedures. 
Nineteenth century accounting texts 
and articles indicate that accounting the- 
orists recognized the diversity of practice 
‘and attempted to distill general tenden- 
cies from the diversity. For example: 


No fixed rules, or rates of depreciation can be 
' established for general use, because not only 
do trades and processes of manufacture differ, 
but numerous secondary circumstances have 
to be considered in determining the proper 
course. It may, however, be possible to lay 
down some general principles which will 
always apply, or which, at any rate, may with 
‘advantage be held in view in deciding par- 
ticular cases. [Matheson, 1893, p. 1] 


. Similarly, Dicksee and Tillyard’s [1906] 
treatise describes current accounting 
practice for goodwill and the relevant 
court cases. Based on this description, 
the authors “‘enunciate general business 
principles and explain their practical 
application” [Dicksee and Tillyard, 1906, 
p. vii]. 

ii) Information Demand. In an un- 
reguldted economy there is a demand for 

‘writers to do more than just describe 
variations in accounting practice. There 
is a demand for predictions of the effects 
of accounting procedures on both the 
manager’s and auditor’s welfare via 
exposure to law suits. The auditor con- 
tracts with the shareholders (and credi- 

` tors) to monitor management, and he is 

legally liable if he fails to report breaches 
of covenants in the corporation’s articles 
or by-laws.?? Furthermore, the demand 
for a given auditor's services is a function 
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of the auditor’s efficiency in monitoring 
тапаретепі.26 Hence, the auditor again 
has an incentive to understand how man- 
agement's choice of accounting proce- 
dures affects agency costs. 

Auditors would value information in 
the form of theories predicting how 
agency costs vary with accounting pro- 
cedures. In particular, auditors would 
like to know how managers' actions and 
hence agency costs would be affected. by 
alternative accounting procedures. 

iti) Justification Demand. Early ac- 
counting textbooks warned that man- 
agers would use accounting to serve their 
own interests at the expense of share- 
holders. The second edition of Matheson 
[1893] contains examples of such warn- 
ings. Mathéson provides illustrations of 
how managers can take advantage of 
deficiencies in the definition of depreci- 
ation, repairs, and maintenance charges 
to increase “profits” and their own 
compensation at the expense of share- 
holders and/or bondholders. For exam- 
ple, on page 5 he writes: 


The temptation to treat as Profit the Surplus 
of Income over Expenditure, without suffi- 
cient allowance for Deterioration, appears to 
be often irresistible. Thus, in the case of a 
Tramway undertaking in its first years of 
working, a dividend may be possible only by 
writing off little or nothing from the capital 
value of the cars, the harness, and the horses. 
This, of course, cannot last without the intro- 


?5 See the Leeds Estate Building Company case in 
Edwards [1968b, p. 148]. 

?6 Share prices are unbiased estimates of the extent to 
which the auditor monitors management and reduces 
agency costs (see Fama [1970] and Gonedes and Dopuch 
[1974] for a review of the evidence on market efficiency). 
The larger the reduction in agency costs effected by an 
auditor (net of the auditor's fees), the higher the value 
of the corporation's shares and bonds and, ceteris 
paribus, the greater the demand for that auditor's 
services. If the market observes the auditor failing to 
monitor management, it will adjust downwards the 
share price of all firms who engage this auditor (to the 
extent to which the auditor does not reduce agency 
costs), and this will reduce the demand for his services, 
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duction of new capital, but in undertakings . 
long established there yet may be epochs of 
fictitious profits due to various causes. For in- 
Stance there may be neglect of repairs, which, 
when the necessity for them becomes evident, ` 
will involve a heavy outlay for renewals; or it 
may arise from actual fraud in postponing 
expenditure, so as to show large profits, which 
will raise the value of shares for stock-jobbing 
purposes. There are railways where the 
dividend income and the corresponding value 
of the shares have fluctuated considerably, 
not according to alterations in the real earn- 
ings, but according to alternate neglect and 
attention in regard to plant. 


Accounting texts (and theories) which 
detail how managers seek to manipulate 
profits and the consequent effects of those 
manipulations on shareholders and 
bondholders not only improve the audi- 
tor’s ability to monitor such behavior, 
but also provide the auditor with ready- 
made arguments to use against such 
practices in discussions with manage- 
ment. It is clear that Matheson’s work 
fulfilled this role. William Jackson, a 
member of the Council of the Institute of 
Chartered Accountants in England and 
Wales, stated that he used Matheson’s 
book in that fashion: 


To those who honestly and from conviction 
treat the subject оп the only sound basis, it 
may seem superfluous to urge due considera- 
tion of the arguments so convincingly set out 
in these pages; but Auditors, and especially 
those who have to deal with joint-stock or 
othér concerns where the remuneration of the 
management is made wholly or partly de- 
pendent upon declared Profits, know in what 
varied forms resistance to an adequate Charge 
against profits for Depreciation is presented. 
The fallacies underlying these objections 

- present themselves again and again with the 
modifications caused by the lack of apprehen- 
sion in some, or the ingenuity of others. Mr. 
Matheson’s work provides the Auditor with 
true antidotes to these fallacies, and it has 
been in past times used by the writer with satis- 
factory effect, where his own less-reasoned 

y arguments have failed to convince. 

He therefore recommends it afresh to the 
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notice and for the support, where necessary, — 
of members of his own profession, and of 
those who, untrained in the practice of Audit- 
ing, are confronted with unfamiliar and 
specious pretexts for avoiding the unwelcome 
charge against Profits [Matheson, 1893, pp. 


B. The Demand for Accounting Theories 
in a Regulated Economy 


This section extends the previous 
analysis of the demand for theories to in- 
clude the effects of government. We 
assume that private citizens, bureau- 
crats, and politicians have incentives to 
employ the powers of the state to make 
themselves better off and to coalesce for 
that purpose. One way by which coali- 
tions of individuals are made better off is 
by legislation that redistributes (i.e., 
confiscates) wealth. 


1. Accounting and the Political Process 


Farm subsidies, tariffs, welfare, social 
security, even regulatory commissions?" 
are examples of special interest legislation 
which transfer wealth. The business 
sector is both the source (via taxes, anti- 
trust, affirmative action, etc.) and the 
recipient of many of these wealth trans- 
fers (via tax credits, tariffs, subsidies, 
etc.). 


Financial accounting statements per- 


form a central role in these wealth trans- 
fers and are affected both directly and 
indirectly by the political process. The 
Securities and Exchange Commission 
(SEC) regulates the contents of financial 
statements directly (upward asset revalu- 


 ations are not allowed, statements of 


changes in financial position must be 
prepared, eíc.) The Federal Revenue 
Acts also affect the contents of financial 
statements directly (e.g., LIFO). In addi- 


27 See Stigler [1971], Posner [1974], and Peltzman 
[1976]. 
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tion, regulatory commissions (e.g., state 
public utility boards, various banking 
and insurance commissions, the Inter- 
state Commerce Commission, the Fed- 
eral Trade Commission) often affect the 
contents of financial statements. 

Besides these more direct effects, there 
_ are indirect effects. Government com- 
missions often use the contents of finan- 
cial statements in the regulatory process 
(rate setting, antitrust, etc.) Further, 
Congress often bases legislative actions 
on these statements.?? This, in turn, 
provides management with incentives to 
select accounting procedures which either 
reduce the costs they bear or increase the 
benefits they receive as a result of the 
actions of government regulators and 
legislators.? | 

Since public utilities have incentives to 
propose accounting procedures for rate 
making purposes which increase the 
market value of the firm, their arguments 
are assisted if accounting standard- 
setting bodies such as the Financial 
Accounting Standards Board (FASB) 
mandate the same accounting procedures 
for financial reporting.?? Consequently, 
managers of utilities and other regulated 
industries (e.g., insurance, bank and 
transportation) lobby on accounting 
standards not only with their regulatory 
commissions but also with the Account- 
ing Principles Board (APB) and the 
FASB. 
. Moonitz [1974 a and b] and Horngren 
:[1973 and 1977] document instances of 
regulated firms seeking or opposing 
accounting procedures which affect the 
value of the firm via direct and indirect 
wealth transfers. Examples of other firms 
lobbying on accounting standards exist. 
Most of the major U.S. oil companies 
made submissions regarding the FASB's 
Discussion Memorandum on General 
Price Level Adjustments [Watts and 
Zimmerman, 1978]. 
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2. The Effect of Government Intervention 
on the Demand for Accounting Theories 


The rules and regulations which result 
from government regulation of business 
increase the pedagogic and information 
demands for accounting theories. Even 
beginning accounting textbooks report 
the income tax requirements of LIFO, 
depreciation, etc. Practitioners demand 
detailed texts explaining SEC require- 
ments (e.g., Rappaport [1972]), tax codes, 
and other government regulations. 

The justification demand for theories 
also expands with regulation. The politi- 
cal process in the U.S. is characterized as 
an advocacy proceeding. Proponents 
and opponents of special interest legisla- 
tion (or petitioners before regulatory and 
administrative committees) must give 
arguments for the positions they advo- 
cate. If these positions include changes in 
accounting procedures, accounting the- 
ories which serve as justifications (i.e.,. 
excuses) are useful. These advocacy 
positions (including theories) will tend 
to be based on contentions that the 
political action is in the public interest?! 


28 The reported profits of U.S. oil companies during 
the Arab oil embargo were used to justify bills to break 
up these large firms. 

?9 See Watts and Zimmerman [1978] for a test of this 
proposition. Also, see Prakash and Rappaport [1977] 
for further discussion of these feedback effects. See a 
bill introduced into the Senate by Senator Bayh (US. 
Congress, Senate, Subcommittee on Anti-trust and 
Monopoly [1975, рр. 5-13] and [1976, р. 1893]. Note 
that it is absolute size and profits which are used as a 
justification. On this point, see the “Curse of Bigness,” 
Barron's |June 30, 1969, pp. 1 and 8]. Also see Alchian 
and Kessel [1962, p. 162]. 

3° The Interstate Commerce Commission based its 
decision to allow tax deferral accounting on APB 
Opinion No. 11. See Interstate Commerce Commission, 
Acccunting for Federal Income Taxes, 318 I.C.C. 803. 

31 Other writers have also recognized the tendency for 
advocates to use public interest arguments. For example, 
Pichler [1974, pp. 64—65] concludes that the accounting 
profession has increased its economic power via control 
over entry “through legislation justified as protecting 
the public interest" (р. 64). “In most cases, public rather 
than professional interest was cited as the primary reason 

for [the legislation]" (p. 65) (emphasis added). 
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that everyone is made better off, that 


most are made better off and no one is 
harmed, or that the action is “fair,” since 
those contentions are likely to generate 
less opposition than arguments based on 
self-interest. Often, those public interest 
arguments rely upon the notion that the 
unregulated market solution is inefficient. 
The typical argument is that there is a 
market failure which can only be reme- 
died by government intervention. 

Politicians and bureaucrats charged 
with the responsibility for promoting the 
general welfare demand public interest 
testimony not only to inform them of the 
trade-offs but also for use in justifying 
their actions to the press and their con- 
stituencies. Consequently, when politi- 
cians support (or oppose) legislation, 
they tend to adopt the public interest 
arguments advanced by the special inter- 
ests who promote (oppose) the legisla- 
tion. 

i) Examples of Public Interest or Mar- 


ket Failure Justifications. The reported: 


objective of the Securities Exchange Act 
of 1934 and of required disclosure is 
stated by Mundheim [1964, p. 647]: 


The theory of the Securities Act is that if in- 
vestors are provided with sufficient informa- 
tion to permit them to make a reasoned deci- 
sion concerning the investment merits of 
securities offered to them, investor interests 
can be adequately protected without unduly 
restricting the ability of business ventures to 
raise capital. 


This objective stresses economic effi- 
ciency. The statement suggests that re- 
quired disclosure can increase investors’ 
welfare at virtually zero cost (i.e., that 
thereis a market failure). 

Examples of “public interest" justifica- 
tions of accounting procedures are ob- 
served in rate-setting hearings for public 
utilities. For example, Public Systems, 
an organization that represents munici- 
palities and rural electrification agencies, 


+ 
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applied for a hearing on the Federal 
Power Commission’s (FPC) Order 530 
which allowed the use of income tax 
allocation in setting rates.?? Order 530 
increases the cash flow of electric utilities 
“at the expense of customers using elec- 
tricity” and hence harms the interests of 
Public Systems. But, Public Systems did 
not argue that it is in its self-interest to 
oppose Order 530. Instead it argued that 
“normalization [income tax allocation] 
represents an inefficient means of subsi- 
dizing the public utility industry” [U.S. 
Congress, Senate, 1976, p. 683] (empha- 
sis added). 

Bureaucrats also use public interest 
arguments to justify their actions.?? For 
example, the former SEC Chief Ac- 
countant, John Burton, a bureaucrat, 
justified the disclosure regulations im- 
posed during his term in office by 
arguing: 


In a broad sense we hope [that disclosure 
regulations] will contribute to a more efficient 
capital market. . . . The way in which we hope 
that will be achieved is first by giving investors 
more confidence that they are getting the 
whole story and second by encouraging the 
development of better tools of analysis and 
more responsibility on the part of the profes- 
sional analyst to understand what's going on. 
We think that by giving them better data we 
can encourage them in the direction of doing 
a better job, thus leading; we hope, to more 
effective [sic] capital markets [Burton, 1975, 
p. 21]. 


Government regulation'creates a de- 
mand for normative accounting theories 
employing public interest arguments, 
that is, for theories purporting to demon- 
strate that certain accounting procedures 
should be used because they lead to better 
decisions by investors, more efficient 
capital markets, etc. Further, the demand 


32 U.S. Congress, Senate [1976, р. 59]. “Metcalf Staff 
Report." й 
* McGraw [1975, р. 162]. Also, see U.S. Securities 
and Exchange Commission [1945, pp. 1-10]. 


i 
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is' not for one theory, but rather for di- 
verse. prescriptions. On any political 
issue such as utility rate determination, 
there will be at least two sides. In the FPC 
Order 530 example, Coopers & Lybrand, 
who opposed Public Systems, wanted a 
theory which prescribed income tax 
allocation, while Public Systems wanted 
a theory which did not. When we con- 
sider that accounting methods are rele- 
vant to taxes, antitrust cases, union 
negotiations, disclosure regulations, etc., 
as well as utility rate-setting, we expect a 
demand for a multitude of prescriptions. 
With increased government interven- 
tion in business, the demand for theories 
which justify particular accounting pro- 
cedures (proposed in the self-interest of 
various parties) has come to eclipse the 
demand for theories which fulfill the 
pedagogic and information roles. We 
present evidence to support this proposi- 
tion in Section V. 


ii) Rationality or “Theory Illusion." 
` Until recently, it had been popular in the 
economics literature to assume that 


politicians, elected officials, bureaucrats, . 


etc., acted in the “public interest" (the 
public interest assumption).?* In order to 
determine which actions are in the public 
interest, politicians require theories 
which predict the consequences of alter- 
native actions. “Rational,” "public in- 
terest"-oriented politicians/bureaucrats 
would tend to use the theories which best 
predict (i.e., the “best” theories)?? and 
hence those theories would predominate. 
Leading articles in the accounting litera- 
ture are implicitly based on the public 
interest premise (AAA [1966, p. 5], 
AICPA [1973, p. 17], Gonedes and 
Dopuch [1974, pp. 48-49 and pp. 114- 
118], Beaver and Demski [1974, p. 185]) 
that the “best” theories prevail. 

In recent years, however, economists 
have questioned whether the public in- 
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terest assumption is consistent with ob- 
served phenomena.) They have pro- 
posed an alternative assumption—that 
individuals involved in the political 
process act in their own interest (the 
self-interest assumption). This assump- 
tion yields implications which are more 
consistent with observed phenomena 
than those based on the public interest 
assumption. >” - 

The costs and benefits to voters of 
becoming informed, of lobbying, of 
forming coalitions, and of monitoring 
their representatives’ actions are of cen- 
tral importance in a self-interest model of 
the political process. Downs [1957] sug- 
gests that the expected effect of one 
individual’s vote on the outcome of an 
election is trivial, and, hence, the indi- 
vidual voter has very little incéntive to 
incur the costs of becoming informed on 
political issues. On the other hand, 
individual voters do have incentives to 
act as groups in the political process. 
Economies of scale in political action 
encourage group participation. When 
several voters have similar interests on 
particular issues (e.g., members of a 
trade union), those voters can share the 
“fixed” costs of becoming informed and 
moreover can increase the likelihood of 
affecting the outcome of an election by 
voting as a bloc.?? 


34 For a summary of this literature see Posner [1974] 
and McCraw [1975]. 

35 By “best” theory, we mean the theory most con- 
sistent with observed phenomena. Such theories allow 
public officials to predict the outcomes of their actions, 
thereby helping them select actions which increase social 
welfare. 

36 See Posner [1974]. 

37 For analyses of the political process based on this 
assumption see Downs [1957], Jensen [1976], Meckling 
[1976a and b], Mueller [1976], Niskanen [1971], Peltz- 
fier yeh Stigler [1971], and Leffler and Zimmerman 

77]. 

38 Stigler [1971] attempts to explain the regulation of ' 
an industry on the basis of variation of coalition costs, 
free-rider costs, etc., with such variables as group size, | 
homcgeneity of interests, etc. 5 

` 
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The costs of political action also de- 
pend on the existing political institutions 
(e.g., whether political decisions are 
made by referendum or a vote of elected 
representatives) [Leffler and Zimmer- 
man, 1977]. If we call the sum of the costs 
of political action the “transactions 
costs" of political decisions, the crucial 
question is “what is the magnitude of 
these transactions costs?" If the transac- 
tions costs of political decisions are high, 
self-interest motivated government ser- 
vants will not. always act in the public 
interest; if they are zero, they will.?? 
Hence, if the transactions costs of the 
political process are high, government 
officials will not use the “best” theory 
available; if they are zero, they will. 

As an example of the importance of 
positive political transactions costs, con- 
sider the manager of a utility advocating 


deferred tax accounting because of its. 


effects on utility rates. The manager will 
argue that recognizing deferred taxes as 
current operating costs is in the public 
interest. The official responsible for 
allowing or not allowing this practice has 
a greater incentive to resist the lobbying 
efforts of the utility manager if other 
individuals (e.g., consumer advocates) 
lobby against the procedure. Whether 
those individuals lobby depends on the 
costs of consumers being informed about 
the effects of the accounting procedures 
on their welfare (which requires human 
capital), the costs of forming groups to 
oppose the procedure, etc. The man- 
ager's public interest theory (which is an 
"excuse" to cover a self-interest motive 
and need not be valid) increases the costs 
of others being informed and will tend to 
be accepted by the public official if the 
transactions costs are large enough. 

We assume that political transactions 
costs are large enough to cause the ac- 
ceptance of "invalid" theories, that the 
competition among excuses does not 
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always lead to acceptance of the “best” 
theory. The usefulness of that assump- 
tion depends on the empirical consistency 
of its implications. It is an empirical 
question. The work by Posner [1974], 
Stigler [1971], and Peltzman [1976] 
supports the assumption. 

The assumption that the transactions 
costs of the political process are non-zero 
is analogous to the assumption of non- 
zero transactions costs in capital mar- 
kets.*? In capital market theory it is 
typically assumed that transactions costs 
are zero despite the fact they obviously 
are not, because that assumption yields 
empirically confirmed hypotheses. Why 
then, should political transactions costs 
be sufficiently more important than capi- 
tal market transactions costs to warrant 
their inclusion in a political theory? 

We suggest that there is an important 
difference between capital markets and 
the political process which make trans- 
actions costs important in the latter case. 
There is, in the capital markets, a direct 
market for control. If the manager of a 
corporation is not maximizing the market 
value of the corporation's shares, then 
an individual can, by buying its shares, 
acquire control of the corporation in the 
capital markets and, therefore, obtain 
the right to make the decisions. That in- 
dividual can change the corporation's 
decisions and reap for himself the capital 
gain from the increase in the value of the 
corporation's stock. If the Chairman of 
the Securities and Exchange Commission 
were not making decisions in the public 
interest, an individual could not directly 
buy the right to make those decisions and 
capture the benefits of the changed 
decision. Because direct payments to 


39 The social choice literature (see Mueller [1976]) 
discusses the conditions which guarantee Pareto-efficient 
decisions by regulators. 

40 See Fama [1976] for a review of capital market 
theory. 
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elected officials are illegal and payments 
in kind are generally more expensive, it is 
costlier to bribe Congressmen, Senators, 
etc., than to purchase a controlling inter- 
est in a corporation. It is also costly to 
establish indirect ways of achieving the 
same result.*! 

Notice that in our model of the politi- 
cal process everyone is rational. No one 
is being “fooled” by accounting theories; 
they are not “fooled” by “theory illu- 
sion."^? If people do not investigate the 
validity of theories, it is because they do 
not expect such investigation to be worth- 
while. If the expected benefits of investi- 
gation to an individual are small, he will 
make only a limited investigation. 

Our assumption of high political costs 
is crucial to our theory. As we shall see in 
the next section, the assumption enables 
us to discriminate between the empirical 
implications of our theory and the impli- 
cations of an alternative theory. This 
allows empirical testing. Ultimately, the 
test of the political cost assumption is 
whether the implications of the theory 
based on the assumption are confirmed 
or not by empirical tests. Thus, the merit 
of an assumption is judged by the predic- 
tions it generates. Those accounting 
researchers who build theories on the 
. assumption that information is a pure 
public good (e.g., Gonedes and Dopuch 
[1974] and Beaver [1976]) often assert 
that information is a pure public good. 
Yet, no tests of these theories have been 
provided. In Section IV we argue that 
implications of our theory are consistent 
with the evidence. 


IH. THE SUPPLY OF ACCOUNTING 
THEORIES 


Accounting theorists often view them- 
selves as expert critics or defenders of 
accounting prescriptions (e.g., replace- 
ment cost, historical cost, etc.). They 
argue that accounting theory should be 
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used to determine accounting practice 
and standards.4* The ideal state of 
affairs to them is one in which theorists 
logically and objectively determine the 
merits of alternative procedures.^^ For 
example, Hendriksen [1977, p. 1] writes: 
*...the most important goal of ac- 
counting theory should be to provide a 
coherent set of logical principles that 
form the general frame of reference for 
the evaluation and development of sound 
accounting practices." Theorists tend to 
bemoan the fact that this ideal state does 
not exist and that corporate managers, 
auditors, and politicians do not allow 
them to determine accounting stan- 
dards.*5 

Most theorists probably believe that an 
objective of their research and the reason 
they supply theories to provide know- 
ledge which will ultimately improve ac- 


41 See Zimmerman [1977] for further discussion of ' 
this issue. Essentially, the reason it is costlier to purchase 
"control" of the political system (via a system of bribes, 
payoffs, etc.) is that the legal system does not enforce 
these contracts to the same extent that the state enforces 
the property rights of residual claimants in corpora- 
tions. Hence, more (costly) monitoring is required to 
enforce contracts between politicians/bureaucrats and 
other parties. 

42 Buchanan and Wagner [1977, pp. 128-130] intro- 
duc? the concept of “fiscal illusion" as a systematic bias 
in individuals' perceptions of the differential effects of 
alternative taxing procedures. They hypothesize "that 
complex and indirect payment structures create a fiscal 
illusion that will systematically produce higher levels of 
public outlay than those that would be observed under 
simple-payment structures." (p. 129) It could be argued 
that individuals also suffer from "theory illusion" (i.e., 
that more complex theories obscure political behavior). 
We do not subscribe to this phenomenon, but offer it as 
an alternative explanation. 

43 Mautz [1966, p. 6] and Sterling [1973, p. 49]. 

^* Тїгї [1971, p. 26] states, "Accounting theorists are 
Scientific observers of accounting practices and their 
surrouding environment. Their theories are required to 
have the highest degree of objectivity." 

*5 Moonitz [1974b] does not believe that accounting’ 
research should be the sole source for setting practice, 
but that it should have a role, “Almost everyone agrees 
that research is an essential component of the process of 
establishing accounting standards" (p. 58). He goes on to 
suggest that “accountants must curb the power of the 
management" (p. 68). . 
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counting practice. They-would not regard 
themselves as supplying “excuses.” But 
we suggest that the predominant con- 
temporary demand for accounting theo- 
ries (the demand for accounting in a 
regulated economy) is the demand for 
justifications— *excuses."* If that empiri- 
cal proposition is correct, the question 
is: How responsive is the supply side 
(accounting research) to changes in the 
nature and quantity of the economic 
good being demanded? 

As long as there exists a large number 
of individuals who are able to supply a 
wide diversity of theories (i.e., as long as 
numerous close substitutes exist) at rela- 
tively low cost, then supply will be very 


responsive to demand. Stigler's observa- 


tion succinctly summarizes this point: 


... consumers generally determine what will 
be produced, and producers make profits by 
discovering more precisely what consumers _ 
want and producing it more cheaply. Some 
may entertain a tinge of doubt about this 
proposition, thanks to the energy and skill of 
‘Professor Galbraith, but even his large 
talents hardly raise a faint thought that I live 
in a house rather than a tent because of the 
comparative advertising outlays of the two 
industries. This Cambridge eccentricity aside, 
then, it is useful to say that consumers direct 
production—and therefore, do they not direct 
the production of the words and ideas of in- 
tellectuals, rather than, as in the first view, 
vice-versa? [Stigler, 1976, p. 347] (emphasis 
added). 


The consumers ("vested interests") 
determine the production of accounting 
research through the incentives they pro- 
vide for accounting theorists. The greater 
the prestige and articulation skills of an 
accounting researcher, the more likely 
practitioners, regulators and other aca- 
demics will know his work and the greater 
the flow of both students and funds to his 
university. Researchers have non-pecuni- 
ary incentives to be well-known, and 
this reputation is rewarded by a higher 
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salary and a plenitude of research 
funds.*Ó Practitioners, regulators, and 
those teaching future practitioners are 
more likely to read or hear of the output 
of an accounting researcher if it bears on 
topics of current interest. As a result, the 
researcher who is motivated by pecuniary 
and non-pecuniary factors (e.g., "free" 
trips to conferences) will tend to write on 
the current controversies in accounting. 
Therein lies the connection to the de- 
mands of vested interests. Controversies 
arise in accounting when vested interests 
disagree over accounting standards. For 
example, the LIFO controversy arose 
when the Supreme Court outlawed the 
base stock method of valuing inventory 
for tax purposes and the American Pe- 
troleum Institute recommended LIFO to 
replace it, thereby reducing tbe present 
value of its members' taxes. The Internal 
Revenue Service resisted because of the 
effect on revenues. The parties demanded 
pro and con LIFO theories which were 
eventually produced [Moonitz, 1974, 
pp. 33-34]. 

Accounting researchers often include a 
set of policy recommendations as part.of 
their research project. Those recom- 
mendations, made on the basis of some 
objective assumed by the researcher, may 
never have been intended to serve as an 
"excuse" for the corporate manager, 
practitioner or politician who prefers the 
recommended procedure for self-interest 
reasons. Nevertheless, the research find- 
ings will be favorably quoted by those 
with vested interests.^? The more read- 


46 Even though we have argued the existence of close 
substitutes, all researchers will not be earning the same 
compensation. Higher compensation will accrue to the 
most prolific, articulate, and creative advocates—to 
those who are able to establish early property rights in a 
topic and thus must be cited by later theorists. 

47 See Beaver [1973] for an example of policy prescrip- 
tions based on accounting research. 

48 An interesting case in point is the work of Ijiri 
[1967 and 1975]. Ijiri claims to be a positivist—". . . the 
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able the research, the more frequently it 
is quoted, the more the researcher’s fame 
increases. Similarly, criticisms of alterna- 
tive accounting practices will be quoted 
by vested interests and will also increase 
the researcher’s reputation. 

The link between suppliers of account- 
ing theory and consumers goes further 
than mere quotation. Partners in ac- 
counting firms, bureaucrats in govern- 
ment agencies and corporate managers 
will seek out accounting researchers who 
have eloquently and consistently advo- 
cated a particular practice which happens 
to be in the practitioner’s, bureaucrat’s, 
or manager’s self-interest and will ap- 
point the researcher as a consultant, or 
expert witness, or commission him to 
conduct a study of that accounting 
problem. Consistency in the researcher’s 
work allows the party commissioning the 
work to predict more accurately the 
ultimate conclusions. Thus, research and 
consulting funds will tend to flow to the 
most eloquent and consistent advocates 
of accounting practices where there are 
vested interests who benefit by the adop- 
tion or rejection of these accounting 
practices. 

The tendency of vested interests to 
seek out researchers who support their 
position produces a survival bias.*? The 
bias is introduced by the vested interests. 
We do not mean to impugn the motives 
of accounting researchers who advocate 
particular practices. In fact, the more 
consistent the positions of the researcher 
and the greater his integrity, the more 
support he lends to the vested interest's 
position. 

Given the rewards for supplying theo- 
ries on controversial issues, we expect to 
observe competition in the supply of 
accounting theories related to those 
issues. The prescriptions for an issue are 
likely to be as diverse as the positions of 
vested interests. But despite this diversity, 
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we do not necessarily expect accounting | 
researchers to be inconsistent from issue 
to issue. Academic evaluation and criti- 
cism create incentives for each researcher 
to be consistent. However, the rationales, 
given for observed accounting standards 
may well be inconsistent across issues 
and different sections of the same ac- 
counting standard. | 
Rationales differ (and are inconsistent) 
across accounting standards because a 
standard is the result of political action. 
The outcome depends on the relative 
costs which the various involved parties 
are willing to incur to achieve their goals. 
And these costs will vary with the ex- 
pected benefits. The rationale given for a 
standard will be the successful party’s 
rationale; and if it is a compromise, such 
as APB Opinion 16 on business combina- 
tions, mixtures of rationales will be 
used.°° The same party is not successful 
in every issue; indeed many are not even 
involved in every issue. Further, vested 


purpose [of this book] is a better understanding of the 
foundations of accounting as it is and not as someone 
thinks it ought to be." [1967, p. x] He states that his 
work "is not intended to be pro-establishment or to 
promote the maintenance of the status quo. The purpose 
of such an exercise is to highlight where changes are 
most needed and where they are feasible." [1975, p. 28] 
But, then, in the same monograph (рр. 85-90), Ijiri 
presents a defense of historical costs, saying, "Our 
defense of historical cost should not, however, be inter- 
preted to mean that historical cost is without any flaw'" 
(p. 85). Ijiri concludes this defense with a statement, 
“We should in fact try to improve the accounting system. 
based on historical cost not by abandoning it, but by 
modifying it (e.g., through price level adjustments) and 
supplementing it with data based on other valuation 
methods" (p. 90). Despite being a professed positivist, 
Ijiri is making a strong normative statement. No wonder 
the AAA [1977, p. 10] committee when summarizing 
Iiri [1975] concludes, “[he] defends historical cost 
against the criticisms of current-cost and current 
value. . . ." At least part of the "market" views Ijiri as a 
defender of the status quo. 

49 Just as in any market, those who produce what is 
demanded have a better chance of survival than those 
who do not. 

50 See Zeff [1972, рр. 212-216] for an account of this 
compromise. 4 ` 
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interests (e.g., an insurance company) 
are less constrained to give consistent 


rationales across issues. Hence, we ob- - 


sérve a party supporting historical cost 
valuation in some cases and market 
valuation in others.?! 

If political transactions costs are high 
so that there is a demand for excuses 
which are useful weapons in the political 
arena, if the demand for accounting 
theory is dominated by that demand for 
excuses, and if demand determines pro- 
duction, accounting theories will be 
generated by, not generate, political 
debates. We will observe the nature of 
accounting theory changing as political 
issues change. Accounting theory will 
change contemporaneously with or lag 
political issues. We will not observe 
accounting theory generally leading po- 
litical action. 

Contrast the preceding predictions to 
what we would expect under alternative 
theories of accounting theory. The only 
alternative theory which we can even 
partially specify is that theories in the 


accounting literature are used to further. 


the “public interest" (ie., they assist 
politicians or bureaucrats in producing 
regulations to further the "public inter- 
est"). In order for politicians or bureau- 
crats to use that literature we would have 
to observe the theories appearing in the 
literature before or, at best, at the same 
time as the. relevant regulation. The 
appearance of the theories in the litera- 
ture could not /ag the regulation. Thus, 
we can discriminate between our theory 
and the alternative public interest theory 
if the appearance of theories in the litera- 
ture tends to lead or lag regulation. If it 
tends to lead, the public interest hypothe- 


sis is supported. If it lags, our theory is - 


supported. On the other hand, if the 
literature and regulation are contempo- 
raneous we cannot discriminate between 
the two hypotheses. 

It is important to remember that we 
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are attempting to explain accounting 
theory as it is represented in the account- 


ing literature (see footnote 1). It is con- - 


ceivable that an accounting theory could 
be produced and used in the political 
process to institute a regulation, but not 
appear until later in the accounting 
literature. In other words, the “public 
interest" could, in fact, motivate the 
theory and the regulation, but the publi- 
cation of the theory nonetheless, could, 
lag legislation. In that case, neither. the 
public interest theory nor our theory 
could explain the accounting literature. 
In essence, we would be left without a 
theory of the literature. However, those 
who would argue such a scenario must 
then produce another explanation for, or 
theory of, the accounting literature. 

In Section IV we compare the timing of 
general movements in the accounting 
literature to the timing of regulation to 
see if a priori the evidence supports our 
theory or the public interest theory. We 
do not presen: any formal tests which 
discriminate between the two theories, 
although we believe such tests could be 
performed (e.g., by using citation tests). 
However, the serious problem in doing a 
formal test is that the public interest 
theory, like other alternative theories, is 
poorly specified. Hopefully, this paper 
will cause others to specify the public 
interest theory better or specify alterna- 
tive theories of the accounting literature 
so that testing is facilitated. 

One or two papers discussing a topic 
prior to the time the topic becomes 
politically active is not sufficient to 
reject our theory, just as one or two 
*heads" is not sufficient to reject the 
hypothesis that a given coin is "fair." It 
is important to remember that as in all 
empirical theories we are concerned with 


5! Ernst & Ernst [1976] has proposed that replacement 
Cost be used for depreciable assets while historical costs 
be continued for other assets. 
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general trends. Our predictions are for 


the accounting literature in general. We' 


are not purporting to have a theory that 
explains the behavior of all accounting 
researchers or the acceptance, or lack of 
acceptance, .of every published paper. 
There are many interesting phenomena 
that this theory, at this stage of develop- 
ment, cannot yet explain. But this does 
not ipso facto destroy the value of the 
theory. 

Our analysis suggests that the account- 
ing literature is not the simple accumula- 
tion of knowledge and consequent 
development of techniques. It is not a 
literature in which, as Littleton suggests.?? 
concepts become better understood and 
consequently leads to "better" account- 
ing practices. Instead it is a literature in 
which the concepts are altered to permit 
accounting) practices to adapt to changes 
in political issues and institutions. 

In this section, the existence of close 
substitute suppliers of theories was shown 
to make the supply of accounting 
“excuses” very responsive to the de- 
mand. In the next section we argue that 
the evidence we haye gathered is con- 
sistent with the proposition that the 
market for accounting research is the 
market for “excuses” and suggests that 
the theory will be confirmed in formal 
testing. 


IV. THE EMPIRICAL RELATIONSHIP 
BETWEEN GOVERNMENT ÍNTERVEN- 
TION AND ÁCCOUNTING THEORY 


If the demand for “excuses” is impor- 
tant in determining the output of ac- 
counting theorists, we expect to observe 
changes in accounting theory when a new 
law is passed which impinges on ac- 
counting practice. This section examines 
how accounting practice and theories 
were affected by several major types of 
legislation. We have selected three types 
of legislation which we believe have had 
a pronounced impact on accounting 
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theory: the laws regulating railroads, the . 
income tax laws, and the securities acts. 

In this section we do not purport to 
present an exhaustive list of legislation 
which has created a demand for account- 
ing "excuses" or to present a complete 
analysis of each type of legislation. Our 
objective is merely to present prima facie 
support for the hypothesis that account- 
ing theory has changed after the introduc- 
tion of government regulation. 

When dealing with historical events 


. such as government regulation, the “evi- 


dence" presented is alwdys subject to 
interpretation and the ex post selection 
bias of the researchers. Critics can 
always charge that “strategic sampling" 


.of references produced the results. In 


fact, much of the economic theory of 
regulation suffers from this ex post 
rationalization. However, at this early 
stage in the development of the theory, 
an ex post case study approach has 
yielded insights [Posner, 1974] and ap- 
pears to be the logical and necessary 
precursor to a general theory of regula- 
tion. We are aware of these methodologi- 
cal problems. Even though the evidence 
we present is somewhat “‘casual,” and 
not as “rigorous” as we would like, it is, 
nonetheless, evidence.?? Furthermore, 
we have endeavored to choose the refer- 
ences from the standard, classical ac- 
counting literature. Undoubtedly, con- 


52 “There is little evidence of fresh ideas regarding 
depreciation until the middle of the nineteenth century. 
The appearance of steam railroads at that time directed 
attention as never before to fixed assets and their asso- 
ciated problems of maintenance, renewal and improve- 
ment. Out of the discussion and experience which fol- 
lowed, new ideas about depreciation took form and the 
ground was prepared for a better comprehension of the 
real nature of depreciation itself" [Littleton 1933, p. 
227). 

Д It is tempting to suggest citation tests of the theory 
(i.e., the frequency of articles on a subject increases with 
regulation). Besides the obvious cost of such a test, it 
suffers from the interpretation bias of the researchers. 
Also, how should changes in terminology be controlled? 
We would welcome anyone who can overcome these 
methodological difficulties to perform the tests. 
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flicting citations and references exist. 
Critics can, will, and should raise these 
conflicting citations, keeping in mind the 
statistical fallacies of drawing inferences 
based on sample sizes of one. We do not 
contend that all issues are settled, but 
rather encourage others to pursue, cor- 
rect, and extend our analysis. 


A. Railroad Legislation 


The growth of railroads is considered 
by many accountants to have been very 
important in the development of ac- 
counting theory, Hendriksen [1977, p. 
40] lists it as one of the main influences on 
accounting theory in the period from 
1800 to 1930. Littleton [1933, pp. 239— 
241] is more specific; he ascribes the 
development of depreciation accounting 
and the concern with depreciation in the 
literature in the nineteenth century to the 
growth of railroads. 

There is no doubt that the development 
of railroads both in the U.S. and the U.K. 
affected the accounting literature on the 
nature of depreciation, including the 
question of charging depreciation as an 
expense [Pollins, 1956; and Boockholdt, 
1977]. Holmes [1975, p. 18] writes: 


Depreciation was a knotty problem for these 
early railroad accountants. They argued over 
it, scorned it, denied it, anatomized it, and 
misused their own concepts. But in the end it 
was from the very ashes of their disagree- 
ments that our modern concepts of deprecia- 
tion rose Phoenix-like fifty years later. 


This literature existed at least by 1841 in 
the U.K. [The Railway Times, October 
30, 1841, quoted in Pollins, 1956] and by 
1850 in the U.S. [Dionysius Lardner’s 
book quoted in Pollins, 1956]. Although 
the debate did not result in depreciation 
being treated as an expense in either the 
U.S. or U.K.,°* theories of depreciation 
were énunciated. Consequently, given 
our theory, we have to answer two ques- 
tions: (1) why did this depreciation de- 
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bate arise with the railroads (i.e., was 
there some government regulation or 
political action present in the case of the 
railroads that was not present for earlier 
corporations); and if so, (2) did that 
government regulation or political action 
precede the literature? | 

(1) The reason for the debate was 
investigated by Littleton .[1933]. He 
asserts that two conditions were neces- 
sary to the development of depreciation 
accounting—corporations with limited 
liability and long-lived assets. He suggests 
that limited liability was a necessary: 
condition, because it led to covenants 
restricting dividends to profits and there- 
by created the demand for financial state- 
ments which report profits (see Section 
ID. Long-lived assets were important 
because, if they had not existed, there 
would have been no necessity to calculate 
depreciation to determine profits. 

We think that Littleton's analysis is 
incomplete. First, agency costs of debt 
and equity exist whether or not a corpora- 
tion has legally limited liability. Limited 
liability merely shifts some of the risk 
[Jensen and Meckling, 1976, pp. 331- 
332]. Given that the function of dividend 
covenants is to reduce the agency costs of 
debt, it is not surprising to observe them 
existing as early as 1620 for U.K. com- 
panies, long before limited liability was 
generally recognized for companies. We 
can easily amend Littleton's argument 
for this defect; for the first condition of 
limited liability, we substitute the exis- 
tence of dividend covenants. 

Second, dividend covenants and long- 
lived assets would not necessarily lead to 
depreciation being treated as an expense. 
The dividend covenants put a lower 
bound on the equity participation of 


55 'The general practice in both countries came to be 
the writing-off of the value of fixed assets at the time of 
retirement of the asset. 
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shareholders. As long as sufficient .earn- 

ings have been retained in the past to 

cover the depreciation of fixed assets to 
the current time, there would be no 

‚ necessity to deduct depreciation syste- 

matically each year. We do not observe 

depreciation being treated as an expense 
prior to this century. Instead it was 
treated as an allocation of profits. 

_ This suggests that Littleton’s analysis 
has not been supported empirically. 
Observation of his two conditions would 
not necessarily be accompanied by de- 
preciation being treated as an expense. 
Littleton’s two conditions existed in the 
seventeenth and eighteenth centuries 
(dividend covenants can be observed as 
early as 1620 and were included in com- 

_pany charters as a general practice in the 
eighteenth century). Limited liability for 
U.K. companies existed де facto at least 
by the 1730s and was explicitly recognized 
by 1784.55 The U.K. trading companies 
of the seventeenth and eighteenth centur- 
ies certainly had long-lived assets—forts 
and ships. Yet, we do not observe any 
real concern with depreciation expense 
until the nineteenth century. 

Littleton recognized that his analysis 
was inconsistent with observed phe- 
nomena and that some other variable 
was necessary to explain the absence of 
concern about depreciation expense in 
both accounting theory and practice. He 
eloquently expresses the inconsistency 
[Littleton, 1933, p. 240]: 


The simultaneous appearance of these two 
elements—active, long-lived assets and a 
special need for the careful calculation of net 
profit—seems to be essential to the recogni- 
tion of the importance of depreciation. Before 
these two are joined depreciation is incidental 
to the profit calculation; afterward it be- 
comes indispensable. First in the trading 
companies, later in the railroads, these two 
elements were united and the foundations for 
depreciation accounting were laid. But, so far 
as could be learned, the depreciation of ships 
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and forts did not receive consideration in the 
trading companies’ bookkeeping, while the 
railroads, as has been seen, did give consider- 
able attention to the problem of wear and 
tear of roadway and equipment. Apparently 
some third element was also needed, which was 
present in the case of the railroads but not 
earlier (emphasis added). 


Littieton [1933, p. 240] suggests that the 
missing variable is knowledge, that it 
took 200 years for the nature of the cor- 
poration to become known. We suggest 
that a more plausible explanation is that, 
in the case of railroads, fares and rates 
were regulated by government on the 
basis of “profits.” 

Both in the U.S. and the U.K., some 
transportation prices were regulated be- 
fore the existence of railroads. For 
example, the rates of the Fort Point 
Ferry (U.S.), incorporated in 1807, were, 
according to its charter, to be fixed by the 
court. [Dodd, 1954, p. 258]. However, 
railroad rates came to be tied to profits. 
The early U.S. railroad charters often 
had provisions for the adjustment of 
their rates based on profits. For example, 
the charter of the Franklin Railroad 
Company, incorporated in Massachu- 
setts in 1830, included the following 
provision: 


ifat any time after the expiration of four years 
from the completion of the Road, the net in- 


55 See DuBois [1938, pp. 94-95] for a report on the 
incorporation proceedings of the Albion Flour Mill in 
1784. In those proceedings, the Attorney General gave 
an opinion on limited liability which caused DuBois to 
conclude that, “for England at any rate, the fact of in- 
corporation either by the Crown or by Parliament came 
to be the criterion for the extent of limited liability" 
(p. 96). Note, however, that it was theoretically possible 
for shareholders of insolvent companies to be made 
subject to calls. (See DuBois, pp. 98-103). DuBois (p. 
95) recognized that de facto limited liability existed in the 
1730s and 1740s: “it should be noted that through the 
financial tribulations of the Charitable Corporation, the 
York Buildings Company, and the Royal African Com- 
pany, which in the thirties and forties were making life 
miserable for their creditors, there was no suggestion 
of any attempt to proceed against the personal estates of 
the members of the corporations." 
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come shall have amounted to more than ten 
percent per annum, from the date of the 
completion aforesaid, upon the actual cost of 
said Road, the Legislature may take measures 
to alter and reduce the rates of toll and in- 
come, in such manner as to take off the over- 
plus for the next four years, calculating the 
amount of transportation and income to be 
the same as the four preceding years; and, at 
the expiration of every four years thereafter 
the same proceeding may be had [Dodd, 
1954, p. 260]. 


The charters of three other railroads in- 
corporated in Massachusetts in the same 
year included a similar provision. [Dodd, 
1954, p. 261]. 

The private acts of Parliament in- 
corporating the early U.K. railroads 
typically fixed the maximum rates ex- 
plicitly; but, in one notable exception, 
the Liverpool and Manchester Railway 
‘Act in 1826 limited the company’s divi- 
dends to ten percent of the capital and 
required that its rates be reduced by five 
percent for each one percent of dividend 
above ten percent [Pollins, 1956, pp. 
337—338]. Parliament soon began regu- 
lating railroad profits. In 1836, James 
Morrison sought to have Parliament 
restrict the profits of all railways. Clauses 
in Gladstone's 1844 Bill, 


authorized the Board of Trade to consider the 
position and profits of any railway which had 
a charter for fifteen years and to decide 
whether to buy it up on prescribed terms or, 
alternatively, to revise all its charges if it had 
made a profit of more than ten percent on its 
capital for three consecutive years [Cooke, 
1950, p. 135]. 


Though these clauses were weakened in 
the actual Railways Regulation Act of 
1844, a principle was established. Cooke 
[1950, p. 136] explains, 


The Act therefore fell short of the designs of ' 
Gladstone's committee and it is notable not 
for any reform it accomplished but rather for 
the principle embodied in it, that railway 

' companies were one example of a class of 
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company which was formed under special 
Parliamentary sanction to carry on an under- 
taking ofa special public nature. Since for this 
purpose it had special powers, it should there- 
fore be subject to special scrutiny and (if 
necessary) control by the State on behalf of 
the public. à 


The question of railroad profits and 
the public interest was raised in. the 
political process in both the U.S. and the 
U.K. in the nineteenth century. Hence, 
it is not surprising that questions of 
calculating profits and whether depreci- 
ation should be charged as an expense 
were raised. The accounting methods of 
treating capital additions, depreciation, 


repairs and renewals, etc., could affect ` 


reported profits and hence the rates. and 
market values of railroads. Thus, there 


.was a demand for rationalizations of 


alternative procedures. 
The political issue of railroad profits 


led several U.S. states (Virginia (1837), ... 
New Hampshire and Rhode. Island * 
(1841), New York (1855), Massachusetts ` 


(1869) and Illinois (1869)) to pass legis- 
lation which in some way regulated 


railroads, usually by "controlling ех- · 


tortionate rates." [Boockholdt, 1977, p. 
13; Johnson, 1965, p. 218; and Nash, 
1947, p. 2]. According to Nash [1947, 
p. 3], "Several of the early state laws 
called for statements of provision for 
depreciation in annual reports but with- 
out definition as to what such provisions 
should be." Arguments for depreciation 
are expected to follow such regulations. 
Finally, in 1887 federal legislation estab- 
lished the Interstate Commerce Com- 
mission to prohibit unreasonable rates 
and price discrimination, control mer- 
gers, and prescribe a uniform system of 
accounts. The Interstate Commerce 
Commission adopted an accounting pol- 
icy of charging "repairs or renewals of 
ties, rails, roadway, locomotives and 
cars under the classification ‘operating 
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expenses’: [which typically results in 
higher reported expenses than depreci- 


. ation] but did not mention depreciation" - 


[Littleton, 1933, p. 236]. 
Although railroads were the prime 


. target of regulation, the rates of other ` 


public utilities were also regulated in the 
nineteenth century. A Gas Commission 
was established in Massachusetts in 1885 
and two years later was expanded to 
regulate electric companies. Later, it was 
given control over capitalization and 
rates [Nash, 1947, p. 3]. Municipalities 
regulated water company rates (Spring 
: Valley Water Works v. Schottler (1883)) 
" [Clay, 1932, p. 33] and such regulation 
led to legal disputes over whether depreci- 
ation should be considered in determin- 
ing rates (San Diego Water Co. v. San 
Diego) [Riggs, 1922, pp. 155-157]. In 
. addition, states regulated the charges for 
grain elevators (Munn v. Illinois (1877)) 
[Clay, 1932, p. 30]. 
»* [tis our hypothesis that rate regulation 
(primarily of the railroads) created a 
demand for theories rationalizing depre- 
ciation as an expense. Furthermore, we 
expect that the more popular of these 
theories would stress that it is in the 
“public interest" for depreciation to be 
treated as an expense. Without regulation 
there was no necessity for depreciation 
to be a charge, systematically deducted 
each year in determining net income. 
However, because rate regulation was 
justified in terms of restricting the eco- 
nomic profits of monopolists (or elimi- 
nating: “ruinous” competition), regula- 
tion created a demand for justifications 
arguing for depreciation to be treated as 
an annual charge to profits. Furthermore, 
because regulatory legislation was often 
based on economic arguments, theories 
of depreciation came to be couched in 
terms of economic costs. 
(2) The timing of the debate appears to 
confirm our hypothesis that political 
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action generated accounting theory, not 
vice-versa. As we have seen, the early 
U.S. railroad charters in the 1830s 
included provisions for regulation of 
profits. Those charters precede the de- 
bates observed in the accounting litera- 
ture. The move by Morrison to have 
Parliament regulate the profits of U.K. 
railroads also precedes the debates. 


B. income Tax Асіѕ 


The influence of the income tax laws 
on financial reporting practice is well 
known and much lamented by academ- 
ics.?9 That influence is very obvious in 
the practice of charging depreciation to 
net income, rather than treating-it as an 
allocation of profit. Saliers [1939, pp. 
17-18] describes the effect of the 1909 
Excise Tax Law, the forerunner of the 
1913 Income Tax Law: 


“Financial looseness” describes the account- 
ing practices of industries in general at that 
time. The company bookkeepers, when clos- 
ing their books, based the amount of the 
depreciation charge on the amount of profit 
earned in that year. A lean year caused the © 
property to receive little or no charge for 
depreciation, while а prosperous year caused 
a liberal allowance to be made. The author- 
itizs had reason for either action at their 
fingertips, shifting one side to the other as 
conditions warranted. But after the year 1909 
the shift was to the side of larger depreciation 
charges, for in that year the Corporation 
Excise Tax Law was enacted. This law levied 
a 1% tax on net income of corporations in 
excess of $5,000. This net income was said to 
be the figure resulting after deducting ordi- 
nary and necessary expenses and all losses, 
including an allowance for depreciation, from 
gross profit. Depreciation expense was made 


56 Hendriksen [1977, p. 49] states, “The effect on ac- 
counting theory of taxation of business incomes in the 
United States and in other countries has been consider- 
able, but it has been primarily indirect in nature. ... 
While the revenue acts did hasten the adoption of good 
accounting practices and thus brought about a more criti- 
cal analysis of accepted accounting procedures and 
concepts, they have also bzen a deterrent to éexperimenta- 
tion and the acceptance af good theory." 
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an allowable deduction and was universally 
deducted by those corporations affected by 
the act. The effect of this act on the growth of 
the use of the depreciation charge cannot be 
overemphasized. It was the first instance in 
which the writing off of depreciation as expense 
was definitely advantageous. That fact alone 
insured its general application (emphasis 
added). 


The influence of tax laws on accounting 
theory appears to be as dramatic as 
Saliers’ description of the U.S. tax laws’ 
effect on accounting practice, particu- 
larly with respect to depreciation. Con- 
cern with depreciation as an expense 
existed only in the railroad accounting 
literature until the 1880s. In that decade 
we observe a spate of U.K. journal 
articles and textbooks on the question 
of depreciation for corporations in gen- 
eral. We do not observe the same concern 
in the U.S. at that time. This raises the 
question of why the sudden concern with 
depreciation in the U.K., not just for 
public utilities, but for all corporations. 
Further, why did such a concern with- 
depreciation for all corporations not 
manifest itself in the U.S.? 

Brief [1976, p. 737] suggests that the 
U.K. literature was motivated by a con- 
cern with “paying dividends out of 
capital” and that “accountants sought 
first of all to clarify theory, and second, 
to understand their responsibility in 
these matters. However, they were offered 
little assistance from judicial and statu- 
tory authority which failed to specify 
rules^of accounting behavior.” Although 
the accounting authors of the time may 
have suggested that was the problem, we 
think it is a very unsatisfactory answer to 
the question of what really motivated the 
literature for two reasons. First, we have 
already noted that the “profits available 
for dividends” question had existed for 
260 years. Second, there was no uncer- 
tainty in the law as to when depreciation 
should or should not be deducted before 
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determining "profits available for divi- 
dends.” The legal decisions were con- 
sistent: if the corporate articles required 
a provision for depreciation, it had to be 
taken; if not it did not. As Litherland 
[1968, p. 171] states, “the question of 
depreciation was a matter of internal 
management with which the law had 
nothing to do. The Articles of the given 
company were to govern.” 

We suggest ihat the reason a general 
concern with the depreciation for all 
corporations (and not just railroads) 
appeared in the U.K. literature in the 
1880s and not before is that, prior to 
1878, the U.K. tax laws made no allow- 
ance for depreciation. “In 1878 the law 
was modified tc permit the deduction ofa 
reasonable amount for the diminished 
value of machinery and plant resulting 
from wear and tear. Depreciation was not 
mentioned in the law and no amount was 
permitted for obsolescence” [Saliers, 
1939, p. 255]. Now there was an addi- 
tional reason for arguing over the concept 
of annual depreciation and its level— 
taxes [Leake, 1912, p. 180]. 

The income tax explanation for the 
late nineteenth century depreciation: de- 
bate also explains the absence of that 
debate in the U.S. Brief’s hypothesis does 
not. The first effective U.S. corporate 
income tax law was the Excise Tax Act 
of 1909 (which went into effect before it 
was delared unconstitutional).*’ Thus, 
in 1880 there was no federal tax motiva- 
tion driving a debate over depreciation. 
There was in the U.S. in 1880 the problem 
of determining “profits available for 
dividends.” 

The tax laws affected not only the 
timing of depreciation discussions, but 


57 An increase in the effective corporate tax rate from 
less than 1 percent in 1909 to over 7 percent in 1918 
further stimulated the concern for depreciation in the 
U.S. (Source: Historical Survey of the United States, 
U.S. Department of Commerce [1975, p. 1109]). 
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also the resulting concepts of depreci- 
ation and of accounting income. In the 
legal cases on “dividends out of profits,” 
depreciation was regarded as a valuation 
procedure (see p. 278). Whether the 
amount of depreciation taken was suffi- 
cient. would be decided in the event of a 
dispute. Administering the tax laws is less 
costly if the periodic valuation is replaced 
by an arbitrary proportion of historical 
cost. This saving was recognized in the 
early literature [Matheson, 1893, p. 15] 
and was the likely reason that both U.S. 
and U.K. income tax allowances for 
depreciation were based on historical 
cost. The demand for a rationalization 
of this procedure and other accruals 
under the tax law eventually resulted in 
the concept of income based on matching 
and the realization concept. Storey [1959, 
p. 232] reports this effect of the tax law 
as follows: 

[The realization concept] probably did not 
- exist at all before the First World War, and at 

least one writer states that the first official 

statement of the concept was made in 1932 in 
the correspondence between the Special Com- 
mittee on Cooperation with Stock Exchanges 
of the American Institute of Accountants and 
the Stock List Committee of the New York 
Stock Exchange. The letter referred to rejects 
the method of determining income by the in- 
ventorying of assets at the beginning and end - 
of each period in favor of the recognition of 
profit at the time of sale. This concept of 
profit was gradually taking form during the 
period after the First World War and had be- 
come dominant in the feld of accounting 
determination of net income by the late 

1930's. That it was influenced by the concept of 

income laid down by the Supreme Court in 

early income tax litigation is obvious (emphasis 
added). 

The timing of the depreciation debates 
in the U.K. also appears to confirm our 
hypothesis that political action caused 
the observed change in accounting the- 
ory. The tax allowance of the depreci- 
ation deduction (1878) Сит the 1880s 
debates. 
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It might appear that the development 
of the profession could explain the differ- 
ence in the timing of the concern with 
depreciation in the U.K. and U.S. The 
professional bodies did not really develop 
until the 1870s in the U.K. and until the 
1890s in the U.S. [Edwards, 1968a, pp. 
197-199]. Hence, we could not observe 
depreciation debates in either country 
until those times. However, this alterna- 
tive hypothesis is unsatisfactory on sev- 
eral counts. First, while the first profes- 
sional society was not formed in the 
U.K. until 1854, Littleton [1933, p. 265] 
reports evidence of individuals (primarily 


: lawyers) practicing accounting in the 


U.K. in the eighteenth century and sug- 
gests it is highly likely that accounting 
was practiced by lawyers in earlier times 
also. Similarly, there were public ac- 
countants in the U.S. at least as early as 
1866 [Edwards, 1968a, p. 198]. Second, 
the lack of a formal accounting profession 
did not prevent the appearance of the . 
railroad depreciation literature in both - 
the U.S. and U.K. in the 1840s and 1850s. 
Third, the formation of professional 
societies, itself, is likely to be due, at 
least partly, to political action. Ac- 
countants have incentives to lobby on 
government prescription of accounting 
practices. Given some economies of scale 
in lobbying, government intervention in 
accounting would be expected to produce 
professional bodies. 


C. Securities Ácts 


There appear to be at least two major 
effects of the U.S. Securities Acts of 
1933-34 on the accounting literature: 
they caused the objective of accounting 
to shift to what we call the “information 
objective”; and they stimulated a search 
for accounting principles. Both follow 
the Securities Acts. 

(1) The Information Objective. Prior 
to the Securities Acts accounting theo- 
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rists tended to describe and base their 
prescriptions on the multiple objectives 
of accounting, and they listed the numer- 
ous users. Consistent with our analysis 
of accounting in an unregulated econ- 
omy, the control, or stewardship role, 
was frequently stressed. For example, 
Leake [1912, pp. 1-2] includes as reasons 
for calculating profit and loss: 


1. the stewardship role of manage- 
ment to “uphold the value of the 
' capital investment and to ascertain 
and distribute the annual profits 
, with due regard to the differential 
rights" of the various classes of 
capital ; 
2. profit sharing schemes between 
capital and labor; 
3. income taxes; and 
4. public utility regulation. 


Daines [1929, p. 94] describes the “‘ortho- 
dox" or dominant objective of account- 
ing as being “to reflect that income which 
is legally available for dividends." 
Sweeney [1936, p. 248] states that “the 
fundamental purpose of accounting 
should consist of an attempt to distin- 
guish between capital and income." 

In his book based on his doctoral 
dissertation, Sweeney adds other func- 
tions to the stewardship role: 


Business management guides the affairs of 
business. For its own guidance it depends 
.heavily on reports submitted to it by its em- 
ployees. Periodically it renders reports of its 
stewardship to the owners of the business. 
From time to time it also renders reports to 
bankers who have lent money to the business, 
to federal and state governments that tax or 
regulate business, and to the general financial 
public. ; 

The whole system of business, therefore, de- 
pends upon reports. Reports are made up 
largely of accounting statements [Sweeney, 
1936, p. xi]. 


Managers were. frequently cited as 
important users of accounting. Paton 
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[1924, p. 1] defines accounting as a 


mechanism and body of principles by means 
of which the financial data of the particular 
concern are recorded, classified, and periodi- 
cally presented and.interpreted, with a view, 
thereby, to the rational administration of the 
enterprise (emphasis added). . 


After the Securities Acts the providing 
of information to investors and creditors 
in order to aid them in making rational 


investment choices became the dominant: 


objective in the literature. We call this 
the information objective. One of the 
earliest documents which illustrates this 
new emphasis on the investor's decision 
is the AAA’s 1936 “Tentative Statement 
on Accounting Principles.” A number of 


“unsatisfactory” accounting procedures ` 


are discussed, including upward asset 
revaluations: о 


Occasional uncoordinated “appraisals” pro- 
duce in the average financial statement a 
hodgepodge of unrelated values of no explica- . 
ble significance to the ordinary investor, if 
indeed they have any to the managements of ~ 
the enterprises affected [American Account- 
ing Association, 1936, p. 189] (emphasis 
added). 


Notice the emphasis given to. investors. | 


Hendriksen [1977, р. 54] also supports 


our contention that the objective changed ` 


“from presenting financial information 
to management and creditors to that of 


- providing financial information to inves- 


tors and stockholders." In a more recent 
example, A Statement of Basic Accounting 
Theory [American Accounting Associ- 
ation, 1966, p. 41, the information objec- 
tive is listed first among four objectives 


‘of accounting. The objectives are: 


1. to provide information for deci- 
sions concerning limited resources 
by “individuals acting in their own 
behalf, such as the stockholders or 
creditors of a firm, by agents serving 
in fiduciary capacities, or by indi- 
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viduals or groups in business firms, 
in. government, in not-for-profit 
organizations and elsewhere" [p. 4]. 
2. to effectively direct and control an 
organization's human and material 
resources, ' 
3. to maintain and report on the cus- 
- .. todianship of resources, 
4. “to facilitate the operations of an 
organized society for the welfare of 
all” [p. 5]. 


Recent writers no longer even list 
management as a principal user of 
financial statements. The dichotomy of 
internal and external accounting has 
become complete. The recent statement 
on accounting objectives, the FASB’s 
Conceptual Framework Study [1976], 
also excludes management: 


Financial statements of business enterprises 
should provide information, within the limits 
of financial accounting, that is useful to 
present and potential investors and creditors 
in making rational investment and credit 
decisions [FASB, 1976, p. 10]. 


The dominance of the information 
objective arose, we suspect, as a public 
interest justification consistent with and 
in support of the raison d'étre of the 


~ Securities Acts. The SEC was justified 


in terms of, and charged with, maintain- 
ing the orderly functioning of the capital 
markets. In particular the SEC was to 
protect the public from another stock 
market crash. That crash was alleged to 
have been caused in part by inadequate 
corporate disclosure, although very little 
evidence exists to support this claim.*® 
Although the SEC delegated the power 
to determine accounting standards for 
corporate disclosure to the accounting 
profession, there is evidence that it still 
exercised control over that determina- 


tion. According to Horngren [1973] and_ 


Zeff [1972, pp. 150-160] the SEC man- 


. aged by exception, threatening to inter- 
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vene, or actually intervening in the stan- 
dard-setting process whenever the Com- 
mittee on Accounting Procedure (CAP) 
or the APB proposed a standard of which 
it did not approve. Consequently, pro- 
ponents advocating particular account- 
ing procedures would justify those pro- 
cedures in terms of the SEC’s stated 
objective—the public interest (which “‘re- 
quires” the information objective). 
The hypothesis that the dominance of 
the information objective was caused by 
the Securities Acts is supported not only 
by the tendency of modern writers to cite 
the public interest as an objective along 
with the information objective [e.g., the 
fourth objective of A Statement of Basic 
Accounting Theory listed above], but by 
the tendency to argue that fulfillment of 


the information objective is necessary 


to the “public interest." An example of 
that latter tendency is provided by the 
FASB [1976, p. 3]: 


Financial accounting and reporting is an im- 
portant source of information on which in- 
vestment, lending, and related decisions are 
based. Confidence in financial information is 
vital not only to ensure that individual deci- 
sions result in an equitable allocation of capi- 
tal but to ensure continuing public support of 
the free enterprise system as a whole. 


The close relationship between the 
information objective and the "public 
interest" is exemplified by the argument 
recently raised in the literature that in- 
formation provided in accounting re- 
ports is a public good and that as a conse- 
quence, there may be an underproduction 
of information from society's viewpoint 
(i.e. there may be a market failure). If 
there is a market failure, the argument 
proceeds, the “public interest” may 
require disclosure laws requiring the 


38 See Benston [1969a and b]. The U.S. Securities and 
Exchange Commission [1945, pp..1—3 and Part X ] makes 
this claim, although Sanders [1946, pp. 9-10] disputes 
much of their argument. . 
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provision of information to investors 
[Beaver, 1976, p. 66]. 

(2) The Search for Accounting Princi- 
ples. Before the Securities Acts most of 
the accounting literature did not stray 
far from practice, and prescriptions were 
usually based on rationalizations of prac- 
tice (e.g, the matching concept). Even 
Sweeney’s price-level accounting pro- 
posals of the 1920s were based on prac- 
tice. According to the author [Sweeney, 
1936, p. xii] the work “has its roots in 
methods that were developed in Ger- 
many and France during the late inflation 
periods in those countries.” There was, 
with the notable exceptions of Paton 
[1922] and Canning [1929], little effort 
devoted to establishing a theory of ac- 
counting.’ Indeed, Chambers [1955a, 
p. 18] claims that except for Paton [1922] 
the word theory was not attached to any 
work in the accounting literature until 
after World War I. 

Taggart describes the general situation 
in 1922 as follows: 


Some of the writers on theory, notably 
Sprague and Hatfield, not satisfied merely to 
describe practice, had earnestly addressed 
themselves to exposition of pure theory; but 
the textbook writers, for the most part, had 
quite naturally concerned themselves pri- 
marily with practice and with not much more 
than an occasional nod toward theory, where 
it seemed to bolster practice. Paton’s Ac- 
counting Theory is concerned only with 
theory; it touches on practice only for illus- 
tration or contrast; and it is quite the oppo- 
site of an apologia for practice, [Foreword in 
the 1962 re-issue of Paton, 1922, p. v.]. 


Canning [1929, p. 160] himself wrote, 
“accountants have no complete philo- 
sophical system of thought about in- 
come; nor is there evidence that they have 
ever greatly felt the need for one"9? 
(emphasis added). 

A potential explanation for the two 
famous departures from the orthodox ac- 
counting thought of the 1920s [Canning, 
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1929; and Paton, 1922] is that both were 
based on doctoral dissertations written 
in economics departments [Zeff, 1978, 
p. 16]. Undoubtedly, both authors were 
influenced heavily by economists as well 
as accountants. Canning himself writes, 
“I need not declare my obligation to 
Professor [Irving] Fisher for the influence 
of his writings upon my thought—that 


obligation appears throughout the whole 


book” [Canning, 1929, p. iv]. 

If Paton and Canning were harbingers 
of a change in accounting thought, we 
would expect to observe a shift in the 
orthodox accounting view during the 
20s, following publication of their books. 
Alternatively, if Canning’s and Paton’s 
views were outliers or aberrations due to 
their economics training, we would ex- 
pect to observe them modifying their 
views towards the orthodox position to 
ensure their survival as accounting aca- 
demics. 

Zeff [1978] presents evidence that 
Paton’s views, at least, moved more 
towards the orthodox view during the 
1920s and 19305, than the orthodox view 
moved towards Paton’s. Thus, it is 
difficult to argue that Paton and Canning 
were representative of a change in the 
accounting literature which influenced 
the passage of the Securities Acts. In- 
stead, we suspect that much of the 
attention which Paton’s and Canning’s 
views received after the Securities Acts 
was a result of the Acts themselves. 

The literature’s concern with practice 


59 The Federal Reserve Board published a 1917 
bulletin (Uniform Accounting) written by Price, Water- 
house & Co. in response to the Federal Trade Commis- 
sion threatening to establish a federal accountant’s 
register, but the bulletin ‘‘consisted of mainly audit pro- 
cedures” [Carey, 1969, pp. 1: 129-135]. 

°° Canning's principal intentions were not to reform 
existing practice or to construct a general theory but 
rather to make “the work of the professional accountant 
more fully intelligible to those in other branches of 
learning" [1929, p. iii]. 
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before the Securities Acts is not sur- 
prising (given our theory). Prescriptions 
based on rationalizations of practice are 
to be expected in an economy in which 
corporate, reporting is not regulated. 
Theorists would base their prescriptions 
for individual firms on the current insti- 
tutional arrangements determining prac- 
tice (i.e., in the terms of the agency or 
stewardship relationships, utility regula- 
tion, taxes, еѓс.). Hence, theory would be 
very concerned with practice. Further, 
because the advantages are to the indi- 
vidual firms, the theorist would not 


require all firms to follow his prescrip- . 


tions, but expect his prescriptions to be 
adopted because of self-interest. The 
theorist would not try to specify account- 
ing principles which all firms should 
adopt. 

As we have noted, the Securities Acts 
were based on the argument that required 
disclosure is necessary to the “public 
interest." The idea was that without 
required disclosure capital markets 
would be less efficient. We do not observe 
this theory being generally advanced in 
the accounting literature prior to the 
Securities Acts.°! 

The justification for required dis- 
closure is that the private incentives to 
adopt accounting prescriptions are in- 
sufficient. Hence, current accounting 
practice cannot serve as a basis for 


. prescriptions. This justification sets ac- 


counting theory free from practice. It 


‚ makes it possible to “build up a theory of 


accounting without reference to the 
practice of accounting” [Chambers, 
1955a, p. 19]. Further, the justification 
caused the SEC to demand such theories. 
Because they were to reform existing 
accounting practice, the SEC commis- 
sioners could not base regulations on 
"practice; they required a theory or a set of 
accounting principles to justify their 
rulings. 
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Zeff [1972, pp. 133-173] documents 
the AICPA's initial search for accounting 
principles and the SEC’s passing the 
responsibility for the determination of 
principles to. the profession in SEC 
Accounting Series Release No. 4 [U.S. 
SEC, ASR 4].9? Zeff also documents the 
search for accounting principles (or 
standards) by the succession of standard- 
setting bodies established by the profes- 
sion. As noted, the SEC exercised control 
over the standard-setting bodies’ search 
for accounting principles. Thus, we ex- 
pect these bodies (like the SEC) to search 
for or demand accounting principles 
which do not describe existing practice. 

We expect accounting theorists, who 
are accustomed to developing rules based 
on practice, to be perplexed by a demand 
for accounting principles not based on 
practice. After the SEC’s call (in ASR 4) 
for accounting principles for which there 
is substantial authoritative support 
[1938], the accounting literature begins 
to discuss the nature of principles [Scott, 
1941; Wilcox and Hassler, 1941; and 
Kester, 1942].95 Further, as theorists 
come to observe less emphasis being 
placed on the practicality of their ap- 
proach, we observe philosophical works 
becoming far removed from practice 


` such as Chambers [1955а, 1955b, 1966], 


\ 
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61 The theory does appear in The Journal af Accoun- 
tancy in October, 1930 (see Hoxsey [1930], but the au- 
thor is not an accounting theorist; instead he is an em- 
ployee of the New York Stock Exchange. The theory also 
appears in the writings of Ripley in the popular financial 
literature in the 1920s (e.g., Ripley [1926]). However, 
Ripley isalso not representative of the financial literature. 

62 ASR 4 stated that “financial statements filed with 
this Commission . . . [which] are prepared in accordance 
with accounting principles for which there is no sub- 
stantial authoritative support, . . . will be presumed to be 
misleading or inaccurate" (emphasis added). ASR 4 
created a demand for some procedure or device to pro-, 
vide “substantial authoritative" support. 

53 Storey [1964, p. 3] supports our contention that the 
Securities Acts were “landmark events” and directly 
related to the search for accounting principles. 
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Mattessich [1957] and Edwards and 
Bell [1961]. 

It is instructive to compare the search 
for accounting principles in the U.S. to 
that in the U.K. where there has not been 
a-government regulatory body with the 
statutory power to prescribe accounting 
procedures [Benston, 1976, pp. 14-30; 
Zeff, 1972, pp. 1-69].°* Until recently 
there has been considerably less “ргор- 
ress” in the U.K. in the search for 
accounting principles [Zeff, 1972, p. 310 
and Shackleton, 1977, pp. 17-21] and 
further, “the English began late" [Zeff, 
1972, p. 310]. The evidence suggests that 
the U.K. search for principles is also a 
response to government pressure which 
arose out of various financial crises 
[Zeff, 1972, pp. 39-40; Benston, 1976, 
pp. 15-17; and Shackleton, 1977, pp. 
17-21]. 

The difference in the timing of the 
search for principles in the two countries 
is reminiscent of the 30-year difference 
in the timing of the general depreciation 
debates in the U.K. and the U.S. That 
30-year difference also coincides with a 
difference in the timing of government 
regulation (i.e., corporate income tax 
laws allowing depreciation as a deduc- 
tion). The difference in timing cannot be 
explained per se by the fact that we are 
comparing two different countries. In the 
depreciation debates, the U.K. led, while 
the U.S. led in the search for principles. 

The discussion in this section has sug- 
gested that much of accounting theory 
(e.g., the concepts of depreciation, ac- 
crual accounting, the application of the 
concept of economic income, and the 
idea that the objective of financial state- 
ments is generally to provide information 
to investors rather than to control agency 
costs), follows government intervention. 
Thus, the evidence is consistent with our 
hypothesis that much of accounting 
theory is the product of government inter- 
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vention and that accounting theory satis- 
fies the demand for excuses. The evidence 
appears to be inconsistent with what we 
have called the “public interest". hy- 
pothesis. Undoubtedly there are alterna- 
tive theories which can also explain the 
timing of the accounting literature. The 
challenge is to those who would support 
those alternative theories to specify them 
and show that they are more consistent 
with the evidence than ours. 


V. CONCLUSIONS 


In our view, &ccounting theories have 
had an important role in determining the 
content of financial statements—al- 
though it might not be the role envisioned 


"by the theorists. Instead of providing “ап 


underlying framework” for the promul- 
gation of "sound" financial reporting 
practices by standard-setting boards, 
accounting theory has proven a useful 
"tactic to buttress one's preconceived 
notions" [Zeff, 1974, p. 177]. While 
accounting theories have always served 
a justification role in addition to informa- 
tion and pedagogic roles, government 
intervention has expanded the justifica- 
tion role. The predominant function of 
accounting theories is now to supply 
excuses which satisfy the demand created 
by the political process; consequently 
accounting theories have become in- 
creasingly normative. 


We are not offering any judgments on. 


the desirability of accounting theories 
fulfilling an excuse role. What we are 
arguing, however, is that given the exist- 
ing economic and political institutions 
and the incentives of voters, politicians, 
managers, investors, efc. to become in- 
volved in the process by which accounting 
standards are determined, the only ac- 
counting theory that will provide a set of 


64 See Sanders [1945] for an overview of the different 
prevailing attitudes in the U.S. and U.K. in the 1940s. 
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predictions that are consistent with ob- 
served. phenomena is one -based on 
self-interest. No other theory, no norma- 
tive theory currently in the accounting 
literature, (e.g., current value theories) 
can explain or .will be used to justify all 
accounting standards, because: 


1, accounting standards are justified 
using the theory (excuse) of the 
vested interest group which is bene- 
fitted by the standard; 
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sues; and gcc m 
3. different vested interest groups pre- 
vail on different issues. 


While a self-interest theory can explain 
accounting standards, such a theory will 
not be used to justify accounting stan- ` 
dards because self-interest theories are 
politically unpalatable. As a conse- 
quence, not only is there no generally ac- 
cepted accounting theory to justify ac-, 
counting standards, there will never be 


2. vested interest groups use different · one. 
theories (excuses) for different is- 
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| Technological Changes and Replace- K 
ment Costs: A Beginning 


Lawrence Revsine 


ABSTRACT: This article considers the issue of technological changes in a replacement 
cost accounting system. When such changes occur and the firm continues to utilize the 
“old” asset, should the replacement cost be measured by reference to the current cost of 
the old asset actually in use? Or, alternatively, should the replacement cost reflect the 
cost of the technologically improved asset that is not now being utilized by the firm? 

The analysis indicates that the two approaches are economically equivalent in many 
circumstances. However, while their information content may be identical, various 
measurement problems exist which tend to make one method preferable to the other 
under certain conditions. These issues are explored in various market settings. 


ONSIDERABLE attention has been 

directed to replacement cost ac- 

counting in the research literature. 
Despite this attention, the question of 
how to reflect technological changes in 
replacement cost systems has been largely 
ignored. This omission is serious since 
the formal introduction of current costs 
into an accounting system immediately 
raises the question of “what current 
cost" is appropriate when technological 


changes have occurred. Should replace- 


ment cost reflect the current cost of 
replacing the existing asset now being 
utilized? Or, alternatively, should re- 
placement cost be measured by reference 
to the technologically most efficient asset 
available, even though the firm does not 
now actually utilize such an asset? Here- 
after, for simplicity, we will refer to the 
replacement cost of the existing tech- 
nology actually being utilized as the 
Oldtech Method; the replacement cost of 
the latest, most advanced technology 
will be termed the Newtech Method. 

One of the principal arguments against 


the Oldtech Method is that used asset : 


prices may not reflect the effects of 
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technological change. Accordingly, the 
Newtech Method is thought by some to 
be necessary in order to incorporate the 
financial impact of technological changes 
in replacement cost statements. But use 
of the Newtech Method leads to the 
inclusion of “hypothetical” or “аз if" 
asset values, depreciation charges, and 
cost savings calculations, since account- 
ing under the Newtech Method is based 
on replacement costs for assets that are 
not actually owned by the firm. Further- 
more, the hypothetical numbers associ- 
ated with the Newtech Method generates 
opposition to this method from those 
who believe that accounting calculations 
should relate to actual, rather than 
hypothetical, events. Clearly, this philo- 
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sophical issue is central to the contro- 
versy regarding the treatment of techno- 
logical change in replacement cost state- 
ments, Е 

This philosophical issue cannot be 
resolved directly. Positions regarding the 
: role of accounting reports are dependent 
on the paradigm and subjective prefer- 
ences of the evaluator; since paradigms 
and preferences are not “correct” or 
“incorect”, the argument at this level is 
endless [AAA, 1977]. Furthermore, we 
cannot utilize normative criteria to reach 


general conclusions, since insofar as 


these criteria are divorced from indi- 
vidual preferences, no such criterion will 
lead to a consistent Generar preference 
[Demski, 1973]. 

The analytical approach used j in this 
paper avoids the unresolvable philo- 
sophical debate. Instead, it' is demon- 
strated that the accounting signals 
generated by the Oldtech and Newtech 


Methods are, in theory, economically: 


equivalent under certain circumstances. 
Therefore, if information processing costs 
are identical and there are no externali- 
ties, the two alternatives can be evaluated 
in restricted settings using certain criteria 
like the minimization of expected mea- 
surement error.’ While general conclu- 
sions are not possible using such criteria, 


we will also see that the range of debate . 


frequently can be narrowed by the use of 
this analytical approach in restricted 
settings. . 


FUNDAMENTAL CONSIDERATIONS. 
Assumptions 


To facilitate the analysis, certain as- | 


sumptions have been adopted in this 


: paper. First, as has been suggested by the _ 


Financial Accounting Standards Board, 
“financial reporting should provide in- 
formation to help investors and creditors 
assess the amounts, timing, and uncer- 
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tainty of prospective net cash inflows to 
the related enterprise” [FASB, 1977, p. 
11]. It is assumed that assessments of 
future income and operating rate of 
return are necessary in achieving this 
objective.. Second, the definition of re- 
placement cost is assumed to be deprival 
value; that is, a "value to the firm" 
approach is adopted.” Third, the discus- 
sion of technological improvements is 
limited to those which result in variable 
cost savings. Other improvements such 
as capital savings and changes in product 
quality are not discussed. 


Abandonment Decisions 


Technological changes do not neces- 
sarily get adopted immediately. Like 
any other capital budgeting option, the 
decision to replace old technology with 
some new improved technology is made 
on the basis of the differential cash flows 
that are expected to result from adopting 
the change. When the annual equivalent 
net cash inflows from immediate replace- 
ment. exceed the annual equivalent net 
cash inflows from replacement at some 
future date, adoption of the technological 
change is economically warranted. 

This relationship provides an eco- 
-nomic explanation for the varying speeds 
with which different innovations diffuse 
throughout the economy. When the 
economic significance of the technologi- 


. cal change is great, the likelihood that the 


differential cash flows for a particular 
firm will be positive is increased; in turn, 
large, positive expected differential cash 


! Tn essence, we will structure a situation in which the 
two technological change alternatives are identical on all 


. dimensions except expected measurement error; hence, 


in this restricted setting, one of the approaches will 
dominate. 

? An asset's “value to the firm" will be its current re- 
placement cost unless this replacement cost is greater 
thar: both the net realizable value and subjective present 
value of the asset. In these latter cases, “value to the 


' firm" is the greater of net realizable value or subjective 


value. See Parker and Harcourt [1969, p. 18]. 


à 
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flows increase the speed with which im- 
proved technology will be adopted. On 
the other hand, less significant changes 
make the expected differential cash flows 
smaller and reduce the rate of adoption; 
i.e., When the economic incentive is small, 
firms may defer replacement until the 
expiration of the old asset's physical life. 

Viewing innovation adoptions as a 
capital budgeting decision emphasizes 
the importance of the problem of ac- 
counting for technological changes. This 
perspective indicates that it is not “ir- 
rational" or. "inefficient" for firms to 
continue using old equipment once a 
technological change has taken place. On 
the contrary, slow adoption of techno- 
logical changes should be expected in 
certain cases thereby increasing the likeli- 


hood that the old and new technologies : 


could exist simultaneously among differ- 
ent firms. This, in turn, increases the 
frequency in which the Oldtech versus 
Newtech issue arises. 


Factor Substitutability 


For a firm that has not adopted a 
particular technological change, the Old- 
tech Method computes balance sheet and 
income statement numbers using the 
market replacement cost for the “old” 
(technologically inferior) assets actually 
employed by the firm. This is the treat- 
ment that Edwards and Bell recom- 


mended [1961, p. 186n; pp. 285-287]. 


Some critics of the Oldtech Method have 
argued that this use of current prices for 
the old assets ignores the impact of the 
technological change on the operations 
and prospects of the firm. For example, 
one author [Lemke, 1976, p. 39] main- 
tains: 

If [asset carrying values and depreciation 

were based on the replacement cost of an 

identical asset rather than on a technologi- 


cally improved one] accountants would find 
themselves incorporating into the accounts 
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the current purchase cost and related depre- 
ciation of an obsolete asset that the company 
has no intentioa of purchasing—the income 
figure would represent an obsolete technology 
not to be continued. 


In this same vein [Parker and Harcourt, 
1969, p. 19]: 


It is essential therefore to interpret current 
replacement cost not as the cost of replacing 
the actual physical asset used by the firm but 
as the cost of currently acquiring the services 
provided by the asset. 


Similar views on the Oldtech Method 
ignoring (or to some, incorrectly reflect- 
ing) technological change have appeared 
elsewhere [Paton and Paton, 1952, p. 325; 
Prest, 1969, p. 303; Lemke, 1966, p. 38], 
and these views were cited (without com- 
ment) by the FASB [1976, p. 200]. This 
position was also strongly expressed at 
several public meetings of the Securities 
and Exchange Commission's Advisory 
Committee on Replacement Cost Imple- 
mentation.? These comments arose dur- 


ing formal discussions to consider. 
whether the Oldtech Method should be : 


permitted in Accounting Series Release 
No. 190 disclosures. Subsequent inter- 
pretations specified that these data be 


measured using the Newtech Method 


[SEC, 1976b, para. 1, d]. The assertion 
that the Oldtech Method ignores techno- 
logical change prevailed, and this method 
was explicitly rejected by the SEC except 
under precisely delineated, narrow cir- 
cumstances [SEC, 1976b, para. 6, f]. 

This assertion, however, is clearly at 
variance with economic theory and avail- 
able evidence about asset markets. 
Rather than ignoring technological 
changes, the prices of technologically 
inferior assets must fully reflect the im- 
pact of such changes in a complete and 


? Meetings of the Advisory Committee on Replace- 
ment Cost Implementation, May 18, 1976 and June 29, 
1976, Washington, D.C. 


^ E 
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frictionless market. If this were not the 
case, “old” assets would be mispriced in 
a relative sense and the market for these 
assets would not clear. In other words, 
after a technological change takes place, 
the “old”: and “new” assets are substi- 
tutes for one another.* For example, in a 
manufacturing setting, the "old" and 
“new” assets may each provide a different 
technology for creating an identical final 
product; however, the “new” technology 
may be more efficient. When the intro- 
duction of a new machine changes the 
cost of production, the price of the old- 
technology assets must adjust. This ad- 
justment arises because the cross-elas- 
ticity of demand between old and new 
‘assets devoted to a similar use is greater 
than zero. 


More precisely, let: 


G,=marginal physical product of the 
old asset 

G,= marginal physical product of the 
new asset 

P, — price of the old asset 

P, — price of the new asset. 


Then in equilibrium, the following rela- 
tion? must hold: 

P, P 

\ 0 а Lr 

G, G, (1) 
To illustrate why, let us assume that the 
relation in Equation (1) does not hold 
across all firms immediately after the 
introduction of the new more efficient 
asset. Specifically, assume that the price 
for old assets does not initially change; 
thus 

Р Р 


=e m 


G, С, 


This relative mispricing sets certain mar- 
ket forces into motion which continue 
until each firm is able to restore the rela- 
tion specified in Equation (1). Specifically, 
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the technological change will shift the 
entire demand schedule for old assets to 
the left. Ceteris paribus, this shift in de- 
mand will cause firms to reduce their 
utilization of the old. asset and simul- 
taneously cause P, to fall. Because of the 
principle of diminishing marginal returns, 
this reduced utilization of the one factor 
in the short run will cause G, to increase. 
These adjustments in price and utiliza- 
tion of the old asset will stop only when 
prices have fallen sufficiently to allow 
each firm to employ the asset in accord- 
ance with the relation in Equation (1). 
Once this adjustment takes place, it is 
clear that the old asset price will fully 


reflect the technological change. 


Furthermore, if there are no size or 
other barriers to entry, and if the assets 
involved are perfect substitutes and all 


* As an illustrative case, see Gumpert [1974, p. 24]. 
Green and Sorter [1959] referred to the substitutability 
case as "partial obsolescence.” Their proposal for ac- 
counting for partial obsolescence was probably the first 
to develop the Oldtech Method in the accounting 
literature. . 

5 This is equivalent to saying that the marginal costs of 
the two assets must be equated. To illustrate, let 


Ax Ax 
= G = 
G, | and G, 5 





, 


where Ax —change in output of final product, and Ар, 
and AD,=change in the proportionate utilization rate 
of the old and new assets, respectively. Then, by substitu- 
tion into Equation (1): 
(P,)(AD,)  P,(AD,) 
Ax Ax a) 
Sirce each side of the equation represents a marginal 
cost, Equation (1) is equivalent to equating marginal 
costs. 
6 Solomons [1962] reaches a similar conclusion using 
a somewhat different type of analysis. Green and Sorter 
[1959] used this relationship between the old and new 
assets as the basis for their partial-obsolescence adjust- 
ment to the carrying value of the old asset, although they 
did not assume that old asset prices would necessarily 
adjust in this manner. This price relationship has also 
been utilized previously in a replacement cost setting. 
For example, it is implicit in a prior study of the predic- 
tive ability of replacement costing during periods of 
technological change [Revsine, 1973, pp. 154-162] and 
in a development of functional pricing [Weil, 1976]. 
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assets are perfectly divisible, then the 
actions of each firm in striving to achieve 
the Equation (1) relationship for its own 
production process implies still another 
relationship. Specifically, when a firm 
has adjusted its utilization of assets in 
order to establish the equality reflected 
in Equation (1), then the prospective 
rate of return on each asset is also 
identical. Economists have cited this 
adjustment process as being one of the 
reasons why oligopolistic industries have 
tended to resist certain technological 
changes. Since most new processes will 
eventually be adopted by competitors, 
the rate of return for an innovating firm 
may be no higher once an innovation has 
been widely adopted; i.e., rates of return 
will tend to- be equalized." However, 
where there are entry barriers and/or 
limitations on substitutability and divisi- 
bility, then prospective rates of return 
will probably differ. Accounting for 
technological changes when such fric- 
tions exist will be discussed in a later 
section. In the immediately following 
section, we assume that frictions inhibit- 
ing asset mobility are totally absent. 


THE OPTIONS ILLUSTRATED 
Frictionless Markets 


A simple example will show how the 
two approaches for reflecting technologi- 
cal change differ. Assume that a firm has 
just purchased an asset on December 31, 
19x0. This asset cost $6,000, has a 
three-year life, no salvage value, and 
promises to generate annual net cash 
operating flows of $2,412.74. This is 
equivalent to a 10 percent internal rate 
of return. | 

-Further assume that on January 1, 
19x 1, a new improved asset is intro- 
duced. This technologically improved 
new asset is material-saving; the same 
level of final output is manufactured 
using a smaller amount of variable input. 
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A portion of this saving is passed on to 
consumers in the form of a lower selling 
price for the final product. The combined 
net effect of greater input efficiency and 
lower selling prize raises the expected net 
cash operating inflows from $2,412.74 to 
$2,493.16 per year for adopters.of the 
new technology. If we further assume 
that the equilibrium return remains at 10 
percent, the price of the technologically 
improved new machine is $6,200. 

Since the technological change has 
caused a fall in the selling price of final 
output, users of the old asset will find 
themselves selling the previous quantity 
of output at a lower price. Assume that 
this lower level of net cash operating 
inflows is $2,332.31 per year. Recall that 
the price of the old machine was $6,000. 
This price must now adjust since, at the 
old $6,000 price, the expected return is 
below the 10 percent return promised by 
the technologically improved substitute 
asset. Consistent with the adjustment 
process in complete and frictionless 
markets, we assume that the adjusted 
price for the old asset equates the pro- 
spective return on the old asset with the 
10 percent prospective return on the new 
asset. Using these assumptions, the mar- 
ket price of an old asset with a. three-year 
remaining life will fall to $5,800; thus is 
the present value of the expected net 
operating flows of $2,332.31 per year 
discounted at a 10 percent rate. 

We will now compute income on both 
the Oldtech and Newtech Methods for 
the three years of the asset's life. Since the 
relationship between the two methods is 
most easily seen when present-value de- 
preciation is used, the example will em- 
ploy that depreciation method, despite 
its virtual neglect in actual. practice. 
Table 1 illustrates the Oldtech computa- 


7 For a discussion of this point, see Blair [1972, EP. 
232-233]. 
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tion of both present value depreciation 
and net income for the firm that bought 
the “old” asset on December 31, 19 x 0. 
Since the firm actually utilizes the “old” 
asset, the Oldtech Method computes the 
financial statement numbers by reference 
to the operating performance of the 
existing technology currently in use, i.e., 
the “old” asset. For simplicity, we assume 
that the operating inflows anticipated on 
January 1, 19x 1 (i.e., immediately after 
the introduction of the technologically 


improved new asset) are equal to the . 


realized cash inflows in each period. 

In this straightforward case where 
actual cash inflows equal anticipated 
inflows, the reported period-by-period 
operating return on the start-of-period 
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TABLE 1 
OLDTECH METHOD 
^ Depreciation Computation (“old” asset) 19x1 19x2 19x3 
Book value at start of year" 
(1/1/ x1 price minus accumulated depreciation) $5800.00 $4047.69 $2120.15 
Expected net cash operating inflows $2332.31 $2332.31 $2332.31 
Income (107; of beginning-of-pericd book value) 580.00 404.77 212.16t 
Present value depreciation $1752.31 $1927.54 $2120.15 
Income Statement: 
Realized net cash operating inflows $2332.31 $2332.31 $2332.31 
Depreciation (as above) (1752.31) (1927.54) (2120.15) 
Net operating income $ 580.00 $ 404.77 $ 212.16 
Operating rate of return on beginning-of-period 
book value 580.00 404.77 212.16 
109 ш = 
5800.00 % 4047.69 10% 2120.15 10%1 
Holding gain (loss) (200) — — 
"Total replacement cost rate of return 
on book value 380.00 404.77 212.16 
= 6.59 = 10° = 109 
5800.00 ° 4047.69 % 2120.15 oet 
* If we assume a perfect, frictionless market for productive assets, this book value would be equal to the actual 
market value. 
* Rounding error. 


asset book value is always 10 percent, the 
equilibrium return. (Following the as- 
sumption made at the start of the paper, 
we focus on the operating return, since 
this is assumed to be consistent with the 
FASB’s emerging emphasis on providing 
information regarding prospective long- 
run cash inflows.) 

Next we will compute present-value 
depreciation and net income for this 
same firm using the Newtech Method, as 
defined by the SEC. The SEC mandated 
a supplemental disclosure approach. In 
adopting the Newtech Method, ASR No. 
190 required firms to disclose the asset 
carrying values, depreciation, and (in 
certain circumstances) cost savings that 
would exist if the new technology were 
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TABLE 2 
NEWTECH METHOD 
Depreciation Computation (" new" asset) 19x1 19x2 19x3 
Book value at start of year* 

(1/1/ x 1 price minus accumulated depreciation) $6,200.00 $4.326.84 $2,266.36 
Expected cash inflows from new asset 2,493.16 2,493.16 2,493.16 
Income (10% of beginning-of-period book value) 620.00 432.68 226.801 
Present Value Depreciation 1,873.16 2,060.48 2,266.36 

Income Statement : . 
Realized net cash operating inflows—“old” asset $2,332.31 $2,332.31 $2,332.31 
Cost savings that would arise from 
using “new” asset 160.85 160.85 160.85 
$2,493.16 $2.493.16 $2,493.16 
Depreciation (as above) (1,873.16) (2,060.48) (2,266.36) 
Net operating income $ 620.00 $ 432.68 $ 226.80 
Operating rate of return on beginning-of-period 
book value $620.00 $432.68 $226.80 
=109 10? ——— = 1 
6200.00 ^ 4326.84 % 2266.36 0% 


Operating return after “wash entries" for 
depreciation and cost savings are 
eliminated and after subtracting asset 
offset (See Appendix) 


620— 160.85 + 120.85 


=10%t 


432.68 — 160.85 + 132.94 
6200 — 400 — 1752.31 


6200 — 400 
=10% 


226.80 — 160.85 + 146.21 


6200—400—175231—192754 1°! 





+ Rounding error. 


* If we assume a perfect, frictionless market for productive assets, this book value would be equal to the actual market 


value. 


i The 19x 1 return computation does not include the numerator effect of the “holding loss" since the debit for this 
item is treated as a direct offset to equity. This is consistent with the SEC’s reluctance to treat xd gains or losses 


as income statement items. 


utilized. Complete replacement cost state- 
ments were not required.® For this 
reason, our analysis concentrates on the 
numbers that can be derived directly 
from the partial SEC disclosures, espe- 
cially the operating return. 

Table 2 shows the results for the 
Newtech Method using the piecemeal 
approach mandated by tbe SEC. Certain 
of these numbers are measured by refer- 
ence to the “new” asset, despite the fact 


\ 


that the firm actually utilizes the “оа” 
asset in its operations. 


As an example, operating cost savings 


must be incorporated explicitly into the 
computations under the Newtech 


5 Surprisingly, there is little in the literature describing 
complete replacement cost statements using the New- 
tech Method. Since the SEC did not specify how such 
statements should be prepared, we are forced to “invent” 
illustrative journal entries in the Appendix. This should 
not, however, be interpreted as an endorsement of the 
Newtech Method. 
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Method. The reason is that the firm is 
actually using the “old”, inefficient asset 
and recognizing that asset’s lower cash 
inflows; however, the depreciation de- 
duction is based on the “new”, efficient 
asset. This doubly penalizes the non- 
adopting firm; i.e., it includes the ineffi- 
ciencies of the old asset in the cost of 
goods sold number and includes the 


higher cost of the efficient machine in the 


depreciation number.? In order to make 
the two computations consistent, cost 
savings that would arise if the new tech- 
nology were actually utilized are added 
back to the actual cash operating in- 
flows.!? | 

Tables 1 and 2 do show that the abso- 
lute size of the balance sheet and income 
statement numbers generated by the 
Oldtech versus Newtech Methods indeed 
differ. These differences are probably 
what motivated some observers to dis- 
criminate between the options and 
favor one over the other. But clearly, 
absolute numbers do not tell the whole 
story. Tables 1 and 2 also show that the 
percentage operating rate of return is the 
same on each basis, and, when present 
value depreciation is utilized, is equal to 
the internal rate of return generated by 
each asset.!! In other words, both op- 
tions reflect the same underlying oper- 
ating rate of return. Furthermore, this 
rate-of-return equivalence will always 
exist so long as the underlying technolo- 
gies are appropriately priced in a relative 
sense. If each firm strives to utilize the 
respective technologies in accordance 
with the relation in Equation (1), their 
collective action will eSsentially equili- 
brate the rates of return in complete and 
frictionless competitive markets. This 
equilibration, in turn, means that in such 
markets, the Oldtech and Newtech Meth- 
ods will also reflect the underlying oper- 
ating rate of return equivalence.!? 

These computations demonstrate that 
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in complete and frictionless markets the 
Oldtech Method clearly does not ignore 
the effects of technological change.!? 
This, of course, is somewhat contrary to 


9 This “double penalty" approach represents the 
method adopted in the Sandilands Report. In that ap- 
proach, non-current assets (other than land and build- 
ings) are measured for balance sheet purposes by taking 
their original cost and adjusting this cost by an industry 
index that purports to represent changes in the price of 
assets utilized by that industry. [Inflation Accounting 
Committee, 1975, pp. 172-175] Despite efforts to isolate 
the price effects of technological change in constructing 
such indexes, these attempts are not always successful. 
Since the index is applied to all assets, old assets that 
have not experienced the technological change will also 
be written up. Insofar as the price effects of technological 
change have not been completely eliminated, this would 
increase the depreciation charge unduly and lead to an 
inconsistency between the technological basis presumed 
in computing cost of goods sold and depreciation. For 
an excellent discussion of this point, see Lemke [1976]. 

10 This is the approach adopted by the SEC [1976c, 
para. 1, e]. However, the Commission permits these cost 
savings to be offset against the required cost of goods 
sold disclosure only if they are “reasonably assured and 
quantifiable within reasonable limits." Otherwise, only 
the potential existence of the estimated savings can be 
disclosed, and the primazy cost of goods sold and de- 
preciation disclosures will incorporate the inconsistency 
between the technological bases. 

An alternative means for eliminating the “double 
penalty" is proposed by the U.K.’s Accounting Standards 
Committee [1976]. In this approach, the present value 
of the estimated cost savings would be deducted from 
the index-determined "cost" of the old asset. This deduc- 
tion would presumably make the periodic depreciation 
charges consistent with the technological basis that is 
assumed in the cost of goods sold computation. 

While the effect of this proposal is similar to the SEC's 
cost savings approach, the adjustment technique in Ex- 
posure Draft No. 18 is specifically prohibited by the 
Commission [SEC, 1976, para. 1, e]. 

11 f straight-line depreciation were used in this case, 
the rates of return on each basis would change from 
year to year, but would, in any given year, still be the 
same for both the Oldtech and Newtech Options. The 
rates would be: 19 x 1, 6.88% ; 19 x 2, 10.32%; and 19 x 3, 
20.66% 

12 Notice that the Oldtech Method’s total replace- 
ment cost return (after holding losses) is below 10 percent 
in 1x1. In this case, the holding loss reflects the nega- 
tive impact of the technological change on the future 
net cash operating inflows of firms utilizing old assets, 
Whether holding losses induced by technological changes 
always co-vary with expected future operating flow 
changes is discussed in Revsine [1973, pp. 154-162]. 

13 A related conclusion was reached in a previous 
study that evaluated the theoretical predictive ability of 


. replacement cost systems during periods of technological 
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many previous literature references on 
this subject.. Indeed, the two options 
generate equivalent results on an oper- 
ating rate-of-return basis. This equiva- 
lence, in turn, reflects the underlying 
relationship that must exist under com- 
petitive equilibrium conditions for sub- 
stitute inputs. Thus, in complete and 
frictionless input markets during periods 
of technological change, replacement 
cost systems will generate essentially 
equivalent percentage results whether 
the market price of existing assets is 
utilized or whether the market price of 
new assets is utilized in conjunction with 
associated opportunity cost savings. 


Availability of Asset Prices 


The technological change controversy 
in replacement cost statements relates to 
the philosophy of the resultant state- 
ments; ie. should the statements in- 
corporate “hypothetical” technology 
(Newtech) or the technology actually 
being utilized by the firm (Oldtech)? The 
previous analysis indicated that in certain 
simplified situations, the signals gener- 
ated by each option are economically 
equivalent. This characteristic may be 
used, therefore, to avoid an irresolvable 
philosophical debate and make some 
tentative policy recommendations in se- 
lected situations. 

For example, having established the 
economic equivalence of the accounting 
signals in a given situation, 1f we assume 
further that there are no differences in 
information-gathering or processing 
costs between the Oldtech and Newtech 
Methods, then the criterion of measure- 
ment error minimization can be used to 
narrow the range of debate. In other 
words, if the two options are similar in all 
respects but one, then that one divergent 
dimension may be utilized as the choice 
criterion in restricted settings. 

In utilizing this analytic approach, the 
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critical consideration is the degree to 
which market prices for “old”, used 
assets are available. Used asset markets 
l are surprisingly well developed for many 
types of industrial equipment and ma- 
chinery. Numerous dealers and well- 
organized informal markets exist for a 
wide range of general purpose manufac- 
turing components and for many more 
specialized items where the demand is 
sufficiently deep. Thus, market prices for 
the “old” assets currently in use will fre- 
^ quently be available by reference to used 
equipment dealers' price lists and similar 
sources. +4 
When market-determined prices for 
used assets are available, then the num- 
bers required to operationalize the Old- 
tech Method appear to be more readily 
determinable and thus subject to less 
measurement error (i.e., misstatement of 
the underlying economic return) The 
reason is that the Oldtech Method re- 
quires only operating flow and deprecia- 
ation data that would be easily obtainable 
by reference to available used asset price 
sources. But the Newtech Method neces- 
sitates, in addition to operating flow and 
depreciation data, computations of the 
cost savings that would accrue if the new 
technology were actually implemented in 
the organization now utilizing the old 
technology. Clearly, these cost savings 
numbers are not readily available from 
known market sources; instead, they are 
"as if" numbers that must be computed 
individually in each specific setting. This 
use of the Newtech Method introduces 
the need for estimates and approxima- 
tions that are unnecessary when the 


change. See Revsine [1973, pp. 154-162]. Weil [1976, 
pp. 100-101] also recognized this point and briefly out- 
lined certain implications in a functional pricing setting. 


14 For example, used asset prices were readily avail- - 


able for approximatety 60 percent of the book value of 
equipment for a test company in a study sponsored by 
the American Institute of Certified Public Accountants. 
See McKeown [1974], and Revsine, [1974]. 


T 


Revsine 


Oldtech Method is used. In other words, 
the possibilities for measurement error 
are greater using the Newtech Method in 
these circumstances. 

Further measurement error possibili- 
ties exist under the Newtech Method 
when the capacity of the "new" tech- 
nology is greater than that of the “old.” 
This capacity differential requires that 
the balance sheet replacement cost, de- 
preciation, and cost savings numbers on 


the Newtech Method be scaled down in 


proportion to the smaller capacity repre- 
sented by the “old” asset. This scaling is 
difficult to do,! and it seems much 
simpler to avoid all of these difficulties by 
utilizing the readily available used asset 
prices which obviously require no scaling 
since these prices relate to the actual 
assets being utilized. Indeed, the esti- 
mates necessary under the Newtech 
Option probably constitute one of the 
primary causes for the subjectivity criti- 
cisms directed against the SEC-man- 
dated replacement cost disclosures.*® 

On the other hand, when market- 
generated actual prices for used assets 
: are not readily determinable, the Oldtech 
Method also becomes difficult to oper- 
ationalize. To do so requires estimates of 
the replacement cost of technologically 
inferior assets in their current condition. 
When market-determined prices are un- 
available, estimates of these prices must 
be developed in various ways. But these 
estimates gre subject to much imprecision 
and consequently introduce the possibil- 
ity for measurement error. For example, 
one method for approximating the miss- 
ing used asset price is to index-adjust the 
original historical cost. These indexes are 
constructed by reference to the prices of 
new, replacement assets. But replacement 
assets are usually technologically im- 
proved, and the new asset price often 
includes a portion attributable to this 
improvement. Clearly, however, no part 
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of the technological change applies to the 
old.asset, and any price effects arising 
from technological change should be 
excluded from the index used in applying 
the Oldtech Method.!" To do this, it 
becomes necessary to estimate the price 
effects of the technological change and 
eliminate this effect from the index- 
adjusted original cost.18 While the com- 
pilers of U.S. Government indexes strive 
to make such adjustments, it is generally 
believed that technological and other 
types of quality change “imparts more 
error into price measurement than does 
any other single source" [Triplett, 1975, 
p. 30]. 

To summarize, it is clear that, in theory 
at least, both technological change meth- 
ods can generate equivalent economic 
signals. But when the criterion of mini- 
mizing measurement error is introduced, 
choices between the two options some- 
times become possible. These choices 
depend upon the availability of actual 
market prices for the old technology 
assets currently in use. When market- 
determined used asset prices are indeed 
available, expected absolute measure- 
ment error appear to be smaller under the 
Oldtech Method, and this would become 
the preferred option using this criterion. 
However, this advantage disappears 
when market-determined used asset 


15 Because of the problems of implementing the New- 
tech Option when there are capacity differences, the SEC 
has been forced to invent an extremely detailed series of 
rules to determine the conditions under which “new” 
asset costs must be scaled. Furthermore, if conditions 
require scaling for capacity differences, then additional 
rules for determining the type of scaling (ie, linear 
versus non-linear) are also necessary. See SEC [1976d, 
para. 6 k]. 

15 For a survey of corporate disclosures and caveats 
in this area, see Arthur Andersen & Co. [1977]. 

17 The failure to do this constitutes one of the alleged 
deficiencies of the Inflation Accounting Committee re- 
port [1975]. See footnote 9 above. 

13 This approach is recommended by the О.К 
Accounting Standards Committee [1976]. See footnote 
10 above. 
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prices are not available. In these circum- 
stances, non-market based estimates are 
necessary under either approach when- 
ever a firm continues to employ the old 
technology. As before, the Newtech 
Method .would require capacity scaling 
computations and estimates of cost sav- 
ings, while the Oldtech Method would 
require estimates of that portion of the 
total index-determined price change 


‘which is attributable to technological . 


improvement. Thus, neither method 
dominates using the measurement error 
criterion when there are no actual market 
-prices for used assets. 


MARKET FRICTIONS—RATE-OF- RETURN 
DIFFERENCES 


-Analyzing the alternative technological 
change options in complete and friction- 
less markets is instructive since it high- 
lights the underlying equivalence of the 
Oldtech and Newtech methods under 
ideal conditions. This is helpful insofar as 
it clarifies previous misunderstandings 
that have appeared in the academic 
literature. As such, this approach pro- 
vides a simplified framework for clarify- 
ing a long-standing debate. In such 
settings, the Oldtech Method generates 
numbers that reflect the replacement cost 
rate of return from utilizing the oid 


technology. The Newtech Method indi- | 


cates the return that would exist if the 
new technology were employed. Where 
the rates of return on both the old and, 
new technology are equal, each method 
will obviously reflect the same rate of 
return. For this reason, the choice be- 
tween the methods hinges on factors like 
the availability of objective data for 
implementation, rather than on (non- 
existent) differences in the reported re- 
turn. І 
Clearly, however, complete and fric- 
tionless markets do not invariably exist 
in practice. For this reason, it is unrealis- 
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tic to limit the analysis.to such economic 
settings, since there will also be circum- 


stances in which the prospective rates of: 


return on the old versus the new tech- 


nology will not be identical. In these 


situations, the two options will generate 


different replacement cost numbers in. 
-both absolute and relative terms, and the 


choice is thus potentially more signifi- 
cant. 

In this section, we examine situations 
in which the prospective returns are not 
identical. Five potential causes for differ- 
ential ex ante returns are discussed: 1) 


. entry restrictions, 2) snob effects, -3) 
: multiple-use assets, 


4) quality uncer- 
tainty, and 5) replacement unjustified. - 
Entry restrictions. One cause for differ- 
ences in the prospective rate of return 
from employing the new versus the old 
technology is the existence of various 


entry restrictions. For example, the new . 


technology may require a scale of opera- 
tion that is beyond the capabilities of 


.some of the smaller firms. This entry 


restriction may tend to perpetuate re 
differences. Alternatively, the innovatil: n 
may originate from one of the produce 
of final output (rather than from the 
capital goods industry), and this producer 
may capture all of the return benefits of 
the technological change via patent entry 
restrictions. This would transform the 
innovator into a quasi-monopolist or at. 
a minimum provide the innovator with a 
lasting cost advantage. Indeed, consistent 


with Kamien and Schwartz [1970], these 


monopoly utilization possibilities in- 
crease the incentive to invent and in- 
crease the likebhood of these rate of 
return differentizls where such conditons 
exist. 

In these situations, the choice бешен 
the Oldtech and Newtech Methods is 
straightforward. The entry restrictions 
preclude firms now utilizing the old 
technology from switching to. the new 
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technology. Therefore, were the Newtech 
Method employed, the resultant financial 


. . Statements would depict a rate of return 


that is actually unattainable by those 
‘firms. In short, where rate of return 
differentials exist because of entry re- 
strictions, only the lower return from the 
old technology is attainable by the re- 
stricted firms, and only the Oldtech 
Method is appropriate. . 

Snob effects. There are plausible cir- 
cumstances іп which. the prospective 
return on the old technology may actually 
exceed the prospective return on the 
new technology. Nevertheless, some pro- 
ducers may deem it to be important from 
a marketing perspective to employ the 
latest available technology.!? When this 
“snob effect” is widespread, prospective 
purchasers may actually have to be in- 
duced to buy the old technology. Market 
forces. will automatically precipitate the 
adjustment. That is, if the “snob effect" 

- exists, the market for old assets will not 
clear-at a price which equilibrates pro- 
spective returns on the old versus the new 

"assets. This -excess will induce price 
reductions until.a new, higher prospec- 
tive return from employing the old asset 
at the lower price is сеп to clear- the 
market. 

When a firm continues to utilize an old 
asset under these conditions, it indicates 
one of two things: either the firm is 
impervious to the snob effect or the return 
differential is sufficient to induce utiliza- 
tion despite this effect. Both of these 
interpretations seem to favor the use of 
the Oldtech Method. 

On the other hand, the return differen- 
tial might be specious. This could arise 
when the snob effect actually carries over 
into consumer behavior, but the incre- 
mental sales from using the new tech- 

. nology are too difficult to estimate. If 
: consumers prefer to deal with firms that 

employ new technology, then the incre- 
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mental sales that may arise from switch- 
ing to the new technology ought to be 
estimated and included in the Newtech 
computations. Since it often will be 
difficult to make these estimates, the 
Newtech Method could depict erroneous 
data regarding the underlying operating 
rate-of-return.?? 

Multiple-use assets. Another situation 
exists in which the old and new technol- 
ogies may promise different returns. 
For example, consider a case where the 
old technology is special purpose-equip- 
ment suited only to Industry A, while the 


_ new technology is potentially usable by 


several other industries in addition to 
Industry A. If these other industries 
possess higher risk and are the dominant 
users of the new asset, the asset's price 
may be low enough to afford these other 
industries the higher risk-adjusted return 
that they seek to achieve; at this low 
price, the prospective return on the new 
technology may be higher than on the old 
technology for Industry A. Furthermore, 
if these assets are not perfectly divisible, 
this rate-of-return difference on the two 
assets might persist for some period.?! 


1? For example, Gumpert [1974], cites a case where a 
bank “wanted the reputation of having the most up-to- 
date equipment" and actually paid a Jarge premium to 
buy a new technology computer when an old model with 
substantially similar capabilities for the bank's intended 
use was available at a much lower price. 

20 Notice that this revenue omission might extend 
beyond “snob effect” cases. This raises the possibility 
that Newtech Method computatiqns could necessitate 
adjustments for omitted revenues’ in addition to the 
previously discussed cost savings. In addition to “snob 
effect” cases, revenue omissions might arise, for example, 
when the technological change discernibly alters the 
characteristics of final output and this alteration changes 
the expected total revenues from those currently re- 


-ceived from the old technology. 


21 This case raises many questions since it implies 
tempordry disequilibrium. In theory, of course, the 


prospective return differential eventually should drive 
‘down the price of the old technology assets and make the 


Oldtech rate-of-return equal to the Newtech return. 
Nevertheless, this case has been included for complete- 
ness since there may be institutionally specific frictions 
that inhibit equalization of returns in particular cases. 
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When these types of return differentials 

exist between old and new assets, which 

. technological change option should be 
used in a replacement cost system? 

, There appears to be no definitive basis 

for choosing between the Oldtech and 


Newtech Methods in this case. Each © 


option can be supported. For example, 
one view is that accounting should depict 
existing economic circumstances and not 
make assumptions about future asset 
acqusitions. Those who subscribe to this 
view undoubtedly will argue for the Old- 
tech Method, since this method depicts 

. the return from the assets actually being 
utilized. 

Another view is that when prospective 
returns differ, the existing return on the 
old assets is transitory. Under this view, 
the long-run return that will exist when 
replacement actually takes place should 
be reflected. This view is consistent with 
the Newtech Method. It is interesting to 
note, however, that in this case the New- 
tech Method could report a higher return 
than the Oldtech Method. While this is 
not a general result for these situations, 
it does underscore the fallacy inherent in 
the "conventional wisdom" arguments 
against the Oldtech Method. That is, the 
Oldtech Method not only incorporates 
the effects of technological change, but it 
also could sometimes lead то lower re- 
ported returns than the Newtech Method. 

Quality uncertainty. Different prospec- 
tive returns may exist for the old versus 
the new technology assets because of an 
asymmetry in available information. This 
perspective was first developed by Akerlof 
[1970] and is generally referred to as the 
"quality uncertainty problem." Since 
buyers do not have sufficient information 
to differentiate among assets on the basis 
of quality, both “good” and "bad" assets 
may tend to sell at the same price because 
of sellers’ (mis)representations. For this 
reason, “good” used asset prices may not 
be commensurate with their quality and 
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thus rates of return may not be equalized 
across old and new technology assets. 
This situation is similar to the multiple- 


‘use assets case, immediately preceding, 


in the sense that no clear preference be- 
tween Oldtech and Newtech emerges. 
The issue can be decided only by appeal- 
ing to subjective preferences based upon 
individual feelings towards the question 
of including hypothetical assets in finan- 
cial statements versus limiting statement 
data to assets actually owned.?? 

A more extreme result of quality un- 
certainty is that the market for used 
assets may cease to exist entirely. In cases 
where the market for the old assets is non- 
existent, neither method dominates. Mea- 
surement errors under the Oldtech Meth- 
od would arise from index adjustments or 
other methods for trying to estimate the 
non-existent Oldtech price; measure- 
ment errors under Newtech Method 
would arise from cost savings and capac- 
ity scaling estimates. 

Replacement Unjustified. Whenever re- 


placement of the existing asset is eco- . 


nomically unjustified, prospective rates 
of return on the old and the new assets 
will obviously differ. Replacement may 
be unjustified because an extreme tech- 
nological change may profoundly alter 
the production process or final product 
characteristics. Continued utilization of 
assets in place may be warranted under 
these circumstances; however, acquisi- 
sition and set-up costs may be so high in 
relation to the inflows that the market for 
used assets would be destroyed. 

In this situation, the relevance of the 
Oldtech replacement cost has frequently 
been challenged in the literature. The 
challenge usually takes the form that 


22 It should be pointed out that the existence of prod- 
uct guarantees tend to counteract this aspect of qualitv 
uncertainty. Such guarantees are commonly offered by 
dealers in certain types of used industrial equipment. 
When guarantees are available, this aspect of quality 
uncertainty js reduced and return differentials may dis- 
appear. 
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some (usually ‘unspecified) normative 
reporting criterion would be violated if 
the Oldtech price were used. Indeed, this 
is precisely the argument that appears.to 
be the primary motivation for certain 
Newtech proposals. Parker and Har- 
court [1969, pp. 17-19], provide one 
example. 

It is important to understand that Old- 
tech and Newtech are not necessarily 
exhaustive alternatives. The potential 
inappropriateness of Oldtech costs in 
certain circumstances does not neces- 
sarily justify the use of Newtech costs. 
That is, a third option—e.g., the higher 
of net realizable value or present value— 
may be preferable to both Oldtech and 
Newtech in these situations. In other 
words, in cases where replacement is 
unjustified, it is the use of replacement 
cost in any form that is under debate 
rather than the selection of a particular 
replacement cost like Oldtech or New- 
tech. 


CONCLUSIONS 


Analysis indicates that the two tech- 
nological change options are economical- 
ly equivalent under many circumstances. 
Specifically, where market forces act to 
equilibrate the ex ante return on old and 
new assets, the Oldtech and Newtech 
methods will lead to identical accounting 
numbers on a rate-of-return criterion. 
Thus, in the absence of measurement 
errors, either method can portray accu- 
rately the effects of technological change 
in a replacement cost system. 

However, various measurement prob- 
lems exist which tend to make one 
method preferable to the other under 
certain conditions. For example, the 
Newtech Method requires cost savings 
estimates and—where the capacities of 
the old and new assets differ—scaling 
computations. Since there are no market 
determined numbers on which to base 
these adjustments, the Newtech Method 
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necessitates subjective estimates. Because 
of these estimates, the Newtech Method 
can introduce measurement errors that 
misstate the underlying economic return. 
Accordingly, the Oldtech Method is 
preferable using an expected absolute 
measurement error criterion whenever 
market-determined used asset prices are 
available. Under tliese circumstances, the 
Oldtech Method would reflect the same 
economic return that would ideally be 
shown under the Newtech Method except 
that the need for subjective costs savings 
and scaling estimates would be avoided. 
However, if market-determined used as- 
set prices were not available, subjective 
estimates would be required under either 
method, and no clear preference emerges. 

Where there are differences in the ex 
ante return on the old and new assets, 
each method will generate different re- 
sults even in the absence of measurement 
error problems. Five potential causes for 
differential returns were reviewed. In the 
first—entry restrictions—and in the sec- 
ond—snob effects—the Oldtech Method 
is preferable. In the third—multiple-use 
assets—and in the fourth—quality un- 
certainty—no clear advantage accrues to 
either method. Finally, in the case of the 
fifth potential cause for divergent returns 
—teplacement unjustified—the use of 
replacement cost itself is at issue, rather 
than whether that replacement cost 
should be measured on the Oldtech or 
Newtech basis. 


APPENDIX 


Since the SEC did not specify how the 
Newtech Method would be depicted in a 
comprehensive set of replacement cost 
statements, certain accounting issues re-, 
main unclear. To illustrate, consider the 
Newtech asset value at the start of 19 x 1 
in the example discussed in the body of 
the paper. The SEC clearly states that the 
supplementary disclosures should reflect 
the replacement cost of the newest tech- 
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nology, i.e., $6,200 in this case. But since 
the firm actually owns and operates an 
“old” asset with a market replacement 
cost of $5,800, it seems logical that a 
comprehensive set of statements should 
reflect an offset against the mandated 
disclosure of $6,200. Otherwise, the firm 
would appear to own a more valuable 
asset than it does in fact.? Therefore, in 
illustrating a comprehensive Newtech 
case, an asset offset has been "invented" 
($400 in this case) that adjusts the SEC 
mandated Newtech asset value ($6,200) 
down to the market price of the actual 
asset owned ($5,800). This offset essen- 
tially combines the ASR No. 190 rule for 
asset disclosure with a variant of the 
“value to the firm" approach. Similarly, 
the “extra” Newtech depreciation and the 
cost savings numbers that are disclosed 
in the SEC approach are presumed to be 


December 31, 19 x 0 
DR. Asset 
CR. Cash, Accounts payable 


(To reflect actual purchase price of the asset) 


January 1, 19x1 
DR. Asset 
DR. Retained earnings 
CR. Asset offset 


(To adjust the net carrying value of the “01 
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offset by equal debits and credits to re- 
tained earnings; ie. these additional 
disclosures arise in the context of **wash 
entries.” Finally, consistent with . е 
intent of the SEC, it has been presumed 
that holding gains or losses would never 
appear in the income statement but 
instead would be charged or credited 
directly to retained earnings. 


Illustrative journal entries on the com-. 


prehensive Newtech Method follow for 
the case described in the body of the 
paper. 

It should be pointed out that other 
approaches for integrating the SEC’s 


23 This treatment is consistent with the “value to the 
firm” approach that appears to motivate some (but 
probably not all) Newtech proposals. For example, 
Parker and Harcourt [1969] appear to favor the New- 


tech Method since this abandons the replacement cost ` 


number when replacement cost exceeds the present value 
of future cash flows. 


Illustrátive Journal Entries, Newtech Method 


$6,000 
$6,000 


$ 200 
200 
$ 400 


" asset, 


while retaining the SEC's desired Newtech cost in the 


gross asset account) 


i ed 19x1 


DR. 


DR. 


DR. 


Various working capital accounts (net effect) 
CR. Various income statement accounts (net effect) 
(To reflect the asset’s net operating inflows) 


Depreciation expense 

CR. Accumulated depreciation 

(To reflect depreciation on the actual “old” asset 
currently being utilized) 


Retained earnings 

CR. Income statement cost savings 

(To reflect cost savings in the context or a 
“wash entry") 


Depreciation expense 

CR. Retained earnings 

(To reflect the Newtech incremental depreciation 
in the context of a “wash entry") 


$2,332.31 


$1,752.31 


160.85 


120.85 


$2,332.31 


$1,752.31 


160.85 


120.85 


Revsine 


Newtech disclosures into comprehensive 
replacement cost statements are also 
possible. The method used above merely 
illustrates one conceivable approach. 
Because the SEC never addressed this 
issue, it was necessary to invent a New- 
tech system. This should not be inter- 
preted, however, as an endorsement of 
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trary is the case, since Tables 1 and 2 
suggest that the two systems will often 
generate identical results; hence, the 
Newtech Method may be both a need- 
lessly complex method for reflecting 
technological change and an unnecessary 
excursion into the realm of “as if" ac- 


counting. 
the Newtech approach. Quite the con- 
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Compound Journal Entries in Early 


| Treatises on Bookkeeping 


Basil S. Yamey 


ABSTRACT i This article traces references to and illustrations of compound journal 
entries in accounting or bookkeeping treatises up to Lodovico Flori's 7rattato of 1636. 
It is shown that the practice was referred to, discussed, or illustrated earlier and more 


frequently than has been supposed. 


N his interesting article on the 
fifteenth-century ledger of Jachomo 
Badoer, Professor Peragallo [1977, 
p. 891] remarks en passant that until 
Simon Stevin described the compound 
journal entry in his book of 1606, this 
type of entry “is not mentioned in ac- 
counting literature." In fact, however, 
compound journal entries or references to 


[make] him from whom you have bought 
debtor for the agreed amount of money, and 
creditor the cash or that bank who paid it for 
you. 


Nevertheless, Pacioli was aware of com- 


. pound journal entries, and this suggests 


them do occur in the sixteenth-century 


literature. 

A simple journal entry is one which 
identifies one ledger account to be debited 
and another to be credited for the event 
recorded. A compound journal entry is 
one which indicates that two or more 
ledger accounts are to be debited and/or 
two or more ledger accounts credited for 
the event recorded. Most sixteenth-cen- 
tury texts, and all the Italian ones, illus- 
trate only simple entries. Where neces- 
sary, a transaction is broken up into two 
or more simple journal entries even 
though a single compound journal entry 
could have served the purpose. Thus, 
Luca Pacioli [1494] described the record- 
ing of a purchase of goods partly for cash 
and partly on credit.! 


... you must make debtor such merchandise 
and creditor him from whom you have made 
the purchase, ... And after [having done] 
this, you must make another entry, that is 
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that.they were used in Venetian practice. 
In the eleventh chapter of his tractatus, 
he explains the use of the terms Per and A 
in the journal. Per always denotes the 
debtor “whether there be one or several" 
(o uno o piu che se sienno). And A cor- 
respondingly denotes the creditor, 
whether singular or plural. A similar 
reference to compound entries is to be 
found in Manzoni [1540, chapter 10, on 
the journal]. 

In James Peele’s first book [1553], 
there is also an indirect reference to 
compound entries. But here it takes the 
form of explaining that more than one 


! The quotation is from the unnumbered "chapter" 
entitled “Casi che apartiene a mettere al libro de’mer- 
canti" immediately after the last numbered chapter(36) in 
the tractatus on bookkeeping included in Pacioli [1494]. 
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Manuscript received May, 1978. 
Revision received July, 1978. 
Accepted August, 1978. 


324 


figure may have to be inserted above (or 
below) the short horizontal line in the 
left-hand margin of the journal to indi- 
cate the ledger pages or folios to which 
the entry in the journal has been posted: 


The other space [in the margin]..., with a 
litle overthwart stroke, havyng one figure or 
figures above, and also underneth, is a direc- 
cion unto the greate Booke of accomptes 
[Le ledger]: wherof the uppermoste figure 
dooeth directe to the Debitoure in the 
Quarterne [i.e. ledger]: and the nethermoste 
to the Creditour... 


Compound entries are used in the 
earliest published German exposition of 
bookkeeping by Heinrich Schreiber 
[1518]; an exposition which is not in a 
Paciolian or Venetian mold. The second 
entry in the short illustrative journal is a 
compound entry: 


On the seventh of February / I 

K1 bought from Hannsen Schymdt 8 

C3 tuns of herring / éach tun at 6 fl. / 

S1 have paid a quarter and will pay 
the rest next Whitsun / he has my 
signature. Facit 48 —-— 


The posting references on the left-hand 
Side are, respectively, to the herring 
account in the Kaps (goods book), to the 
cash account, and to Schmydt's personal 
account in the Schuldtbuech (personal 
ledger). 

Compound entries are also included in 
Gottlieb [1531], and in Ellenbogen [1537] 
which is based on Gottlieb. They appear 
frequently in the illustrative journal in 
Mennher [1550]. The particular example 
here is chosen so as to avoid involvement 
in the peculiarities of the system of fac- 
tor's bookkeeping set out by Mennher:? 


Cash is debtor 9 ditto [i.e. March] 
. 1 Leonhard Gal is debtor the same day. 
4 Jan Fris paid me £88.15.7 in 
3 cash and further he assigned to me 
{the right] to receive from Leonhard 
Gal £100. ——. which he has promised 
to pay in 4 days £188 15 7 
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In 1567, compound entries first appear 
in an English text by John Weddington 
published in Antwerp [1567]. The entries 
in question usually take the form of a long 
narrative setting out the details of the 
transaction, followed by the ledger- 
posting references. In one example the 
latter appear as: 

31 
38 
42 
21 
In the great Boke A 17 
28 
31 


In his second book, James Peele, prob- 
ably influenced by Weddington's recent. 
example, also introduced compound en- 
tries (Peele [1569]). The main discussion 
in the text on the form of journal entries 
is similar to that in his earlier book, from 
which a passage has been quoted above. 
And the illustrative journal includes 
many compound entries, of which one 
example follows: 


00 Reperticion apertaining to sondrie 
14 accomptes oweth, to James Hacket 
aforesaid. Ixxxxii l. x s. and is 
in part of. xx. buttes Sackes to saye. 


28 Моше oweth. 15. 


00 for so much 
receaved of him. 02.10.0 


09 Sortinge clothes 
00 oweth. xv. І. for iii. 
receaved of him at. 
v 1. per clothe. 15. 0.0. 
36 William Jackson of 
00 Lee oweth. Ixxv. 1. 
for his bill taken of 
the same James 
Hacket beinge dewe 
the. xx. of Julie 
laste paste. 
Somme in all 
amountes to————92.10.0 IxxxXij. x.— 


? Pointing (ie, checking) marks are omitted in all 
examples in this paper. 


75. 0.0. 
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The ledger folio posting references are 


displayed clearly. The layout generally . 


is an improvement on that. of compound 
entries in earlier texts. The use of the 
phrase *Reperticion apertaining to son- 
drie accomptes" draws attention to the 
nature of the entry. Peele explains that 
the phrase “is as muche to saye that 
sundrye accomptes owethe to some one 
thing.” The word “reperticion” or “re- 
particion" probably was derived from 
the verb "repart", now obsolete, which 
meant to distribute or divide. 

Peele, moreover, explains the purpose 
of compound entries: he is the first author 
to do so. It is to reduce the number of 
entries in the ledger, saving effort and 
presumably space: 22 = 


. Which ordre in some. percelles m— 

: wil do great ease, for happely a man maye 
bye or sell, at one instant many percelles 
[parcels or lots] of or to some one man, then 
by this order of repartinge: there needes but 
one somme in the margent [ie. money - 
column] of the Leager, for the creditour or | 
debitour to answere a nomber of percelles 
eyther in debitour or creditour as the case 
requireth. 


The extreme lengths to which this ecóno- 
mizing procedure came to be taken are to 
‚Бе seen in some surviving ledgers as well 
as in some later treatises in which the 
. balance account, the predecessor of our 
balance sheet, consists solely of two equal 
and opposite omnibus entries, “То Sun- 
dries” and “By Sundries.” Examples are 
to be found in Sir John Banks’s ledger 
dated : 1672 (Y amey et al., [1963, plate 
УШ]) and in the second illustrative 
ledger in Malcolm [1731]. 

Compound journal entries occur again 
in de Hoorebeke [1599]. The following 
example illustrates the method of cross- 
referring, in which the single noughts 
serve the same purpose as the double 
noughts in Peele, to indicate that the 
counter-entry is to several accounts: 
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27 By profit and loss of the company 


` 70 [partnership] of us three, to 


sundry accounts for the profit ' 
of said company to each for his 
share of the profit according ~ 
to his capital, as follows 


0 То Jacob Boreel.for his} 5442.11. 
26 


0 To Philippe Castel for his 1/4 #272.1.54 
36 А 


_0 To profit and loss for my 1/4 £272.1.54 
3 T 
Sum £1088.5.10 
We now come. to Simon Stevin, to 
whom Professor Peragallo has referred. 
The form of Stevin’s compound journal 
entries is shown in the following example . 
(the date being omitted), which demon- 
strates, incidentally, a common treat- 
ment in which interest due on a loan is 
“anticipated,” presumably so that the 
total amount eventually due from the 


borrower is recorded at once in his 


personal account: 


12 Jacques de Somer is debtor to 
~~ sundry accounts, because I have 
given him £500 at interest of 
10 per hundred per year, for 
one month, so that the several - 
accounts are: 

19 Cash that I have given him the : 

. Said principal sum of . £500. 0. 0. 

19 . Account of profit and loss, 
which is the amount of interest 
on the said principal sum for | 
оле month 4. 3..4. 

Sum £504. 3. 4. 
Та the second chapter of his text 
(Stevin [1608]), Stevin deals with the 
posting from the journal to the ledger. At 
first he discusses only simple journal 
entries “because the explanation is some- 
what easier." He then proceeds to com- 
pound entries and takes as example the 
first entry in his illustrative journal, which 
records the inventorying of the opening 
assets. He writes: “It is to be noted par- 
ticularly that here I make use of an 


( 
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abridgement not to be found in common 


practice; this method appeals to me, 
although I leave it to each to follow his 
own judgement.” The abridgement is 
that a single total entry is made to the 
credit of the capital account. The com- 
mon practice of itemizing each asset in 
the capital account-is judged to be un- 
necessarily burdensome 


because if I review the entries in my capital 
account, it is more efficient [bequamer] to 
have before my eyes the single sum [of my 
assets] than the many parts fof it]. But if I 
have doubts about any one of these parts, I 
can find conveniently all the details in the 
journal. 


He then shows the similar advantage 
of the compound entry where a merchant 
buys several types of goods at the same 
time—an example also used by Peele in 
the expository part of his text when he 
first discusses compound entries. 

Finally, he disposes briefly of the 
possible objection to the use of such 
entries that they make checking more 
difficult in that some ledger entries will 
not be matched by equal counter-entries 

_in other ledger accounts. 

The first examples of compound jour- 
nal entries in the Italian literature appear 
to be those in Mainardi [1632]. An exam- 
ple follows, somewhat abridged: 


12 To the Community of 


— $, Geminiano... L 2163.5 
12 To the credit of millet, 

170 baskets lir. 1211.5 
10 To the credit of rye, 

140 baskets lir. 952 


But Mainardi does not explain the use of 
such entries. A full discussion is to be 
foünd four years later in one of the best 
of the early treatises, Flori [1636]. Inci- 
dentally, Lodovico Flori does not men- 
tion Mainardi in his paragraph on those 
"who have written excellently" on the 


subject of bookkeeping, but he does 
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include Simon Stevin (Simone Stevino). 

In his initial discussion of the journal, 
Flori considers only simple entries. He 
describes the characteristic Venetian 
practice in which in a journal entry two 
oblique lines (//) are used to separate the 
name of the account to be debited from 
that of the account to be credited: 


The two little lines serve only to distinguish 
the debtor from the creditor: and to point 
out that from each entry written in the jour- 
nal two entries must be made in the ledger, 
one to the debit of the account of the debtor, 
and the other to the credit of the account of 
the creditor? 


The sixth chapter, “Of collective en- 
tries" (Delle partite collettive), introduces 
compound entries. Flori explains “that a 
collective entry is one written only once 
in the journal, and one which contains in 
itself many other entries from the same 
cause." Suppose there are many ac- 
counts which are to be debited various 
amounts “for the same cause.” If one 
proceeded with simple entries (alla sem- 
plice), one would have to. have as many 
separate entries in the journal as there are 


debtors, and also one would have to. 


repeat the title or the creditor account as 
many times as there are debtors. “Now 
to avoid this trouble, and to abbreviate 
the writing, one makes one entry alone"; 
and he refers to the two model entries in 
the text. 

: The following (abridged) example is 
taken from the journal which is part of 
the set of illustrative accounts which 
make up the second part of the treatise: 


? The latter point, that the two oblique lines also indi- 
cated the need for a pair of entries, was first made in 
Grisogono [1609]: due lineete a traverso // . . . signifi- 
cando che d'una partida che scrivi nel giornale n'hai da far 
due nel quaderno .... 

On the two oblique lines in journal entries, see Yamey 
[1976]. | 

In some treatises (e.g., Gottlieb [1531]; and 
Schweicker [1549]) the two short lines are verticals; in 
Moschetti [1610] they are longer horizontals. 


Yamey got 


0 The following [accounts)] {Lto Muse and 
36 shop rents...in advance for’ thé first 
: ‘third of the present year . - +, Which each | 
- owes. 
i which he lives, as follows, thatis: .. ^ 


36 Vincenzo Salazar foi house no. 1 . 

36 Vito Bianchi for house and shop no... 
2. 

36 Don Cesare Sereni for house no. 3 . . ..- 


Attention i is drawn to йг points: 
1. It is purely coincidental, of course, 
that the four accounts happen to be on 


^ the same pair of ledger pages. 


2. In the book itself, in this particular 
journal entry the oblique lines separating 


the debit and credit elements are acci-. 


dentally replaced by the symbol for a 


unit of currency, the onza—an obvious: 


mistake by the printer corrected hére in 
the translation. 

3. When the same matter of, rents due 
is treated at a date four months earlier in 
the journal there are three separate 
simple entries. Perhaps Flori intended to 
- Show how the samé matter could be 
treated in two different ways. Two 


alternative treatments in the journal for ` 


the same type of "compound" transac- 
tion are also to be found in Peele [1569]. 
According to Besta [1929, p. 402] and 


Peragallo [1938, p. 85], Flori “follows 


up Simon Stevin's ‘compound entry‘.” 


Although they may well be correct, some . 
differences between Stevin's and Flori's . 


treatments may be noted. First, whereas 
Flori (as do Peele and de Hoorbeke) uses 


noughts in the posting column to indi- . 


cate that no account has to be debited 


' (credited) for the collective debtor (credi- - 
tor) entry, Stevin does not do so. Second, ` 


whereas Stevin generally uses the term 
verscheyden partien- (meaning several, 
diverse or sundry accounts) for the col- 
lective debtor or creditor, Flori uses the 


term appresso, meaning the following 


(accounts). (It may be noted that Stevin 


.for the rent: of the house in P 


ГИН 


also uses the term ‚ҮҮ persoonen 


for transactions in. which only personal 
accounts are involved, and once the term 


, verscheyden crediteuren.) Third, unlike 


Stevin, Flori indents the posting refer- 


,ences.to the individual ledger accounts 


which make up the collective debit or 


' credit. In this he was anticipated by 


Peele.' Finally, in the ledger accounts 
Stevin includes a reference to the journal 
page numbers for entries whose counter- 
entries are collective, whereas Flori rather 
unkelpfully inserts a double nought іп. 
such cases. 

The relatively rare appearance of com- 
pound journal entries in the early trea- 
tises, notably the Italian treatises, is 
something of a puzzle. Three possibilities 
may be considered. First, perhaps such 


‘entries were not used frequently in prac- 


tice and, therefore, some authors did not 
concern themselves with them in their 
didactic expositions. However, it is diffi-. 
cult to test this conjecture. Early jour- 
nals seem to have survivéd the centuries 
even less successfully than ledgers, so . 
that. the origin, frequency, and geo- 
graphic spread of the practice cannot be 


- established with much certainty. The late 


Professor Federigo Melis has shown that 
a Pisan journal of 1399 contains а сот ` 


‚ pound entry; and he has discovered. 


‘earlier entries in ledgers in the Datini 


archives which suggest the presence of 
compound entries in the journals which 
have been lost. He concluded that “the 


_ compound entry was a feature of Tuscan 


double-entry bookkeeping in the second 
half of the fourteenth century, indicating 
a high level.of development" (Melis 
(1962, pp. 421-24, 429]). Examples are 
also to be found in a Milanese journal of ` 
1457 (Zerbi [1952, p. 381]). All in all, it 
may be conjectured that -compound 
entries would not have been rarities in 
practice in Italy ‘during the sixteenth | 


- century, although they may. have been. 


\ 
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relatively unknown in England and the 
Netherlands at the time.* 

A second possibility is that some of the 
early authors were so unfamiliar with the 
details of accounting practice that they 

ere unaware of some of its niceties, 
such as compound entries. But some of 
the authors whose treatises are innocent 
of compound entries (such as Ympyn 
[1543] and Casanova [1558]) were busi- 
nessmen or bookkeepers in practice. 
Their neglect of the subject suggests 


either personal lack of familiarity with. 


the particular usage despite their practi- 
cal experience, or else a deliberate deci- 
sion not to deal with it. This brings us to 
the third possibility. 

It may be suggested that several of the 
early authors were familiar with the prac- 
tice of compound entries but chose to use 
only simple entries in their textbook 
expositions and illustrations. This would 
seem to apply, for example, to Pacioli, to 
Manzoni, and to Peele in his first book, 
because, as has been explained above, 
they show awareness of the practice even 
though they do riot explain it or illustrate 
it. The. exclusive use of simple entries 
could have served to simplify their 
expositions. It also may have been pre- 
ferred for other pedagogic reasons. Sim- 
ple journal entries accorded especially 


. The Accounting Review, April 1979 


well with the familiar dictum that for 


every debtor there must be a creditor: in’ 


Pacioli’s formulation (Pacioli [1494, 
chapter 36]), “‘all the entries placed in the 
ledger must be double, that is if you make ` 


` a creditor (entry) you must also make a 


debtor (entry).” The formulation by 
Flori [1636], quoted above, is another 
example—and it is evidently not in 
harmony with his subsequent introduc- 
tion of compound entries, The discord- 
ance between didactic precept and the 


.practice of compound entries was indeed 


noted by Peele in his second book [1569] 
in a piece of verse which precedes his 
first illustrative journal. It is fitting that 
the last word should be with Peele, who 
was the first author to discuss and explain 
compound entries though not the first to 
illustrate their use: 


And eke in places twaine, of Lidger loke ye set, 

Eache percell that in Iournall standes. The 

* first must be the debt. 

Which debt shall aunswered be, in creditour 

“alone, 

(Reparticions onlye except, whére manie 
springes from one.) 


^ Thus, Stevin states (see above) that compound entries 
were “not to be found in common practice." The earliest 
English examples known to me are of the late seventeenth 
о (Yamey et cl. [1963, plate X]; Yamey [1960, p. 
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The Production Function: A New 
Perspective in Capital Maintenance 


Enrico Petri and Jack Gelfand 
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ABSTRACT: This paper presents a conceptual analysis of two views of output main- 
tenance using the tools of micro-economic theory. The analysis highlights the sig- 
nificance of factor substitution as an essential element in calculating replacement cost. 
Within this theoretical framework, sales price and cost change are analyzed to determine 
the relevance of their impact on factor input ratios and output iscquants for both single- 


and multi-product firms. 


HE capital maintenance concept has 

been variously characterized as cost 

recovery, maintaining capital in- 
tact, replacing capital, and, of course, in 
the general term of Hicks as being as 
well off in the end as in the beginning 
[1946, Ch. XIV]. The Hicks definition of 
income epitomizes the capital mainte- 
nance view in the phrase “...as well 
off. ..." Maintaining capital intact or 
maintaining a level of “well offness” has 
been interpreted in a number of ways. 
One interpretation that has received 
attention recently is that of physical 
capital maintenance [Sandilands Report, 
1975, FASB Discussion Memorandum, 
1976]. The physical capital view has been 
alternatively interpreted as maintaining 
different aspects of operating capacity. 
Those listed by Gynther [1970, p. 716] 
are representative of the views most 
commonly held, and are expressed 
maintaining | | 


(1) the actual assets currently pos- 
sessed, 

(2) latest equipment and other assets 
(Gncorporating technological im- 
provements) needed to produce 
the same volume of identical output 
of goods and services, and 


. 330 


(3) the latest equipment, etc., needed 
to produce, the same value of 
identical goods and services. 


Although opinions are divided over 
the choice of which “capital” is to be 
maintained intact, recent support by the 
Securities and Exchange Commission 
(SEC) for item number two, the “present 
level of output" approach, warrants a 
conceptual examination. Such an exami- 
nation is undertaken in this paper, utiliz- 
ing the tools of micro-economic theory. 
By use of these tools, we will illustrate 
how the current accounting literature has 
neglected certain aspects of the econo- 
mists' theory of production in developing 
a replacement cost model. 
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The use of micro-economic theory 
enables us to observe the behavior of the 
approach under investigation in a labora- 
tory setting. While both theoretical and 
practical aspects of a concept are impor- 
tant in evaluating its use, it is imperative 
that primary examination be in the 
theoretical realm. Acceptance of theoreti- 
cal validity then opens the way for ex- 
ploration of means of implementation. 
If none can currently be discovered, the 
concept will still have value as a norma- 


tive model. An additional benefit of a- 


theoretical investigation is its potential 
for revealing significant consequences of 
given actions which may otherwise go 
undetected in pragmatic settings. 

Capital maintenance concepts are 
based on the assumption that whatever is 
defined as “capital to be maintained 
intact” is only so maintained in a no- 
tional sense. Maintaining capital means 
that sufficient funds have. been “set 
aside” from revenue to provide for the 
teplacement of capital utilized in gener- 
ating revenue so that the “well-offness” 

-ofthe firm is assured. This does not mean, 
however, that such capital shall neces- 
sarily be set aside and utilized in this 
fashion. It is rather a conceptual “‘bench- 
mark" used in the calculation of income 
to indicate when the ability to replace 
capital consumed in operation has been 
achieved. That sufficient capital must be 
recaptured, may imply an amount more 
than “necessary” for replacement. This 
would make the firm “better off" in the 

end than in the beginning. It is, therefore, 
not unusual that the volume of output 
approach to capital maintenance is de- 
fined as the minimum expenditure neces- 
sary to maintain the productive capability 
to generate a given "level" or “volume” 
of output. The SEC [SAB No. 7, 1976, 
Par. 1,1,a] defines replacément cost as 
` “the lowest amount that would have to be 
paid . . . to obtain a new asset of equiva- 


C 
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lent operating or productive capa- 
bility. . . . " However, an analysis of the 
SEC's approach indicates that the empha- 
sis in replacement is on the productive 
capabilities of each input factor, inde- 
pendent.of the process in which it is 
utilized. A definition of replacement cost 
such as that used by the SEC might be 
valid in a static setting in which relative 
factor and output prices are stationary. 
In a world in which general price levels 
as wel as relative price ratios may 
change, consideration must be given to 
the potential for shifting price ratios for 
both input factors and commodities. To 
the extent that this SEC definition 
neglects the potential for factor substitu- 
tion resulting from changing factor price 
ratios, it, in effect, becomes one way of 
measuring the maintenance of “assets 
actually possessed" or the physical identi- 
fication approach listed as the first of the 
operating capacity views. 

Further examination of the SEC's 
view of productive capacity [Par. I, 1, b] 
which states that 


The productive capacity of a manufacturer 
would be measured by the number of units it 
can presently produce and distribute within a 
particular time frame: .. . 


reveals that an alternative interpretation 
is also justified. A literal interpretation of 
*,..a company's ability to produce...” 
suggests that the level of the output to 


-be maintained is associated with the 


company's capability rather than that of 
specific assets. Maintaining the output of 
the firm certainly does not rule-out the 
potential for changing the combinations 
of productive resources used in the pro- 
duction process. From this standpoint, 
the production function of the firm, 
together with the most current factor 
prices become the determinants of the 
minimum costs at which the predeter- 
mined volume could be produced. 
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To analyze a theoretical framework 
premised on the maintenance of produc- 
"tive capability associated with a specified 
level of output for the firm, requires the 
identification of some “‘notional” level of 
output, that is, the selection of an ap- 
propriate output level to represent the 
productive potential to be maintained. 
Then, at the end of the pericd, the mini- 
mum cost necessary to duplicate that 
total volume is determined and used in 
calculating income for the reporting 
period. This is not the expected cost to be 
incurred in the coming period to replace 
the reporting period volume, but is the 
cost that would be incurred if the same 
productive capability of the reporting 
period were to be maintained. 

Since at any given time the firm has an 
‘output capability ranging from zero to 
its maximum capacity, selection of the 
appropriate “benchmark” level becomes 
crucial. In a pragmatic setting, selecting 
and implementing a “benchmark” output 
level can be handled by use of a mecha- 
nism similar to that encountered in 
standard cost systems, where costs are 
based on a predetermined level of output 
such as "normal" or “budgeted” ca- 
pacity. Deviations of actual.production 
from the predetermined capacity level 
are reported periodically in income as 
“variances.” Thus, standard costs are 
considered the rue costs for inventory 
and cost of sales purposes. 

The problem of selecting the bench- 
mark volume of output is simplified when 
it occurs within the confines of neo- 
classical production theory. From this 
standpoint, the firm's productive capa- 
bility to be maintained is determined by 
using a profit-maximizing assumption. 
The determination of this optimal level 
occurs ex ante for each reporting period 
and establishes the benchmark volume. 
It should be noted that an ex post opti- 
mum does not appear to be in strict con- 
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formance with “maintaining an output 
capability" for it would incorporate into 
the benchmark the growth or decline in 
capability occurring during the period as 
a result of operations. 

In the section that follows, we shall 
first review neo-classical production the- 
ory for a single product firm. Implica- 
tions for replacement cost accounting 
will then be drawn and illustrated under 
an accounting approach based on micro- 
economic theory that will be referred to 
as META (Micro-Economic Theory ap- 
plied to Accounting). A simplified illus- 
tration will show the distinction between 
the META method of replacement ac- 
counting and the more conventional 
current value replacement cost (CVRC) 
approach. The next section presents a 
micro-economic analysis of the impact of 
price/cost changes for a multi-product 
firm. The third section modifies the vol- 
ume of output concept by adopting “a 
value to the firm” view within a META 
setting, as an alternative to the produc- 
tive capabilitv of the firm view.. The 
final section presents a ee and 
conclusion. 


THE SINGLE PRODUCT FIRM 
Production Theory 


The theory of production for TR single 
product firm indicates how various in- 
puts may be combined to produce a 


stipulated output of a given product in. 


an economically efficient manner. Char- 


acteristic of neo-classical production the- . 


ory is the principle of factor substitution, 
which implies that the same output can 
be generated by various combinations of 
inputs. Thus, any efficient combination! 
of factor inputs capable of maintaining 
the benchmark volume of production 
established at the beginning of the period 


1 Efficiency in production refers to the minimum cost 
of producing any given level of output. 
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would be interpreted as maintaining 
productive capability. Since the produc- 
tion function indicates how various input 
factors may be combined to generate a: 
given output level, it will play a signifi- 
cant role in calculating the minimum 
cost to maintain productive capability. 
To facilitate analysis, we shall make the 
following simplifying assumptions: 


(1) the objective of the firm is to 
maximize profits, 

(2) the production function allows for 
unlimited and continuous factor 
substitution, along convex iso- 

uants, 

(3) the cost of shifting from one factor 
to another is zero, and 

(4) there is perfect competition in both 
factor and product markets. 


The neo-classical approach to the pro- 
duction problem of the single product 
firm is to minimize the cost of producing 
a given level of output subject to a given 
production function. The solution to this 
problem can be summarized by the fol- 
lowing theorems as derived by Samuelson 
[1947, Ch. IV]: 


Theorem 1. For total costs to be at a mini- 
mum the ratio of the factor prices must 
be equal to the ratios of the marginal pro- 
ductivities of the factors. 


The ratio of the marginal productivities 
of factors i and j are also referred to as 
the marginal rate of technical substitu- 
tion, the rate at which one input factor 
can be substituted in production for 
another, and is represented graphically 
as the slope of a two dimensional iso- 
quant. 


Theorem 2A. Changes in factor employ- 
ment ratios are inversely proportional to 
changes in factor price ratios. 


Theorem 2B. Any fixed output will al- 
«ways be produced with less of any given 
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factor .whose price rises relative to all 
other factor prices. 


Theroem 2A implies that the higher 
the relative price of a given factor the less, 
proportionately, will it be used in the 
production process. This, of course, as- 
sumes that production is not constrained 
by fixed proportions, that is, where only 
one combination of inputs can produce a 
specific product. The implication of 
Theorem 2B is that if the same quantity 
of a product is to be produced after an 
increase in any one factor price, it could 
be done only at a higher budgetted cost. 

The results of Theorems 2A and 2B are 
readily summarized in Figure 1. The 
figure depicts two isoquants, one showing 
a production level of 100 units, the 
second a production level of 200 units of 
some commodity G. Figure 1 shows the 
effect of an increase in the price of factor 
x and no change in the price of factor y. 
The initial price ratio between factors x 
and y is reflected in the slope of the bud- 
get line yop. ,. After the price change the 
budget line%hifts to Уорхг and the initial 
budget is no longer capable of producing 
200 units of output. The best it could do, 
do, as indicated by the point of tangency 
B, would be to produce 100 units, by 
using yy units of y and x, units of x. If 
the original budget were used with any 
other combination of x and y, not even 
100 units of output would be achieved. 
To maintain the original output level of 
200 units, the budget must be increased 
so that sufficient quantities of x and y may 
be acquired at the new price for factor x. 
This is shown in Figure 1 by budget line 
YaPx2. The additional outlay for this new 
budget line shows the additional cost of 
producing 200 units as a consequence of 
the increase in the price of factor x. This 
new budget line is tangent to isoquant 
200 at point C, which indicates that the 
least cost combination for producing 200 





The Accounting Review, April 1979 


FIGURE 1 
ILLUSTRATION OF FACTOR SUBSTITUTION 
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units of commodity G would Бе y, units 
of y and x, units of x. 

As the result of an increase in the price 


- of x, with no change in the price of y, the 


same 200 units of commodity G are now 
being produced with fewer units of factor 
x and more units of factor y. The original 


:, cost (Ko) of producing 200 units of com- 
* modity С can be computed by multiply- 


ing the old factor quantities by their 
respective old factor prices, and taking 
the sum of the products, thus: 


Kg = Px1Xa + DyYa- (1) 
the new cost (K,) of producing 200 units 
of commodity G is computed in a similar 
manner, however not only the new prices, 


but also the new quantities are taken into 
account, as follows: 

K, = Px2X¢ T DyYc- (2) 
the computational method of Equation 
tion (2) is referred to as the META ap- 
proach. The more traditional CVRC 
method neglects the effects of factor sub- 
stitution and computes the new cost 
(K,) using the new prices but the old 
quantities of input factors, thus: 


K, = Px2Xq F PyYa- (3) 
Computing Production Costs and Income 


We shall now present a comparative 
illustration of traditional CVRC and 


\ META in an accounting format. Table 1 


presents a comparative calculation of 
replacement cost. Table 2 displays the 
comparative income statements. Both 
illustrations assume the following initial 
conditions for the reporting period :* 


(1) Production of commodity G is 
carried out with the use of two 
factors, x and у; 

(2) The initial prices of the factors are 
as follows: 
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x — $1 per unit 
y — $2 per unit 
(3) Given these factor prices, the least 
cost combination of factors re- 
quired is: 
1 unit of x per unit of G 
4 unit of y per unit of G 


Units of G 
Produced 
Used | andSold 
quantity of input | 
factor x ‘200 200 
quantity of input 
factor y 100 
saies price of G $10 per 
unit 


At the end of the reporting period it is 
assumed that the price of factor x in- 
creases from $1 per unit to $4 per unit. 
This change in factor price ratios causes 
a shift in least cost combinations for 
product С from 1 unit of x and 4 unit of 
y, to $ unit of x and 1 unit of y. 

In the comparative illustration of in- 
come calculation, holding gains are not 
reported as a component of income and 
are assumed to be capital adjustments. 
The decision to exclude holding gains 
was made after considering the contro- 
versy surrounding the issue [Sandilands 
Report, 1975, p. 31; FASB D.M. 1976, p. 
132; Morpeth Report, 1976 par. 33], and 
to focus attention on the issues raised in 
this paper. 

It can be seen that a change i in the input 
ratio resulting from factor substitution 
yields a lower cost to replace than CVRC. 
Hence, as a general rule, the META 
method will generate a higher profit than 
the CVRC method. Regardless of under- 


? We assume that proquetton and sales equal the ex 
ante optimum. 
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lying theoretical assumptions, and ‘cost- 
ing methods, an alert management will 
initiate use ‘of least cost combinations. 
The growing substitution of plastics, 
- pressed paper, and pressed boards in the 
automobile and construction industry is 
evidence of this point. | 


The Influence of Commodity Price 
Changes . 

‘The _ previous discussion. assumed по 
change in the price of the commodity 
being produced and sold. We are ready 
now-to release that assumption. In a 


TABLE 2 
COMPARATIYE ILLUSTRATION ОЕ INCOME CaLcuLaTion 
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competitive environment, an increase in 
the price of product G'will lead to an 
increase in the profit maximizing output 


quantity of that commodity. An upward. 


shift of average revenue will have a 
comparable effect on the profit maximiz- 
ing output quantity of a firm operating 
under conditions of imperfect competi- 
tion as well. Thus, in the same manner 
that a shift in cost generates a new opti- 
mallevel of output for the ensuing period, 
a shift in the product sale price will 
generate a new optimal output level. 
However, this new optimal level has no 
` relevance in the theoretical model using 
the notion of maintaining productive 
capability of the period just expired (i.e., 
the reporting period) and in costing 
activity of that period. Thus, in the ab- 
sence of a change in factor price, the 
benchmark volume of the past period can 
- be duplicated in the following period at 


the same budget cost as before the sale . 


price change. We can conclude that 
changes in product sales prices are irrele- 
. vant to the problem of factor substitution 
in maintaining benchmark capability. ` 


Тнв MurTI-PRODUCT FIRM 


‚ If a multi-product firm were to operate 
simply as a collection of single product 
firms, the foregoing analysis of output as 
a measure of capital maintenance could 
be invoked and the problem dispensed 
with by extension. The fact is, however, 
that the multi-product firm has an addi- 
tional problem to face; how initially to 
apportion the available input factors 
among the different products. Since any 
given bundle of inputs is capable of 
. generating a number of alternative effi- 
cient combinations of outputs the follow- 
ing questions. arise: (1) What is the 
optimum or benchmark mix of output 
commodities to produce? and (2) How do 
we measure the extent to. which capital 


337 


has been maintained intact when changes 
in factor prices and product sale prices 
cause a shift in the optimum mix of 
output? 


Multi-Product Firm—Optimum — ‘ 
Product Mix 


The solution to the first problem can 
be illustrated graphically by limiting our 
analysis to two products. The distinguish- 
ing features of the two-product firm are 
that; (a) each of the products may be 
produced with different factor input: 
ratio, and (b) factor price changes will 
affect each of the products differently. 
Not only will a change in the factor price 
ratios change the ratio of inputs with 
which each of the products is produced, 
but a change in the product mix may also 
occur. Thus, an increase in the price of 
labor vis-d-vis capital will not only cause 
each product in the output mix to be 
produced with more capital and less 
labor, but will also change the output 
mix. Profit maximizing firms will now 
find it more profitable to shift resources 
from the labor intensive product to the 
capital intensive product. . 

Although the interactions are more 
subtle than in the single-product case, our 
task will still be to interpret the effect of a 
change in either input or output price on 
the defined capital maintenance objec- 
tive. The analysis will again focus on the 
efficient utilization of inputs through 
factor substitution. For the single-prod- 
uct firm, this is represented by any point 
on a given isoquant. For the two-product 
firm we must consider points on the 
respective isoquants of both products. 
Here, since the resources are rationed, 
the output of one product depends upon 
the resources used by the other. Effi- 
ciency in production, therefore, is 
achieved only at specified combinations 
of output. Theoretically, these combina- 
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FiGURE 2 
THE EDGEWORTH Box 


Capital Used in Producing B 


Product 


tions are points where inputs are used 
with equal efficiency in the production of 
either product. For the single product 
firm, "efficient" factor substitution is 
graphically illustrated by a movement 
along that product’s isoquants. In the 
two-product case these movements occur 
simultaneously along the isoquants of 
both products. Hence, the graphic Шиз- 
tration used must contain the isoquants 


Labor Used in Producing B 





Labor Used in Producing A 
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of both products. Suitable for this task is 
the Edgeworth Box diagram (Figure 2), 
which permits all possible allocations of 
input factors (between products) to be 
visualized and all efficient combinations 
of output to be obtained. Before the opti- 
mum output combination is illustrated, 
input space must be connected to output 
space. This is accomplished by transfer- 
ring the points of efficient output (con- 
| 


i 


са 
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FIGURE 3 
PRODUCTION POSSIBILITY FRONTIER 
Units of 
Product B 
Units of 
Product A 
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tract curve) from the Edgeworth Box to 
the Production Possibility Frontier (ppf). 
All efficient output combinations are then 
reflected by the ppf curve (Figure 3). 
Movement along this curve represents 
the ratio at which a given quantity of one 
product can be substituted for the other 
and is known as the marginal rate of 
transformation. The profit maximizing 
combination is now determined by intro- 
ducing the relative revenue contributions 
represented by the products’ price ratio 


line, and noting its point of tangency with 


the ppf. 


In its most general form, the problem 
of the multi-product firm is to maximize 
its profits from the sale of a number of 
products subject to the limitation of the 
production function. The solution to this 
problem may be approached by using 
neo-classical methods which yield the 
following theorems [Henderson and 
Quandt, 1971, pp. 89-98]: 


Theorem 3. The marginal rate of trans- 
formation (MRT) for each pair of prod- 
ucts (when the level of all inputs and all 
other output quantities are held con- 
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stant) must be equal to the ratio of the 
prices of the respective products. 


Theorem 4. The marginal rate of technical 
substitution (MRTS) for each pair of 


inputs (when the levels of all other input 


and all output quantities are held con- 
stant) must be equal to the ratio of the 
prices of the respective inputs. 


Theorem 5. An increase in the input price 
of factor i, all other input prices remain- 
ing unchanged, will lead to a decrease in 
the employment of that factor. 


Theorem 6. An increase in the sales price 
of product j, all other product prices 
remaining unchanged, will lead to a rela- 
tive increase in the production of that 
commodity. 


Theorems 3 and 4 are the first-order 
condition for profit maximization for the 
firm discussed earlier and require no 
further comment. 


Multi-Product Firm—Input Price Change 


Theimplication of Theorem 5is that an 
increase in the price of one of the factors 
will result in a new MRTS in the pro- 
duction of both products. The new 
factor price ratios shift the points of 
tangency in the Edgeworth Box, thereby 


creating a new efficiency locus and conse- ' 


quently a new ppf. To understand how 
this would produce an impact on the 
multi-product firm, let us reflect on how 
a factor price change was treated in the 
single product case. There, an increase 
in the factor price reduced the output 
level. To maintain the same benchmark 
volume of output, the firm would have 
had to increase its budget. To maintain 
the same benchmark volume mix in the 
two-product case will also entail an 
expansion of the budget. This may be 
envisaged as an expansion of the Edge- 
worth Box. The new ppf that emerges 
will have a different configuration from 
the ppf for the reporting period. The 
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original optimal mix for the reporting 
period will no longer be on the new ppf 
since it is no longer efficient. It will now 
be located somewhere within that fron- 


tier. Regardless of this convoluting of the 


ppf under the productive capability ap- 
proach we still use the ex ante optimum 
mix to determine the new input ratio. 
Implicit in Theorem 5, however, is that 
relative input cost can change, generating 
a new optimum mix. This point, is rele- 
vant to the “value of the firm" view 
(discussed in a later section) where the 
ex post optimum mix is the focus of 
attention. 


Multi-product Firm-Sales Price Change 


The implication of Theorem 6 is that 
even though factor input prices remain 
the same, a product (sáles) price change 
will induce a product mix change which 
would entail a movement upward to a 
higher isoquant for one product and a 
decrease to a lower isoquant for another. 
This is shown in Figure 2, which presents 
a two-product production possibility 
frontier. The actual allocation of produc- 


tion between product A and B depends. 


upon tbeir price ratios. The slope of the 
line labelled price ratio (1), reflects an 
initial price ratio. With price ratio 1, 
the optimum product mix would be at 
point P, giving rise to-a production allo- 
cation of A, units of commodity A and 
B, units of commodity B. The line 
labelled price ratio (2) reflects a change 
in that ratio. The optimal production 
combination is now shifted to point R. 


Thus, the production of A has been in- , 


creased from А, іо A, and B decreased 
from B, and B, solely as a consequence 
ofthe commodity price change. This shift 
in the ppf shall be seen to be relevant 
in the next section under the “value to 
the firm" approach. However, since no 
change will occur in the MRTS associ- 
ated with the ex ante optimal volume, no 
change would be recognized in the cost to 
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FIGURE 4 
IMPACT OF PRICE RATIO CHANGE ON PRODUCT MIX 


Output 
Commodity 
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reproduce that volume. Hence the im- 
pact of a product sales price change on 
input ratios is ignored under the output 
capability concept in a multi-product 
firm. 


Impact of Technological Change 


We have set forth the impact of a 
change in factor input price and product 
sales price in a manner.consistent with 
the definition of output maintenance 
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presented earlier. However, technologi- 
cal change may also have an impact on 
the cost of replacing the reporting peri- 
od’s volume by changing: 


(a) the magnitude of input factors 

' | used, 

(b) the proportion of input factors 
used, or 

(c) both. 


When technological change will have an 
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influence on the cost of maintaining ex | 


ante optimum volume, the change in cost 
should be recognized. Its impact will be 
to shift input ratios and change budget 
requirements, in essence, an impact simi- 
lar to that caused by a change in input 
factor price. However, technological 
changes may, ex post, make another 
level of output the optimum level. Where 
the objective is to maintain ex ante opti- 
mum of ће reporting period, this shift 
wil again be ignored. This aspect of 
technological change will produce an 
impact only on the coming period's de- 
termination of optimum output. 


VALUE TO THE FIRM 


Reflections on Productive Capability 
Approach and Value to the Firm _ 

In the previous discussion the physical 
capital maintenance concept of main- 
taining a volume of output has been 
interpreted as recapturing the cost to 


duplicate the ex. ante optimal volume of. 


output for the reporting period. There- 
fore, if a new optimal output level 
emerges at the end of the reporting 
period, it would be irrelevant in calcu- 
lating replacement cost for that reporting 
period. All parameter changes in input 
factor prices are interpreted in relation 
to the reporting period's ex ante optimum 
volume. In this respect, the view empha- 
sizes the cost of maintaining the com- 
‘bined productive capability that existed 
at the beginning of each reporting period 
even though that volume at the end of 
the reporting period is no longer optimal. 
This is in agreement with a literal inter- 
pretation of "maintaining intact" and 
*as well-off in the end as in the begin- 
ning." Maintaining a volume of output 
may also be viewed from another per- 
. spective, one that emphasizes the cost of 
replacing the output under the ex post 
conditions of optimality. This view recog- 
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nizes as a shortcoming of the “ех ате” 
view; that while it does focus.on the pro- 
ductive capability that existed at the 
beginning, it does not yield the economic ` 
cost to replace. The economic cost to 
replace is based on all current factors 
associated with replacement. Since the 
firm is assumed to be a profit maximizer, 


.if replacement occurs, it should occur 


under current minimum cost conditions. 
Thus, the input ratios associated with 
ex post optimality would appear to 
generate the appropriate value to the 
firm. Graphically, this means the input : 
ratios reflectéd by the tangency of the 
ex post optimal output level and the new 
budget line would be the relevant ratios 
to use in calculating the cost to replace 
the reporting period's volume. 

This interpretation is in line with the 
“value to the firm" or “deprival value" 
approach. The “‘deprival value" concept 
treats as cost of production the net cost 
(or loss) which the firm would experience 
if deprived of the product. While the 
appropriate amount may be either re- 
placement cost, net realizable value, or 
discounted present value, it is generally 
believed that the preponddrant choice 


. will be replacement cost. The Sandilands 


Report [1975, p. 60], concedes that in a 
“great majority" of cases, replacement 
cost will represent the “value to the 
firm.” Given a profit maximizing as- 
sumption, replacement will occur only 
when replacement cost is lower than 
either net realizable value or discounted 
present value and, hence, will constitute 
the basis for accounting valuation. Where 
the product line is being contracted or 
discontinued, to the extent that reporting- 
period volume is not to be replaced in 
total, the excess production of the re- 
porting period would be appropriately 
costed in accordance with the “value to 
firm approach." (See Sandilands доп 
[1975, рр. 58—60].) 
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IMPACT OF Micro THEORY ON 
“VALUE TO THE FIRM" 

Given the objective of maintaining 
productive capacity to duplicate the 
benchmark volume of the reporting 
period, only input factor prices produce 
an impact on the factor input ratio. With 
the adoption of a “value to the firm” 
approach, attention is shifted to the 
factor input ratio associated with an 
ex post benchmark volume. This point is 
extremely significant, for it now becomes 
- mecessary to reconsider the factors capa- 
ble of causing a switch to a new bench- 
mark output. 

In accordance with Theorems 2, 3, 5, 
and 6, discussed above, a change in 
either input factor prices or product 
sales prices is sufficient to shift the level 
of optimum output. This means that 
- even though the market price of input 
factors remain unchanged, replacement 
cost charged to the reporting period 
would change if the sales price of output 
changed. This would hold for either the 
: single- or multi-product firm. In addition, 
for the multi-product firm any change in 
the relative sales price/cost of products 
could be sufficient to generate a new 
benchmark volume and new input factor 
ratio and hence new cost to replace. In 
the same fashion a change in the produc- 
tion function affecting one product (i.e., 
due to technology) would have the same 
impact as an input price change and alter 
the ex post optimum for both products. 

The failure to analyze the “deprival 
value" approach in a micro theory frame- 
work has caused the causal relationship 
between product sales price change and 
cost to replace to remain obscure. 


COMPARING THE TWO APPROACHES 
UNDER “МЕТА” 
Under the productive capability of the 
firm approach, output is maintained in a 
strict sense by utilizing the mew input 
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factor ratios associated with the begin- 
ning of the period optimal isoquant. In 
short, it constitutes the basis for calcu- 
lating the cost to reproduce, in combina- 
tion with new input factor prices. 

The alternative, *deprival value" ap- 
proach, recognizes that the optimal out- 
put Jevel at year end (ex post isoquant) 
presents an alternative source of new 
input factor ratios, a source that is in: 
accord with the objectives of using 
“value to the firm" as the cost of goods 
sold. 

The distinction between the methods 
then rests upon which optimal isoquant 
(beginning or end) is to supply the new 
factor input ratios. 

In the first method, the new input ratios 
may only be obtained from specific 
points along the ex ante optimum iso- 
quant. In the second method, the new 
input ratios are obtained from points 
along any isoquant that is optimal at the 
end of the period. Thus, those factors 
that are causal in selection of new input 
ratios under either method, are capable 
of generating a change in the cost to 
replace. 


A. Productivé Capability of the Firm. 
Here, costs charged to operations are 
influenced by: 


(1) input price changes, and 

(2) factor substitution along the ex 
ante isoquant caused by input fac- 
tor price changes. 


B. “Deprival Value" Interpretation. 
Under this approach costs charged to 
operations are influenced by: 


(1) input price changes, 
(2) factor substitution along the ex 
post isoquant caused by either 
(a) factor price change, relative 
and direct, or 
(b) output sale price change, rela- 
tive and direct. 


SUMMARY AND CONCLUSION 


In this paper, we have investigated the 
productive capability (output level) of the 
firm concept: of capital maintenance 

-within a micró-economic setting. Under 
this approach, productive capability of 
the firm for the current year is inter- 
preted as the “optimum” volume of out- 
put for the reporting period. It was indi- 
cated that this volume is essentially a 
benchmark volume and not a level that is 
actually to be reproduced. To facilitate 
analysis within a theoretical framework 
and with no loss of generality, the ex 
ante optimal output for the reporting 
period is selected as the benchmark level. 
Consistent with the micro-economic 
structure, it was proposed that input 
factor substitution be considered in es- 
tablishing unit cost to duplicate bench- 
mark volume when factor costs change. 
Since the benchmark volume is ex ante 
to each reporting period, only input 
ratios associated with that isoquant are 
relevant in establishing “notional” costs 
to reproduce. Therefore, only changes in 
the market price of input factors influ- 
ence the input ratios associated with this 
benchmark volume. This point holds 
equally for single-and multi-product 
firms. 

The final section of the paper viewed 
the volume of output for the firm from 
the standpoint of new cost to reproduce 
calculated from the ex post optimum 
production, essentially a **deprival value" 


concept. Here the input factor ratios. 


relevant in calculating unit cost are ob- 
tained from the optimum output level at 
the close of the reporting period rather 
than at the beginning of the reporting 
period. Since a new output isoquant is 
now the source of input factor ratios, a 
change in product sales price is sufficient 
to cause a shift in output and hence a 
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change in factor input ratio. This point 
also holds true for single-and multi- 
product firms under the **deprival value" 
view. In addition, under the ‘“deprival 
value" view, relevant output isoquants 
for multi-product firm are also sensitive 
to relative price;cost changes. 

In conclusion, although we . believe 
that the “volume of output for the firm" 
concept of capital maintenance can be 
viewed from the standpoint of the two 
interpretations we have assigned, ac- 
ceptability is only asserted within the 
constraints we have imposed. Removed 
from the sterility of a theoretical frame- 
work all probiems of the real world 
arise. This does not deny, however, the 
validity of input factor substitution as 
long as one realizes that it occurs subject 
to (a) existing short-run possibilities and 
(b) the costs of changing the factor ratios. 

у That a theoretical optimum output is an 
unrealizable attainment in the real world 
is no serious drawback. One need only 
substitute the best attainable output 


under existing constraints as the bench- - | 


mark level. Of course, in the absence of 
certainty, production will vary from the 
benchmark level. Again, this variance 
may be handled in a. manner similar to 
the variance of actual output from 
budgeted or normal capacity volume in a 
standard cost system. Unit costs based on 
the benchmark volume will, in a similar 
fashion, be considered the “true” cost 
to reproduce. Calculating cost to repro- 
duce based on current input ratios ap- 
pears to be consistent with the broad 
concept of current value accounting. 
Certainly, using current costs with “‘his- 
torical" input ratios suggests a less-than- 
desirable union. Finally, as a general rule 


the META approach will yield a lower pe 


cost to replace than CVRC. 


yy 
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ABSTRACT: This article examines the ratio-scale view in accounting from the stand- 
point of modern measurement theory. It also provides interpretations of the tenets pr 


modern measurement theory in accounting. 


deeper familiarity with modern 
measurement theory would help 
synchronize accounting literature 


with the scientific approach and avoid’ 


many misunderstandings still occurring 
in the accounting literature [Mattessich, 
1972, p. 476]. In the January, 1976, issue 
of THE ACCOUNTING REVIEW, an article 
by Don W. Vickrey raised some impor- 
tant questions about the relationship 
between accounting and measurement 
theory. The object of that article was to 
examine the relationship between the 
numerical output of a given accounting 
system and the tenets of measurement 
theory. The General-Price-Level Histori- 
cal Cost system (GPL accounting) and 
the ratio-scale view were selected for 
evaluation against the réquirements of 
the theory of fundamental measurement. 
That evaluation identified four difficul- 
ties: (1) object difficulty, (2) property 
difficulty, (3) operation difficulty, and (4) 
index difficulty. Vickrey's [1976, pp. 33, 
39] analysis of those difficulties led him 
to conclude “that the ratio-scale view is 
invalid." 

The purpose of this paper is to re- 
examine the ratio-scale view and the 
related object, property, and operation 
difficulties from the standpoint of mod- 
ern measurement theory. To achieve 
this purpose, it is essential to provide 


some background on the development of | 
measurement and the applications of- 


modern measurement theory in the social 
sciences. 


ON THE TWISTING OF THE HISTORY OF 
MEASUREMENT AND THE NUMBER 
SYSTEM. 


The history of measurement and math- 
ematics shows that man practiced mea- 
surement for thousands of years and only 
in later ages did anyone analyze the 
meaning of what he had done [Stevens, 
1975, p. 39]. It was the need to assess the 
numerosity of objects that gave rise to 
man’s first use of a numerical system to 
express quantity. To measure numeros- 
ity, early man created a primitive opera- 
tion of matching objects to numerical 


‘stroke. That primitive operation proved 
useful in the counting of people, cattle, · 


fishes, coconuts, etc. Only very few num- 
bers were used in that primitive opera- 
tion. The number system gradually ex- 
panded to meet the growing needs of 
trade and commerce, but remained un- 
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separated from the process of counting. 
It was only in relatively recent times that 
the number system became divorced 
from the elementary process of counting 
and has become an abstract system in its 
own right. 
. The purpose of this brief comment on 
the. history -of measurement and num- 
bers, discussed in more detail elsewhere 
[Stevens, 1951], is to show that the 
number system and the rules of arith- 
- metic have been created to serve as a 
useful model for the empirical operations 
which man performs on objects [Stevens, 
1975, p. 44]. The twisting of this relation- 
ship was initiated by Helmholtz (1887) 
who, according to Stevens [1975, p. 45], 
“turned the matter around... and im- 
plied that unless the concrete operations 
could be mirrored by the mathematical 
laws of additivity, the operations did not” 
qualify as measurement." Campbell 
[1953, 1957], the authority on funda- 
mental measurements and the architect 
of classical measurement theory, fol- 
lowed Helmholtz’s ideas and tied mea- 
surement even more rigidly to the formal 
rules of arithmetic by insisting that funda- 
` mental measurements are not possible 
unless the physical operations carried 
out on the properties of objects satisfy 
the mathematical rules of: additivity. 
The basis for that contention is the belief 
that measurement is the process of sup- 
_ plying a physical interpretation for math- 
ematics [Savage, 1970, p. 104]. Thus, 
instead of the mathematical model being 
"made to agree with empirical operations, 
as had happened in the early history of 
` arithmetic, Helmholtz and Campbell 
insisted that the mathematical model 
dictate-what kinds of operations qualify 


> as measurement. 


That narrow view of measurement 
should not be the criterion that deter- 
mines whetber quantification in account- 
ing qualifies as measurement, and it 
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should not be taken for granted by 
accounting researchers who might at- 
tempt to explore the relationship between 
accounting, measurement, and scientific 
theories. Why? First, as explained before, 
the logical foundation of the classical 
view is in contradiction to the historical 
evolution of measurement and the rules 
of arithmetic. Second, Savage [1970, pp. 
108—123] has established that the classi- 
cal view is false because there are some 
measurable properties for which there 
exists a physical operation of addition 
that does not satisfy any of the axioms of 
mathematical additivity. Third, that view 
impeded progress in the social sciences 
and proved particularly costly to psycho- 
physics for many years [Stevens, 1975, p. 
44]. Great progress in psychology, crim- 
inology, and even political science was 
achieved only after social scientists di- 
vorced their research from that view and. 
put the relationship between the em- 
pirical operations of quantification and 
the rules of arithmetic in the original 
historical perspective that gave rise to the 
number system. Most important is the 
fact that the rules of mathematics are 
man-made. Those rules can be altered 
and expanded to provide useful quanti- : 
tative explanations of man's empirical 
activity. 

The implications for accounting re- 
search should be obvious. Accounting 
numbers need not be analyzed on the 
basis of the disputed and restrictive view ` 
of fundamental measurement that was 
adopted in physics. Instead, the account- 
ing operations of quantification should 
be analyzed with a view toward finding a 
formal model that can make accounting 
numbers more scientific. Measurement 
models in the social sciences should be 
applied in accounting to improve the 
current measurements of conventional 
properties [see Mattessich, 1964, p. 58] 
and to develop quantitative measures for 
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non-conventional properties.! 
THE TENETS OF MEASUREMENT THEORY 


‘There is no general agreement among 
scientists and philosophers of science as 
to what measurement is and howit should 
be performed [Ackoff, 1962, p. 195]. The 
' tenets of measurement theory are defined 
and used in physics and psychology in 
drastically different ways. The differ- 
ences of opinion on this issue are docu- 
mented by the deliberations of a com- 
mittee appointed in 1932 by the British 
Association for the Advancement of 
Science to study and report upon the 
' possibility of quantitive estimates of 
sensory events [see Ferguson, 1940, pp. 
331-349]. Since the late 1950s, opinions 
on the principles of measurement have 
been classified into two theories of 
measurement: classical and modern. 
Comparative discussions of the tenets of 
the classical and modern views are to be 
found in Stevens [1959], Ackoff [1962, 
pp. 195-201] and Savage [1970, pp. 99— 
189]. The distinction between those two 
theories has been recognized in the 
accounting literature by Mattessich 
[1964, pp. 52-80], and Sterling [1970, 
pp. 65—71]. The significant differences 
between the two theories are outlined 
below. 

The classical view of measurement 
evolved in the physical sciences and was 
presented in the works of N. R. Campbell 
[1953, 1957]. According to that view, 
measurement is restricted to the assign- 
ment of numerals to represent properties 
on the basis of physical laws that are 
discovered through the fundamental or 
derived processes [Campbell, 1953, pp. 
‚ 109-134; 1957, p. 257]. Fundamental 


measurement of a property:is possible . 


only when'a physical operation of addi- 
tion is performed on the object possessing 
that property and is found to be similar 
to the mathematical process of addition 
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[Campbell, 1957, p. 267]. Only a limited 
number of properties, such as length, 
weight, and numerosity are measurable 
in this fundamental way. Most other 
properties dealt with in physics are 
measured by an indirect process in which 
derived measurements are obtained by 
means of numerical laws relating funda- 
mental measurements [Campbell, 1953, 
pp. 124-139]. 

Campbell’s restrictive view of mea- 
surement dominated the scene until it 
was attacked by the prominent psycholo- 


П 


x 


D 
^ 


gist S. S. Stevens [1946], who advocated 7$ 


a broad concept of measurement that 
allows for the quantitative expression of 
sensory events. To support his view, 
Stevens developed an alternative ap- 
proach to measurement that eventually 
became known as modern measurement 
theory. Under the modern approach, the 
essence of measurement is mapping 
empirical properties or relations into a 
formal (mathematical) model [Stevens, 
1959, p. 20]. 

An examination of the works of Camp- 
bell, Stevens, Ackoff, Churchman, Tor- 
gerson, and Savage suggests that the 
major differences between classical and 
modern measurement theories lie in the 
following areas: (1) the properties subject 
to measurement, (2) the tenets that must 
be satisfied before a numerical assign- 
ment can be called measurement, and (3) 
the nature of the operations that estab- 
lish a valid basis for the assignment of 
numerals to empirical properties and 
events. 

Campbell and his fellow physicists 
have been concerned with the measure- 
ment of physical properties of objects 
such as length, weight, density, mass, and 
volume. Such properties have been fre- 


1 See, for example, Sorensen and Grove [1977, pp. 
658-675], who used a mental health scale (an ordinal 
scale) in their cost-effectiveness analysis. See also Mock 
[1976]. 
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quently described as extensive properties 
or objective magnitudes [Stevens, 1959, 
p. 23]. By contrast, Stevens and his 
fellow psychologists have concentrated 
their efforts on the development of a 
broad approach of measurement to cope 
with the problem of quantifying psycho- 
logical and psychophysical properties 
and sensory events such as utility, anxiety, 


achievement, loudness, and brightness. : 


Those properties have sometimes been 
described as intensive or subjective mag- 
nitudes [Stevens, 1959, p. 23]. 

The differences between the tenets of 
the theory of fundamental measurement 
and the tenets of the theory of measure- 
ment scales regarding measurable and 
unmeasurable properties have metaphys- 
ical implications. Campbell [1953, p. 
122] says that measurement depends 
upon the facts of the external world and 
that “it is not wholly within our power to 
determine whether we will or will not 
measure a certain property.” In other 
words, Campbell thinks of objects as 
having pre-existing properties that are 
either measurable or not measurable. By 


contrast, Stevens thinks of measurement ` 


as an evolutionary process that begins 
with simple and crude operations and 
gradually improves as new well-defined 
operations are developed. This evolu- 
tionary view is expressed in the following 
statement: 


It is an interesting fact that the measurement 
of some quantities may have progressed from 
scale to scale. We can imagine, for example, 
that certain Eskimos might speak of tempera- 
ture only as freezing or not freezing and, 
thereby, place it on a nominal scale. Others 
might try to express degrees of warmer and 
colder, perhaps in terms of some series of 
natural events, and thereby achieve an ordi- 
nal scale. As we all know, temperature be- 
came an interval scale with the development 
of thermometry, and after thermodynamics 
had used the expansion ratio of gases to ex- 
trapolate to zero, it-became a ratio scale 
[Stevens, 1959, pp. 24-25]. 
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Campbell [1953, p. 117] says that the 
process of discovering that a property is 
measurable by the fundamental process 


`. requires a method of judging equality and 


of adding objects such that the following 
rules are true: (1) if two objects are the 
same as some third object in respect of a 
property, then they are the same as each 
other, (2) by adding objects successively 
we must be able to make a standard series 
one member of which will be the same in 
respect of the property as any other object 
we want to measure, and (3) equals added 
to equals produce equal sums. Those 
three rules are described as tbe laws of 
measurement [Campbell, 1953, p. 119]. 
In simple words, Campbell's laws mean 
that a measurable property must possess 
physical additivity. As an alternative, 
Stevens [1959, p. 22] suggested two 
criteria as the foundation of modern 
measurement theory: (1) the concept of 
mathematical invariance, and (2) the 
application of consistent rules in the 


assignment of numbers. ` 


The best way out seemed to be to approach 
the problem from another point of view, 
namely, that of invariance, and to classify 
` scales of measurement in terms of the group 
of transformations that leave the scale form 
invariant. This approach would seem to get 
to the heart of the matter, for the range of in- 
variance under mathematical transformations 
is a powerful criterion of the nature of a scale 


[Stevens, 1959, p. 23]. : 


Stevens [1959, p. 25] defined four scales 
of measurement: The nominal, ordinal, 
interval, and ratio scales. Those scales . 
are classified on the basis of the group of 
mathematical transformations that leave 
the scale form invariant. 

The concept of invariance is fundamen- 
tal in modern measurement. When mea- 
suring a property or event, the scientist 
carries out certain operations and then 
assigns numbers to reflect the outcome of 
those operations. Once the numbers have 
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been assigned, the scientist then asks a 
crucial question: in what ways can the 
scale numbers be changed without losing 
any of their empirical content? [Stevens, 
1975, p. 50]. In other words, what mathe- 
matical transformations of the scale 
numbers are permissible? On the ratio 
scale only one kind of transformation is 
allowed: multiplication by a constant, 
e.g., from inches to centimeters or miles 
to kilometers [Stevens, 1975, p. 50]. That 
kind of transformation is described as 
similarity transformation because both 
the original number and the number pro- 
duced by the transformation measure the 
same—property, e.g., both inches and 
centimeters measure length. The trans- 
formation will leave the empirical content 
of ratio scale numbers unchanged only 
if the measurement unit is constant in 
respect of the property being measured 
(see Stevens [1951, pp. 17-19, 28; Ackoff, 
1962, p. 192]). 

The search for invariant relations is 
essentially aimed at generality. The im- 
-portance of invariance as a tool of scien- 
tific thought is exemplified by the notion 
of conservation of energy. “The total 
amount of energy in a system stays the 
same under transformations from one 
form, such as heat, into another form, 
such as electricity" [Stevens, 1951, p. 20]. 

Stevens [1951, p. 1] defines measure- 
ment “as the assignment of numerals to 
objects or events according to rules." 
This broad definition of measurement is a 
drastic departure from Campbell tra- 
dition for several reasons, First, social 
scientists [Kerlinger, 1964, p. 412] argue 
that the measurement of such character- 
istics of individuals and groups as in- 
teligence, aggressiveness, anxiety, depen- 
dency, and cooperativeness involves 
basically the same thinking and proced- 
ures as the measurement of weight and 
length. Second, the definition suggests 
that ifrules can be set up on some rational 
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or empricial basis, measurement of any- 
thing is theoretically possible [Kerlinger, 
1964, p. 412]. Third, as Stevens [1959, p. 
19] points cut, "the fact that numerals 
can be assigned under different rules 
leads to different kinds of scales and 
different kinds of measurement, not all of 
equal power and usefulness." Neverthe- 


less, as long as a consistent rule is . 
` followed, some form of measurement is 


achieved [Stevens, 1959, p. 19]. The 
problem then consists of making explicit: 
(a) the various rules for the assignment of 
numerals, (b) the mathematical proper- 
ties of the resulting scales, and (c) the 


statistical operations applicable to mea-: 


surements made with each type of scale 
[Stevens, 1946, p. 677]. 

Another fundamental difference be- 
tween the classical and modern views of 
measurement focuses on the nature of 
the process that provides a valid basis for 
the assignment cf numbers to properties 
and events. Campbell [1953, pp. 117- 
122] says that the only process that can 
determine whether the laws of fundamen- 
tal measurement are true is the physical 
experiment. Thus, the process of dis- 
covering a measurable property that 
satisfies Campbell’s laws rests entirely 
upon experimental inquiry. But what 
about derived measurements? Campbell 
[1953, p. 132] says the basis of derived 
measurements is the discovery of a fixed 
numerical relation between fundamental 
magnitudes. In contrast, Stevens thinks 
of measurement as a process of matching 
empirical operations with numerical rela- 
tions. The terms fundamental and de- 
rived describe two classes of operations, 
not two classes of scales [Stevens, 1959, 
p. 23]. Ackoff [1962, p. 204] clarified the 
implications of that aspect of modern 
measurement theory by emphasizing that 
“the formal properties of a scale should 
describe what operations can be mean- 
ingfully performed on the properties 
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which are measured by the scale.” More- · 


over, the formal properties of a scale do 
not describe properties of that which is 
being measured, but properties of the 
operations that can be performed on 
what is being measured [Ackoff, 1962, 


p. 204]. Thus, to say that weight is. 


additive does not say anything about 
weight itself, but it says something about 
the operations that can be performed on 
objects which have weight, and it is this 
fact that makes measurement an evolu- 
tionary process [Ackoff, 1962, p. 205]. 


Тнв RATIO SCALE: 
MEASUREMENT VS MATHEMATICAL 
TRANSFORMATIONS 


There are two complementary aspects 
of ratio scales. First, ratio scales are 
measurement devices. An analysis of the 
tenets of ratio scales as a measurement 
devices will naturally involve questions 
about the object, property, and operation 
of measurement. But ratio scales can also 
be viewed as a mathematical group struc- 
ture (a similarity group) that allows a 
mathematical transformation of the num- 
bers generated by the scale and still 
leave the scale form invariant. If one 
wants to analyze the ratio-scale view as a 
theory of accounting measurement, then 
the object, property, and operation diffi- 
culties are relevant arguments. In this 
case, those difficulties represent prob- 
lems that are common to all accounting 
models, and there is no reason to attribute 
them to Historical-Cost-Adjusted state- 
ments (see Vickrey [1976]). On the other 


hand, if one thinks of the ratio-scale: 


view as a proposal to adjust historical 
cost dollars by an index number to 
satisfy the tenets of the ratio scale, then 
the problem is mathematical, and the 
' only relevant problem is the index num- 
ber difficulty. The writings of the sup- 
porters of the ratio-scale view suggest 
that they are merely concerned with 
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transformations allowed on ratio-scale 
figures. Moonitz [1970, p. 465] and 
Chambers [1966, p. 45] describe the 


ratio-scale view as a pure scale adjust- 


ment. It is possible to argue that the 
ratio-scale view presupposes ratio-scale 
measurements. But then, of course, those 
measurement difficulties are not associ- 
ated only with historical cost statements. 


OBJECTS IN MODERN MEASUREMENT 
~ THEORY 


Objects are defined by specifying a set 
of essential properties which are indi- 
vidually necessary and collectively suffi- 
cient for inclusion in the class of interest 
[Ackoff, 1962, p. 154]. Properties are 
the observable aspects of objects and are 
either structural or functional [Ackoff, 
1962, p. 155]. Structural properties refer 
to the matter of which an object is com- 
posed and its form, while functional 
properties refer to the use to which an 
object can be put [Ackoff, 1962, p. 175]. 
Thus, while a structural definition defines 
an object in terms of its physical proper- 
ties, a functional definition makes ex- 
plicit the usefulness of an object for 
certain purposes. For example, physical 
instruments like scales, balances, ther- 
mometers, and barometers are defined in 
terms of what they are used for rather 
than in terms of their structures [Ackoff, 
1962, p. 155]. More generally, functional 
definitions are combined with structural - 
definitions [Churchman, 1961, p. 98]. As . 
a result of the growing importance in the 
physical sciences of the concepts of con- 


"trol, communication, and systems, physi- 


cists have become increasingly aware of 
the importance of functional concepts, 
e.g., the functional properties of memory 
and learning attributed to electronic 
computers: (see Ackoff [1962, р. 155]). 
There are certain important charac- 
teristics of functional definitions; (1) 
objects with totally different structural 
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properties may produce objects . with 
. common functional properties, (2) struc- 
tural objects require an environment to 
produce functional properties (for ex- 
ample, tables are useful for writing and 
eating only if people use them), and (3) 
functional definitions consist of specifi- 
cation of common properties [Church- 
man, 1961, p. 98]. 


OBJECTS IN ACCOUNTING 


]t has been asserted [Vickrey, 1976, p. 
34] that the phenomena to which numer- 
als must be assigned in GPL accounting 
may be placed ig seven mutually exclu- 
sive classes: objects with physical 
form, e.g., monetary units, land, ma- 
chines and supplies; (2) claims to mone- 
tary units to be received in the future, 


e.g., accounts and notes receivable; (3). 


claims to services to be received in the 
future, e.g., prepaid insurance; (4) rights 
to the use of technological processes, 
e.g., patents, copyrights; (5) future eco- 
nomic benefits, e.g., research and de- 
velopment costs; (6) promises to remit 
monetary units, e.g., accounts and bonds 
payable; and (7) promises to provide 
products and services in the future, e.g., 
unearned rent. It has then been argued 
[Vickrey, 1976, p. 34] that according to 
the theory of fundamental measurement, 
only the assets which belong to class 1 are 
definitely objects. The assets and liabili- 
ties which are represented by classes 2, 3, 
4, 5, 6, and 7 do not, in that view, consti- 
tute objects because they have no physi- 
cal form and do not possess physical 
properties such as length and color. 

The assertion that claims, rights, prom- 
ises, and future economic benefits are not 
objects ignores the role of functional 
definitions in measurement. The ability 
to define objects in terms of essential 
properties presupposes a criterion of 
relevance. Cash, land, equipment, and 
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claims and rights have different struc- 
tural properties (claims and rights are 


usually supported by documents), but _ 


from a functional point of view they all 
produce the common property of eco- 
nomic benefits when used in the ordinary 
operations of the firm. It is that common 
property that makes a definition of those 
objects relevant to the measurement of 
the activities of the firm. This makes 
functional definitions more relevant to 
measurement in accounting than struc- 
tural definitions. | 

- Future economic benefits pose a some- 
what different problem. Clearly, plant 
rearrangement costs, organization costs, 
research and development, and goodwill 
do not by themselves represent physical 
objects. However, some measurable 
properties can exist as a result of inter- 
action between objects. Future economic 
benefits represent the functional property 
common to all assets, but in some cases 
that property is dependent upon the 
existence of other objects that have both 
structural and functional properties. An 
analogy can be found in the existence of 
derived magnitudes, eg., density and 
velocity, which qualify as measurable 
properties in the classical view of mea- 
surement. Promises (classes 6 and 7) 
represent deferred payments for eco- 
nomic benefits already received. 

A final note on the object problem may 
clarify an important issue. Thus far, it 
has been argued that for the purpose of 
identifying the elements of the relevant 
class of objects in accounting, present or 


: future economic benefits are the essential 


properties of those objects. It does not 
follow, however, that future economic 
benefit is the property which accountants 
quantify. There is nothing in measure- 


ment theory which says that the proper- ~ 


ties useful for the purpose of identifica- 
tion should also be the subject of 
quantification. 


24. 
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ARE RATIO SCALES RESTRICTED TO 
EXTENSIVE PROPERTIES? s 


Another fallacy in the classical analysis 
of the ratio-scale view is the assertion 
[Vickrey, 1976, p. 34] that the ratio- 
Scale view will be valid only if the 
property measured in accounting is an 
extensive (or physical) property. This 
implies that ratio scales are restricted to 
physical properties. That assertion and 
its related implication are incorrect since 
they ignore Stevens' psychophysical law 
that led to many valid uses of ratio scales 
in the measurement of sensation (see 
Stevens [1959, pp. 36-59]). The psycho- 
physical law says that “the psychological 
magnitude y is related to the stimulus 
magnitude ф by y=kd", where k and n 
are constants" [Stevens, 1959, p. 36]. 
The implication of the psychophysical 
law is that "equal subjective ratios cor- 
respond to equal stimulus ratios" 
[Stevens, 1959, p. 36]. Numerous non- 
physical properties like loudness and 
brightness have been perceived as power 
or linear function forms of the psycho- 
physical law and thus satisfy the tenets of 
the ratio scale. A ratio scale of utility has 
been suggested by Stevens [1959, pp. 
52—59]. Stevens' psychophysical law has 
produced dividends in several areas of 
behavioral science. It has introduced 
ratio-scale quantification into sociology, 
criminology, and political science [Ste- 
vens, 1975, p. 227]. The methods used in 
the scaling of brightness and loudness 
have found immediate application in the 
scaling of such variables as the perceived 
status of occupation, the seriousness of 
crimes, and the degree of national ag- 
gressiveness [Stevens, 1975, p. 227]. 

THE RELATIONSHIP BETWEEN THE 
PROPERTY, THE MEASUREMENT 
UNIT, AND THE RATIO SCALE 

What property does accounting mea- 
sure? Several accounting writers [Cham- 
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bers, 1966, pp. 90-99; Larson, 1969, p. 
39; Lim, 1966, p. 645] have referred to 
monetary numerosity as the central issue 
in the analysis of accounting measure- . 
ments. Yet, if the main concern of ac- 
countants is to determine the number of 
monetary units, the accounting function 
would be reduced to a simple process of 


` counting cash, and most of the contro- 


versial accounting issues would become 
irrelevant. Since the accounting function 
involves valuation models, monetary 
numerosity must be ruled out as the 
relevant property. The simple fact is that 
measures of monetary numerosity are 
cardinal numbers that express the quanti- 
tative contents of a specific property 
possessed by the elements of a set of 
objects. The question, then, is what 
property does monetary numerosity 
quantify. That property is exchange 


. value [Moonitz, 1970, p. 465]. Just as the 


foot is the standard for measuring 
length and the pound is the standard for 
measuring weight (in some’ non-metric 
countries); money is the standard for 
measuring value [Stonier and Hague, 
1957, p. 366]. Because money serves as 
the standard for measuring value, it also 
acts as a medium of exchange. Money 
also serves as a store of value, and that 
makes it a useful standard for deferred 
payments [Stonier and Hague, 1957, pp. 
365-366]. Money can perform those 
functions effectively only if the monetary 
unit is stable in value. Inflation causes 
instability in the value of money and 
consequently impairs the ability of money 
to perform its functions [Stonier and 
Hague, 1957, p. 367]. In other words, 
inflation makes money an unstable unit 
for measuring exchange value. These 
are simple facts of economic theory. 
They need to be related to measurement 
and to the ratio-scale view. 

Theorists of measurement agree that a 
system must employ a stable unit of 
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‘measurement in order to qualify as a 
measurement system [Savage, 1970, p. 
204 and p. 211; Ackoff, 1962, p. 62; 
Ghiselli, 1964, pp. 38-44]. The stability 
of the unit of measurement is reduced to 
two requirements: (1) the unit must not 
change from one measurement to 
another, and (2) the unit must not change 
during a single measurement [Savage, 
1970, p. 204]. 

Savage [1970, p. 204] offers two rea- 
sons in support of the first requirement. 
First, unless that requirement is satisfied, 
it is impossible to duplicate and confirm 
the results of measurement. If the unit of 
measurement is unstable, the system of 
numeral assignment will yield unpredic- 
table and inconsistent results [Savage, 
1970, p. 208]. Second, when the unit of 
measurement changes from one measure- 
ment to another, it is impossible to 
compare the results of measuring differ- 
ent objects [Savage, 1970, p. 204]. Since 
a basic function of measurement is to 
allow comparisons of the same property 
of different objects [Ackoff, 1962, p. 179], 
a system that does not allow such com- 
parisons does not qualify as one of mea- 
surement [Savage, 1970, p. 213]. 

The reasons for the requirement that 
the unit remain unchanged from one 
measurement to another are also a viable 
defense for the requirement that the unit 
remain unchanged within a single mea- 
surement [Savage; 1970, p. 209]. How- 
ever, another reason for requiring a stable 
unit withín a single measurement is the 
axiom of additivity [Savage, 1970, p. 
210]. The axiom of additivity. 


N(x) + NO) = N(x + y) 


says that, for a given system of measure- 
ment, the number assigned to x added 
mathematically to the number assigned 
to y must equal the number assigned 
empirically to x and y combined. If-the 
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unit. changes within a single measure- 
ment, the axiom of additivity will not be 
satisfied [Savage, 1970, p. 210]. 
To summarize, a system of numeral 
assignments qualifies as a system of 
measurement only if it permits duplica- 
tion and comparisons of the results of 


: measurement. This leads to the conclu- 


sion that the requirement of a stable unit 
of measurement is a logical, not an 
empirical requirement [Savage, 1970, pp. 
206—213]. 

The conclusion that a stable unit of 


measurement is a logical requirement of 2 


any measurement system has two impor- 
tant-implications for any analysis of the 
ratio-scale view. First, it means that 
Moonitz [1970] and Lim [1966] are cor- 
rect in proposing the theory of ratio 
scales as the foundation for price-level 
accounting. Any person familiar with the 
uses of accounting statements will agree 
that the primary use of accounting mea- 
surements is to make comparisons. The 
purpose of comparing accounting figures 
is to detect change in the exchange value 
of objects [Moonitz, 1970, p. 465]. 
Change in any, property can not be 
detected unless the measurement unit is 
stable. Changes in the general price level 
make the monetary unit unstable. A 
basic characteristic of the ratio scale is 
that it permits the multiplication of the 
measure of a property by a constant while 
leaving the scale form invariant, i.e., 
preserving the empirical contents of the. 
measures produced by the scale. When 


applied to accounting, this characteristic . 
of the ratio scale provides a remedy for . 


the price-level problem in a way that 
permits valid comparisons of accounting 
figures. Second, since the stability of the 
measurement unit is a logical and not an 
empirical requirement, the empirical is- 
sues of object, property, and operations 
are irrelevant criticisms of the ratio- 
scale view in accounting. 
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EMPIRICAL OPERATIONS OF RATIO SCALES 


Ratio scales belong to modern mea- 
surement theory. The key empirical 
operation in modern measurement theory 
. is the matching of an element of one 
domain with another element of another 
domain [Stevens, 1975, p. 46]. The 
operation of matching can be used to 
map extensive properties, e.g., numer- 
osity, or intensive properties, e.g., bright- 
ness, loudness, utility, efc. In this new 
pattern of thinking, subjects can match 
numbers to sensations in ways that pro- 
duce ratio scales [Stevens, 1975, p. 61]. 
People can match numbers to apparent 
loudness, or match loudness to the 
strength of a vibration on the fingertip, 
or match numbers to prestige of occupa- 
tions [Stevens, 1975, p. 230]. Further- 
more, the theory admits matching opera- 
tions that do not accord with the 
additivity model [Stevens, 1975, p. 61]. 
“The fact that a few things in this world 
can be measured by addition does not 
prove that everything must be” [Stevens, 
1975, p. 61]. 

The empirical operations of matching 
may vary widely, depending on what is to 
be measured [Stevens, 1975, p. 47]. In- 
deed, the particular operations devel- 
oped stem directly from the definition of 
the property to be measured [Ghiselli, 
1964, pp. 20—23]. In the measurement of 
sensation, the operations can be verbal 
responses, dial turnings, key pressings, 
or painting of grays [Stevens, 1975, p. 
51]. 


MEASUREMENT AND CALCULATION IN THE 
HISTORICAL ACCOUNTING MODEL 


Conventional accounting numbers are 
derived from two processes: (1) the as- 
signment of numbers to primary or ele- 
mentary events, e.g., exchange transac- 
tions; and (2) calculation. Only the first 
process can be described as a measure- 
ment since the operations performed by 
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the accountant at this stage are empirical. : 
The measurement of a primary event 
meets the requirements of the ratio scale. 
The property subject to measurement in 


,an exchange transaction is 'exchange 


value, which is measured by monetary 
numerosity at the time of exchange. At 
the time of exchange, the equality of ra- 
tios can be verified by an empirical opera- 
tion. At this stage, the GPL problem is 
irrelevant since the monetary unit mea- 
sures exchange value at a given point in 
time. 

After the point of exchange, the em- 
pirical base is lost and the conventional 
accounting model relies heavily on cal- 
culation. The processes of accrual ac- 
counting and matching consist of a series 
of calculations. The computation of 
depreciation charges involves an alge- 
braic transformation of a primary mea- 
sure. Other algebraic transformations 
are used to estimate the allowance for 
bad debts and the estimated liability for 
after-costs. Additional computations are 
then performed to calculate profits. The 
purpose of those accounting calculations 
is to provide quantitative indicators of 
certain abstract constructs, such as finan- 
cial condition or net income. 

The need to distinguish between mea- 
surement and calculation is essential for 
any valid analysis of conventional 
accounting numbers because there is a 
fundamental difference between measure- 
ment and calculation. While the opera- 
tions involved in assigning numbers to 
properties in measurement are empirical, 
the operations involved in calculations, 
are mathematical. The logical validity of 
calculated measures requires conformity 
with the rules of mathematical deduction. 

Campbell [1953, p. 144] defines calcu- 
lation as “the process of combining two 
or more numerical laws in such a way as 
to produce a third numerical law." While 
the numerical laws thus combined are 
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derived from measurements, calculation 
always involves mathematical deduction 
[Campbell, 1953, p. 147]. “The deduc- 
tion depends on the fact that if one thing 
(A) is proportional to another thing (B) 
and if (B) is proportional to a third 
thing (C), then A is proportional to C 
[Campbell, 1953, p. 146]. 

The evaluation of a model in an em- 
pirical science involves: (1) logical truth, 
(2) empirical verification, (testing the 
predictive or explanatory power of the 
model) and (3) empirical meaning or 
intérpretations. 
^ The relationship between GPL ac- 
counting and the ratio scale becomes 
relevant as soon as one considers that the 
logical truth of conventional accounting 
calculations depends on: (1) the mathe- 
matical validity of the primary measures 
obtained via the ratio-scale, and (2) the 
mathematical validity of the deductive 
process of combining primary measures 
to obtain calculated measures. The first 
requirement is valid at the time of the 
exchange. The ratio scale, however, 
requires the use of a constant unit of 
measurement. The instability of the 
measurement'unit over time after the 


point of exchange violates the basic ` 


tenet of the ratio scale, i.e., the scale will 
not remain invariant when transforma- 
tions are applied. Thus, when the ac- 
countant combines measures of different 
years without GPL adjustment, he is 
adding numbers which are not mathe- 
matically additive. Accounting calcula- 
tions performed on such measures fail 
the test of mathematical truth. In order 
to make the primary measures mathe- 
matically true, the accountant must 
apply a correction factor, i.e., a constant 
that leaves the scale form invariant. That 
constant is an appropriate index number. 
This correction process makes GPL ac- 
counting consistent with the rules of the 
ratio-scale; i.e., it makes them mathe- 
matically true. 
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The calculated measures obtained via 
GPL accounting constitute a model. The 


. empirical truth of that model should be 


determined through empirical verifica- 


. tion to determine its predictive or ex- 
: planatory powers. This kind of empirical ` 


verification is entirely different from the : 


. requirements of performing certain phys- 


ical operations to verify equality and 
additivity (see Vickrey [1976] for the 
requirements of an extensive system). 
Such operations are inapplicable to cal- 
culated measures. There is nothing in the 
fheory of calculation that requires 
correspondence between calculated mea- 
sures and empirical observations. Calcu- 
lation merely suggests that certain em- 
pirical relations might be true, rather 
than proves that they must be true 
[Campbell 1953, p. 147]. In mathe- 
matical physics, the correspondence be- 
tween the empirical properties of natural 
phenomena and the mathematical prop- 
erties of calculation is not the work of 
scientists; it is merely coincidental [see 
Campbell, 1953, pp. 151-152]. 

One aspect of this problem is left 
unanswered: specifically, what do the 
adjusted figures mean? To answer this 
question, one should point out that the 
truth of a theory and its meaning are two 
different things. It is quite possible to 
have a theory that is true but meaningless 
[Campbell, 1957, p. 250]. For example, ` 
some theories in modern physics, quan- 
tum theory, and the theory of relativity · 
are admitted to be true (in the sense that 
they predict laws rightly), but may be 
regarded as meaningless by some people 
because they involve some hypothetical 
ideas such as the invisible unit of energy 
[Campbell, 1957, p. 250]. Even if GPL 
accounting were empirically untrue- 
(something which has not been scien- 
tifically established) or meaningless, it is 
still correct in relation to the tenets of the 
ratio scale. ' 
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Cost Variance Investigation: 
Markovian Control Versus 
Optimal Control 
David Dittman and Prem Prakash 


ABSTRACT: Control over cost processes can be exercised either via Markovian con- 
trol,./.e., in the traditional manner by investigating the process whenever the reported 
cost exceeds a fixed critical cost, or via Bayesian control, /ө., by using the reported cost to 
update the probability of the process being out of control at the time of the next cost 
signal, and investigating the process whenever such postericr probability exceeds a 
fixed critical value. This paper compares the long-run expected cost per period of the 
best Markovian control (Dittman-Prakash policy) vis-a-vis the optimal contro! (the 
best Bayesian policy) for a wide range of cost situations. It is observed that Markovian 
control performs almost as well as the optimal control unless the in-control cost has at 
least a moderately large coefficient of intrusion (or relative uncertainty) and a sub- 
stantially greater dispersion than the out-of-control cost. Sensitivity analysis shows that 
this observation is reasonably robust with respect to changes in the values of other 


parameters. 


OST variance policies have been the 

subject of much research in ac- 

counting. An excellent survey and 
synthesis of the literature is given by 
Kaplan [1975]. The cost-generating pro- 
cess most extensively studied in the 
literature is the two-state, discrete-time 
Markov process in which a cost report at 
the end of each period provides an 
imperfect observation on the current 
state of the process. The control problem 
is to specify the policy as to when a 
reported cost variance shall be regarded 
as a statistical variation to be ignored, 
and when as an indication of change to 
be investigated. 
, Research attention has typically fo- 
cused on two broad classes of control 
policies: (1) Bayesian control; and (2) 
Markovian control. In Bayesian control, 
the manager keeps track of the proba- 
bility of the process being out of control 


at the time of the next cost report; the 
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periodic cost reports serve to update this 


This paper was presented at the 62nd Annual Conven- 
tion of the American Accounting Ássociation, Portland, 
Oregon (1977). 

We are indebted to Professor Robert P. Magee (Nortk- 
western University) for many useful discussions, and for 
some programming Lelp in the initial stages of our work. 
To Professor Robert S. Kaplan (Carnegie-Mellon Uni- 
versity), we owe much for his suggesting this research 
problem in the first place, for scrutinizing some of our 
early results, and for helping us write a computer routine 
to solve more accurately the dynamic programs. Our 
thanks are also due to Professor Joel Demski (Stanford 
University) for his encouraging commentary, which has 
left its imprint throughout the paper. 


` David Dittman is Associate Professor 
of Accounting. Duke University, and 
Prem Prakash is Associate Professor of 


Business Administration, University of v 


Pittsburgh. 


Manuscript received August, 1977. 
Revisions recelved March and June, 1978. 
Accepted Julv, 1973. 


hu 


Dittman and Prakash 


probability, and the process is investi- 
gated whenever the updated (or poste- 
rior) probability exceeds a critical value, 
q. As opposed to this,.in Markovian 
control, the process is investigated simply 


when the reported cost exceeds a critical. 


value, x;? the history. of cost reports is 
ignored (or “‘forgotten’’). ў 

At this point, one might ask the ques- 
tions: What is the “best” Bayesian con- 
trol in any given cost situation—in other 
words, what is the best critical proba- 
bility, g*? Or what is the “best” Mar- 
kovian control? Or what is the "best" 
policy among all possible control poli- 
cies? The answer depends upon the 
ranking criterion one has in mind. Present 
value of expected costis but one such 
criterion; its use requires specifying the 
planning horizon. Some other ranking 


criteria are long-run expected cost per 


period, statistical variance of the cost per 
period, effectiveness of control, efficiency 
of control data needs and estimation 
problems, acceptance by practitioners, 
and information inductance? effect on 
those being controlled. Optimality with 
respect to one criterion may well entail 
trade-offs with respect to some other 
criteria. For instance, one could argue 
that the evaluation of control policies 
should give explicit consideration to the 
trade-off between the mean and statistical 
variance of the long-run cost per period. 

It is a theorem of Arrow et al. [1949] 
that, with long-run expected cost per 
period as the ranking criterion, the opti- 
mal policy for any cost situation is 
equivalent to the best Bayesian policy for 
that situation. This means that a prefer- 
ence for Markovian control (for what- 
ever reason)* necessarily ,involves an 
opportunity cost—even if it is the best 
Markovian control. Dittman and Pra- 
kash [1978] show how to détermine 
the best Markovian policy for any cost 
situation, ie. how to determine the 


ie | 359 


critical cost, x*, that minimizes the long- 


run expected cost per period over all 
values of x. But the opportunity cost of 
the best Markovian control for different 
cost situations is still an open research 
question, although the simulation results 
of Magee [1976] suggest that this cost 
could be relatively small. (Magee did not 
study the best Markovian control for it 
was then not yet known.) 

. The purpose of this paper is to investi- 
gate the behavior of the opportunity cost 
of the best Markovian control over a 
wide range of cost situations. We will use 
long-run expected cost per period as the 


1 The appelation "Bayesian" should not be taken to 
mean that the control strategy depends somehow on 
subjective probabilities. It is used in the present context 
merely to acknowledge the use of Bayes' Theorem for 
updating probabilities posterior to the receipt of cost 
reports. 

2 Specifically, we call a control policy *"Markovian" 
only if the control action under the policy can be repre- 
sented by a Markov matrix on the two states of the cost 
process. For instance, the “no-information” control 
policy (investigate the process randomly with a fixed 
probability, p) is a Markovian control which ignores all 
cost reports, including the latest one (see Prakash [1976]). 

3 “Information inductance” is defined by Prakash and 
Rappaport [1977] as the process by which information 
flow affects the behavior of the issuer of information. 
(“Information use," in contrast, affects the behavior of 
the recipient) Information inductance will make the 
parameters of the cost generating process a function of 
the control policy. 

^ For instance, a manager may find it difficult to make 
the psychological switch implicit in Bayesian control—to 
begin paying attention to probabilities instead of costs. 

Strictly speaking, the following exception should be 
noted. The extremal Markovian policies "always in- 
vestigate” (x= — оо) and “never investigate" (х= + оо) 
are also extremal Bayesian policies (¢=0 and q—1, re- 
spectively). Hence, if the best Markovian—policy is an 
extremal one, then it could also be the optimal policy, 
in which case its opportunity cost would be zero. 

$ In the specific cost situations simulated by Magee 
[1976], the aggregate expected cost of the first 12 periods’ 
operation under the two-sigma control policy came fairly 
close to that under Kaplan’s policy [1969]. Our Table 4 
shows that the values of the optimal critical cost may 
range from 0.6 о; to 2.7 с; (approximately), depending 
upon the parameters of the cost situation. It should be 
borne in mind, however, that our objective function is 
long-run срезе cost per period, which is different 
from Magee’s. 


360. 


‘ranking criterion,’ and obtain our data - 


using analytical (numerical) methods as 
opposed to simulation. 

The paper is organized into four sec- 
tions. In Section 1, some methodological 
, issues are settled, drawing upon the 
theoretical results of Prakash [1976]. The 
cost comparisons themselves are tabu- 
lated in Section 2, followed by a discus- 
sion of results in Section 3. A basic 
finding of this paper is that the oppor- 
tunity cost of the best Markovian control 
is a small fraction of the mean difference 
between the in-control and out-of-con- 
trol costs unless the in-control cost has 
at least a moderately large relative un- 
certainty and a substantially greater dis- 
persion than the out-of-control cost. In 
practice, the out-of-control cost should 
. tend to be more dispersed than the in- 
control cost, because “‘out-of-control’’ is 
a catch-all label. Whether such is in 
fact the case, is an empirical question. 
Büt whenever it is the case, the small 
opportunity cost of the Dittman-Prakash 
policy is offset by its simplicity and ease 
of implementation. 

To close the study, we indicate (in 
Section 4) some of the limitations of this 
work, and point directions for further 
research. 


THEORY AND METHODOLOGY 
Notation 


In this paper, we are concerned with 
cost-generating processes that may be 
characterized as a two-state, discrete- 
time Markov process with the following 
transition matrix: 


State 1 State 2 < At issuance 
of the cost 
report 


Statel |g 1-0 (1) 
State2 |.0 1 


At start of the period 
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Throughout this paper, we denote: 


State 1 — The preferred in-control state 

State 2— The out-of-control state 
I= Investigation cost (discretion- 
ary but fixed)—incurred to 
find what, if anything, is 
. wrong with the cost process? 
K=Correction  cost—incurred 
only if investigation cost has 
been incurred and the process 

is out of control 


For the operating cost per period, which 
is a random variable conditional upon 
the state i of the process, we denote’ (for 
each i=1, 2): 


F,— Probability distribution func- 
tion F,(x)= Prob(xxx|i) 
Li; = Expected cost 
c= Standard deviation 
Au — ш — и. = Mutual separation 
of the cost 


From here on, when we speak of a 
cost situation, we will mean a joint 
specification of all the parameters, g, F4, 
Е,, І, and К. 


Theory 


Comparing alternative control policies 
in specific cost situations is a relatively 
straightforward mafter. Complications 


7 Our choice of long-run expected cost per period as 
the ranking criterion is motivated by the theorem of 
Arrow et al. [1949]. Kaplan [1969] shows how to find 
a Bayesian policy by which to minimize the discounted 
value of expected costs over an infinite horizon. But it is 
not known whether such a policy is indeed optimal 
among the class of all conceivable policies. 

8 This is to assume that even when it is known for 
sure that the process is out of control, investigation cost 
must be incurred (eg., to find what is wrong) before a 
corrective action is taken. An alternative assumption 
would be that investigation cost is incurred only to know 
with certainty whether the process is, in fact, out of 
control; thus, the cost is avoided in the special case of 
perfect information. Of course, in the more interesting 
case of imperfect information, there is no formal differ- 
ence between the two assumptions., We use tbe first 
assumption only because it simplifies the analytics of the 
(degenerate) perfect information case. 
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arise when a general comparison of 
policies is sought with no particular cost 


_ situation in mind. For, then, comparing 


the (cost) performance of control policies 
is tantamount to comparing (real-valued) 
functions of several variables—the do- 


: main being the set of all cost situations. 


In such a case, if an explicit analytic ex- 
pression for the performance function is 
not known, comparison is possible only 
by the use of numerical methods or 
simulation. Then the multiplicity of vari- 
ables poses a methodological problem, 
and drawing general conclusions be- 
comes harder. 

In this paper, we seek a general com- 
parison of the long-run expected cost 
under the best Markovian control versus 
the optimal control. Explicit analytic 
expressions for the long-run expected 
costs under the two policies are not 
known. Accordingly, we will use numeri- 
cal methods for making the comparisons. 


But, first, we must resolve how to com- 
press or accommodate the multiplicity of : 


the parameters involved. This we do by 
reference to some results of Prakash 
[1976]. 


For cost situations as defined in | this" 


paper, consider the set of all control 
policies. Prakash [1976] shows that, 
given any cost situation, the long-run 
expected cost per period C(r) for any 
policy r can be written as: 


C(r) = m — {By (r) - A}ni(r) (2) 
where A and B are constants of the cost 
situation, 

A=I+(1-—g)K—gAu 

B=gl 
and 


m,(r)= "Effectiveness," ie, long-run 
proportion of the in-control 
starts of the process relative to 
the total number of operating 
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periods under the policy r.? | 

W(r)= “Efficiency,” ie., long-run pro- 
portion of the in-control states 
not investigated (ог Type .І 
errors avoided) relative to Ше, 
total number of the in-control- 
states generated by the process 
under the policy г.!9 


Thus, for any given cost-generating 
process, every control policy can be 
plotted as a point in the unit square, with 
effectiveness and eificiency of the policy 
as the coordinates. But not every point in 
the unit square may correspond to a. 
feasible policy. For instance, the point 
(1, 1) corresponds to a policy with both 


. effectiveness and efficiency equal to one. 


Such a policy is feasible only when the 
states of the cost-generating process are 
perfectly observable. Prakash [1976] 
shows that, in general, the observability 
of the cost-generating process depends 
only on the transition probability and the 
distribution of the in-control and out-of- 
control costs. For a proper evaluation of 
the opportunity cost of the Dittman- 
Prakash policy vis-d-vis the optimal con- 
trol, it is essential that both policies be 
systematically exposed to a wide range of 
imperfectly observable cost situations. 
Since, for any given cost situation, the 


. mean out-of-control cost, и, is а con- 


stant, this component of the long-run 
expected cost per period (see Equation 2) 
is irrevelevant for the choice among al- 
ternative control policies. Hence, in pre- 
senting the comparison, it suffices to 
tabulate the values of the term S(r) 
= {By (r)— Ajn,(r). Since S(r) = u; — C(r), 
it may be interpreted as the long-run 
expected cost saving per period resulting 


9 Here, effectiveness may be thought of as referring to 

the objective of keeping the process operating in control. 

1? Here, efficiency mzy be thought of as referring to 

the utilization of the investigation dollars to achieve the 
objective of keeping the process operating in control. 
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from controlling the process under the 
policy r instead of allowing the process to 


run uncontrolled forever. Tabulating the © 


cost saving S(r) brings about a large 
‘economy in the number of comparisons 
that need be reported, because the cost 
saving depends only on the difference be- 
tween the mean in-control and out-of- 
control costs and not on their absolute 
values. · 

A further economy in the number of 
comparisons that need be made is effected 
by “normalizing” any one of the cost 
parameters to unity. Better still, the cost 
saving term S(r) can be normalized to a 
single parameter expression 


si) = luo - stn 


Since efficiency y(r) can never be 
greater than one, if the parameter A/B 
>1.0, the term y(r) — А/В is necessarily 
zero or negative for every policy r. The 
normalized cost saving term s(r) is then 
negative or zero no matter what control 
policy r is chosen. In other words, when 
A/B>1.0, it does not pay to control the 
process, and the optimal policy is “never 
investigate" (i.e., t, (r) 20 and v(r)— 1.0), 
which also happens to be a Markovian 
policy. Thus, cost situations for which 
the parameter A/B is equal to or greater 
than one are uninteresting for purposes of 
cost comparisons. 

It is easy to show that, whatever be the 
observability characteristics of a cost- 
generating process, there always exists 
‚ a negative number n< —1.0 such that, 
for all A/B<n, the optimal policy is 
“always investigate" (i.e., 2,(r)=1.0 and 
W(r)=0), which also happens to be a 
Markovian policy. Thus, cost situations 
for which the parameter A/B is much 
smaller than — 1.0 are also uninteresting 
for purposes of cost comparisons. 
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Research Design 


First consider the choice of the derived 
parameter A/B. In view of the above dis- 
cussion, matters are interesting when the 
parameter A/B is less than one but not 
too much less than — 1.0. We suppose a 
good place to make a detailed compari- 
son is with A/B in the neighborhood of 
zero. Accordingly, we will take A/B=1/9 
(g=0.9, 1—20, K=0, р, — p, = 20, yield- 
ing A=2 and B=18). The comparison 
under alternative values of A/B will be 
studied as a question in sensitivity analy- 
sis on either side of zero by setting the 
investigation cost 1—10 and 40, respec- 
tively, and leaving all else the same. The 
corresponding values of A/B are —8/9 
and +11/18. 

Next consider the choice of the transi- 
tion probability, g, and the cost distribu- 
tion functions, F, and F;, which, to- 
gether, govern the observability of the 
cost-generating process. As indicated 
earlier, it is essential to expose the poli- 
cies systematically to a wide range of 
imperfectly observable cost situations. 
Toward this end, we will arbitrarily fix 
the transition probability g=0.9, con- 
sidering an alternative value of g=0.7 as 
a question in sensitivity analysis. We will 
take the in-control and out-of-control 
costs as normally distributed with means 
1,7100 and 45;—120. (The absolute 
levels of ш; and x, are arbitrary for they 
do not affect the expected cost saving 
S(r).! 

We will allow the statistical variance of 
the costs to range over five values: 5, 10, 


11 Our choice of д, = 100 in this paper was not entirely 
arbitrary. We spent a lot of computing funds in solving 
dynamic programs with д, =0, and found that the pro- 
gram required a finer integration interval for the solu- 
tion to converge within the specified tolerance. We settled 
on д, —100 to save on computing funds. Incidentally, 
the choice of g, has no effect on the computing cost for 
the Dittman-Prakash policy. 
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15, 20, and 30. Again, the absolute values 
of the dispersions are not relevant in 
themselves. What matters is how large 
the dispersions are relative to the mutual 
separation of the costs, Au. For instance, 
all else remaining the same, the cost situ- 
ation in which both the in-control and 
out-of-control costs have a statistical 
variance of five and mutual separation of 
20, is as imperfectly observable as the 
one in which both statistical variances are 
equal to 10 and mutual separation is 
equal to 40. This motivates the following 
definition. 

Coefficient of Intrusion.!? [Prakash, 
1976]. For each of the two cost distribu- 
tions, in-control and out-of-control, the 
coefficient of intrusion, ô, is defined as the 
ratio of the statistical variance of the cost 
to their mean difference, i.e., 


й= En 1,2) 


For teach cost, the coefficientof intrusion 
measures the uncertainty of the cost 
relative to the mutual separation of the 
two costs. А 

The research design calls for each 
coefficient of intrusion, 6, and ó,, to 
range over five values: 0.25, 0.5, 0.75, 
1.00, and 1.50, giving a total of 25 combi- 
nations. Figure 1 below, which is ap- 
proximately to scale, gives a visual pic- 
ture of the variety of cost situations 
spanned by this.research design. 

For example, the combination (6,, 62) 
= (0.25, 0.25) represents cost situations in 
which each cost distribution is centered 
four standard deviations away from the 
mean of the other. This is a reasonably 
small intrusion of each cost distribution 
into the other. The combination (0.5, 0.5) 
represents cost situations in which each 
cost distribution is centered just two 
standard deviations away from the mean 
of the other, resulting in a somewhat 
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greater intrusion of each into the other. 
The combination (0.25, 1.50) represents 
cost situations in which the out-of-con- 
trol cost is centered 4.0, away from the 
mean of the in-control cost, while the in- 
control cost is centered only 0.670, away 
from the mean of the out-of-control cost. 
Thus, the in-control cost distribution 
(which is relatively peaked) does not in- 
trude much into the out-of-control cost, 
but the out-of-control cost distribution 
(which is relatively flat) intrudes quite a 
lot into the in-control cost. The combina- 
tion (1.50, 0.25) represents the symmetri- 
cally opposite cost situations. And the 
combination (1.50, 1.50) represents cost 
situations with a very high intrusion of 
the equally dispersed in-control and out- 
of-control costs into each other. More 
specifically, with this combination, each 
cost distribution is centered only 0.67 
standard deviations away from the mean 
of the other. 

When conducting sensitivity analysis, 
it will suffice to evaluate the opportunity 
cost of Dittman-Prakash policy only in 
the four corner cells of the (6,, 6.) matrix. 
As we will see later, this pruning repre- 
sents a saving of several hundred dollars 
in computing costs—almost entirely re- 
lated to the computation of the dynamic 
program solutions for the optimal con- 
trol. 


COMPARISON OF POLICIES 

The comparison of the long-run ex- 
pected cost per period for Dittman 
Prakash policy (x*-policy) vis-à-vis opti- 
mal policy (g*-policy) is presented in 
terms of the expected cost saving S(r) 
= (By (r) — A}n,(r) for the following cost 
situations: 

1? No doubt, the reader will notice the formal simi- 
larity of this construct to the usual coefficient of variation 
or coefficient of dispersion of a probability distribution— 
defined as o/u where е is the standard deviation and y is 
the mean of the distribution. 
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| : FIGURE 1 
Tae RANGE OF IMPERFECT OBSERVABILITY COVERED BY THE RESEARCH DESIGN 
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(1) Basic Comparison (Table 1): All 
25 cells of the (6,, 07) matrix, with 
g —0.9, and A/B = 1/9 (1—20, K=0, 
Шо — u1—20, и; =100, and Р, and 
F, normal distributions). 

(2) Sensitivity with respect to A/B 
(Table 2): The four corner cells of 
the (0,, 05) matrix, with everything 
else the same as in Table 1, except 
A/B, which has values —8/9 and 
+11/16—obtained, respectively, 
by setting I —10 and 40. 

(3) Sensitivity with respect to g (Table 
3): The four corner cells of the 
(6,, 62) matrix, with everything else 


(+20) 


(+202) 


the same as in Table 1, except g, 
which is changed to 0.7 (resulting 
in a change of A/B to +3/7). 


Calculation Procedures—Dittman- 
Prakash Policy 

For a Markovian control with an 
arbitrary critical cost x, Dittman and 
Prakash [1978] show that the long-run 
expected cost per period is given by 
Equation (2) with 


_ 1- Fx). 
v(x) = Tr (3) 
W(x) = Еү(х). 


+ 
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TABLE 1 
OPPORTUNITY Cost OF MARKOVIAN CONTROL 


1 











Parameters: g = 0.9, 1=20, K=0, Ди= 20, so that A/B=1/9. 
(Cost saving under perfect information = 16.0) 


Data in each cell: Cost saving with the optimal control 
Cost saving with Dituman-Prakash policy 
Opportunity cost of Dittman-Prakash policy 





14.301 











0.50 14.210 
0.091 
0.75 
1.00 
\ 
12.719 
1.50 10.567 
2.152 
TABLE 2 
SENSITIVITY ANALYSIS WITH RESPECT TO AJB 
Parameter changes: I= 10, so that А/В= — 8/9 I=40, so that A/B= + 11/18 
(Cost saving under perfect information 17) (Cos: saving under perfect information = 14) 


84 0.25 1.50 5,= 0.25 


6, =0.25 0.50 0.75 1.00 1.50 
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A standard optimization routine!? was 
used to obtain, for each cost situation, the 
critical cost x* minimizing the long-run 
expected cost per period C(x*) over all x. 
Then the expected cost saving equals 

— C(x*). For each case, the computer 
output also included the values of the 
effectiveness л,(х*), and efficiency y (x*), 
and critical cost x* expressed as the stand- 
ardized variate 


01 


These values are reported in Tables 4—6. 
To give the interested reader an idea of 
the order of magnitude of the computing 
costs involved under the Dittman-Pra- 
kash policy, it took us less than two min- 
utes of CPU time to solve all 37 cost 
situations reported in this paper. 


Calculation Procedure—Optimal Policy 


No explicit formula is known for the 
long-run expected cost per period under 
Bayesian control with arbitrary critical 
probability q. One numerical method, 
due to Girshick and Rubin [1952], calls 
for the solution of integral equations. 
However, an easier calculation to deter- 
mine the optimal control is afforded by 
an obvious adaptation of the approach of 
Kaplan [1969]. 

Kaplan [1969] formulates a dynamic 
program to calculate for any cost situa- 
tion the critical probability q^, minimiz- 
ing over all values of ge[0, 1] the dis- 
counted expected cost for an infinite 
planning horizon. The dynamic program 
is solved for the critical probability q; for 
periods n=1, 2,---, counted back from 


' terminal time. The procedure is stopped 


when the value of q; in successive periods 
stabilizes. | 

If, in Kaplan’s optimality function, the 
discount factor « is set equal to 1.0, then 
the optimal value C? of the optimality 
function is clearly the aggregate expected 
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| TABLE 3 
SENSITIVITY ANALYSIS WITH RESPECT TO g 








Parameter changes: g=0.7, so that A/B=3/7 
(Cost saving under perfect information = 8) 


850.25 








cost for exactly » periods of controlled 
operation to termination (n=1, 2,---,). 
Further, AC? = C; — C$, is the optimal 
expected cost for the nth period's opera- 
tion (counted back from the terminal 
time). The iterations are continued until 
both 4° and AC; stabilize. (In most cost 
situations reported in this paper, both 
values stabilized in eight to twelve itera- 
tions.) The stable 4° is the critical prob- 
ability q* ofthe optimal control (minimiz- 
ing the long-run expected cost per peri- 
od), and the corresponding AC? is the 
long-run expected cost per period C(q*). 

Unfortunately, the above procedure 
does not yield the values of the effective- 
ness and efficiency of the optimal control. 
We know of no other way for calculating 
the effectiveness and efficiency of Bay- 
esian control besides solving the integral 
equations of Girshick and Rubin [1952]. 
This we shall not undertake to do here, 
for considerations of effectiveness and 
efficiency are outside the scope of this 
study. 


13 We developed our own computer program for an 
optimization routine based on the method of golden 
section [Wagner, 1969, pp. 525-526]. Since the comput- 
ing time was less than five seconds per case, we did not 
think it would be позе to look for more efficient 
programs, 
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2 TABLE 4 
(OPTIMAL) CRITICAL Cost IN DITTMAN-PRAKASH POLICY 




















AC 
A 2* = xt hi 
91 
Parameters: g=0.9, A/B=1/9 
6,=0.25 0.50 0.75 1.00 1.50 
i 
9, 
Y 1.33 0.75 1.205 1.318 1.448 1.567 1.763 
1.00 1.00 0.921 1.031 1.162 1.287 
Parameters: g=0.9, A/B= —8/9 ` Parameters: g=0.9, A/B= + 11/18 







6420.25 1.50 


0.510 0.791 














6, = 0.25 
1.50 


The dynamic program solution pro- {һе tabulated results. Since our data- 
. cedure, although somewhat lengthy, is points span a wide domain of cost 
readily programmed for electronic com- situations, it should be possible to obtain : 
putation. The interested reader can getan some generalizations concerning the op- 
idea of the order of magnitude of the 1^ Developing the computer routine to solve the dy 
computation costs (excluding program namic program took a lot of effort. The stability of the 
development effort!^) from the fact that solution is sensitive to the overall accuracy of each 
it took us more than 70 minutes of CPU iteration. We made several test runs to settle such com- 


i : А putational parameters as the integration domain (+6 о), 
œ time to solve all 37 cost situations re- grid size on the domain of the optimality function (01), 


ported in this paper. : integration tolerance on the computer routine using 
à Simpson’s rule (001), and the rule for terminating the 
DISCUSSION OF RESULTS dynamic program (AC* stabilizing in the third decimal 


ERE Ө place). We will be happy to make our programs available 
We now look for significant patterns in to any interested reader. 
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TABLE 5 ' 
EFFECTIVENESS OF DITTMAN-PRAKASH POLICY 








Parameters: g = 09; I = 20; K = 0; Au = 20; 4/3 = 1/9. 





TABLE 6 
EFFICIENCY OF DITTMAN-PRAKASH POLICY 





Parameters: g = 0.9; I = 20; K = 0; Au = 20; А/В = 1/9. 





portunity cost of Dittman-Prakash policy 
(i.e., the best Markovian control). Of 
course, in the absence of an analytic 
expression for the opportunity cost, one 
cannot be sure that there are no disconti- 
nuities or singularities at intermediate 
points in the domain. All we can say is, 
we. have no reason to believe so. Having 
noted this caveat, we will proceed to draw 
the generalizations—indicating inter alia 
what patterns came to us as somewhat of 
a surprise. 


Equally Dispersed In-control and 
Out-of -control Costs 
First consider the cost situations in 
which both the in-control and- out-of- 
control costs are equally dispersed and, 
so, have equal coefficients of intrusion 
(see the right diagonal cells in Tables 1—6). 
(1) For situations with small coeffi- | 
cients of intrusion, the opportunity cost 
of (the best) Markovian control is an 
insignificant fraction of the mean differ- 
ence between the in-control and out-of- 


Dittman and Prakash 


control costs. For instance, in the cell 
(0.25, 0.25) of Table 1, the opportunity 


_ cost is a mere 0.03 percent of the mean 


cost differential of 20. The opportunity 
cost remains insignificant for a wide range 
of values of the derived parameter A/B 
(see Table 2) as well as the deterioration 


tate (see Table 3).1° To appreciate the 


significance of these results, consider the 
following numerical example: 


Expected in-control = $1,000,000 per 
cost period . 

Expected out-of- =$1,200,000 per 
control cost period 


Standard deviation =$ 50,000 
for each cost 
Investigation cost =$ 200,000 per 
investigation 
Correction cost = NIL 
Probability of = 10% per 
deterioration period 


In the above cost situation, the mean 
cost difference between the two states is 
$200,000, so that the coefficient of intru- 
sion for both costs is 0.25 (=50,000 
+ 200,000). From Table 1, the opportun- 
ity cost of Markovian control in this 
situation is only $60 per period. More- 
over, Tables 2 and.3 show that the .op- 
portunity cost remains below $60 per 
period with the cost per investigation 
ranging from $100,000 to $400,000, or 
with the deterioration rate becoming as 
high as 30 percent. 

The insignificance of the opportunity 
cost as well as its robustness with respect 
to changes in the investigation cost and 
deterioration rate comes to us as some- 
what of a surprise. 

(2) The right diagonal cells from (0.25, 
0.25) to (1.5, 1.5) in Tables 1-3 show that 
the opportunity cost of Markovian con- 
trol increases with an increase in the 
coefficients of intrusion. However, even 
when the coefficients of intrusion are as 
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high as 1.5, the opportunity cost remains 
less than five percent of the mean cost 
differential. At this extreme, the oppor- 
tunity cost is somewhat sensitive to 
changes in the derived parameter A/B, 
but not to changes in the deterioration 
rate. 

For illustration, consider again the 
foregoing numerical example, except now 
let the standard deviation of each cost be 
$300,000. Then, each coefficient of intru- 
sion is 1.5. From Table 1, the opportunity ` 
cost of Markovian control in this case is 
$6,170 per period ; it is $3,420 per period 
when the cost per investigation is 
$100,000 and $9,910 per period when the 
cost per investigation is $400,000 (Table 
2). 

In considering hypothetical situations, 
it is important not to lose perspective. 
When mutual separation of costs is 
$200,000, a standard deviation of 
$300,000 is a lot of uncertainty. In prac- 
tice, one would try to reduce the uncer- 
tainty of the in-control cost, particularly 
when the investigation cost is as high as 
$400,000. In any case, it is surprising that 
the opportunity cost of Markovian con- 
trol even in such a severe case is small, 
and not sensitive to changes in the deteri- 
oration rate. 


In-Control Cost Less. Dispersed than the 
Out-of -Control Cost 


Next consider the cost situations in 
which the in-control cost is less dispersed 
than the out-of-control cost (see the cells 
above the right diagonal in Tables 1—6). 
We suspect that such situations are rela- 
tively more common in practice because 
“out-of-control” is a catch-all label and 
so collects greater uncertainty. 


15 We should reiterate that whenever any parameter is 
ckanged, the optimal values of the critical cost and criti- 
cal probability must be recomputed, and the opportunity 
cast determined using these new values. 
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.(1) For situations in which the out-of- 
control coefficient of intrusion exceeds 
the in-control one by no more than 0.25, 
the opportunity cost of Markovian con- 
trol is less than one percent of the mean 
cost differential. The opportunity cost 
remains less than 2.5 percent of the mean 
cost differential even when the out-of- 
control coefficient of intrusion is much 
larger than the in-control one (see cell 
(0.25, 1.50) in Tables 1—3). The opportun- 
ity cost is not particularly sensitive to 
changes in the derived parameter A/B 
. (see Table 2), or the deterioration rate 
(see Table 3). 

It came to us as a surprise that the 
opportunity cost of Markovian control is 
small even in the corner cell (0.25, 1.50), 
where the in-control cost has a low level 
of uncertainty and the out-of-control 
cost has a high level of uncertainty. We 
would have thought that in such extreme 
situations, the more efficient utilization 
of information by the optimal control 
would entail a high opportunity cost for 
Markovian control. 

(2) Perhaps the most counter-intuitive 
finding of this study is that, irrespective 
of the uncertainty of the in-control cost, 
the opportunity cost of Markovian con- 
trol decreases as the uncertainty of the 
out-of-control cost is increased to a level 
somewhat greater than that of the in- 
control cost ; beyond this point, the trend 
reverses. (See the rows in Table 1). 

Why does the performance of Marko- 
vian control come closer to the optimal 
performance as more uncertainty is intro- 
duced in the out-of-control cost? Why 
does this pattern reverse beyond a certain 
point? For now, we have no definitive 
answer. Tables 5 and 6 show that, as more 
uncertainty is introduced in the out-of- 
control cost, the effectiveness of Mar- 
kovian control deteriorates steadily, 
while its efficiency improves, i.e., propor- 
tionately less Type I errors are made. 
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This implies that the cost saving S(x*). 
—ÍBy(x*)—A)z,(x*) goes through a 
peak, which might explain why the op- 
portunity cost goes through a dip. But, . 
for now, this avenue will not be explored 
further, because data on the effectiveness 
and efficiency of optimal control are not 
available. 


In-control Cost More Dispersed than | 
the Out-of -control Cost 


Consider now the cost situations in 
which the in-control cost is more dis- 
persed than the out-of-control cost (see 
the cells below the right diagonal in 
Tables 1-6). 

(1) For situations in which the coeffi- 
cients of intrusion do not exceed 0.75, the 
opportunity cost of Markovian control is 
less than four percent of the mean cost 
differential. 

(2) For situations: in which the in- 
control coefficient of intrusion is greater 
than 0.5, and exceeds the out-of-control 
coefficient of intrusion by 0.5 or more, 
the opportunity cost of Markovian con- 
trol is seven to 35 percent of the mean cost 
differential (see Table 1). Furthermore, 
the opportunity cost increases substan- 
tially with an increase in the value of the 
derived parameter A/B (see Table 2); it 
increases only moderately with an in- 
crease in the deterioration rate (see cells 
(1.5, 0.25) in Tables 1-3). 

This result requires an explanation. 
Once again, we do not have a definitive 
answer. The frequency of cost signals 
from the in-control state is significantly 
larger than from the out-of-control state. 
Hence, Markovian control should make 
many more Type I errors when, of the : 
two costs, it is the in-control cost 
that has a larger dispersion rather than 
the other way around. We should, there- 
fore, see. somewhat greater effectiveness 
but very much smaller efficiency for Mar- 
kovian control in the corner cell (1:50, 
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0.25) than in the syrametrically opposite 
corner cell (0.25, 1.50). Tables 5 and 6 
show that such is indeed the case, which 
might explain the large size of the oppor- 
tunity cost in-the cell (1.50, 0.25). Again, 


we cannot now explore this avenue: 


further, because the effectiveness and 
efficiency data for optimal control are 
not available. 


Sensitivity with Respect to the Derived 
Parameter A/B and Transition 
Probability g 


-The observations relating to sensi- 
tivity can now be collected together. 
- (1) The opportunity cost of Markovian 
control changes in the same direction as 
the change in the derived parameter A/B. 
This sensitivity is prominent in the cells 
“close” to the corner cell (1.50, 0.25); 
it is not so noticeable in the right diagonal 


cells and cells above the diagonal (com- · 


pare Tables 1 and 2). 

(2) The opportunity cost of Markovian 
control changes in a direction opposite to 
the change in the transition probability 
g. However, the sensitivity is moderate 
to small in all cells. Much of the change 
in opportunity cost due to changes in g 


is probably explained by the attendant 


change in the value of the derived param- 

eter A/B. One could attempt an elaborate 

factor analysis of the various effects ; but 

. we do not believe that this is worth the 
effort. : 


Comments on Standardized Critical Cost 


Table 4 reports the standardized value 
of the optimal critical cost for all situa- 
tions considered in Table 1. It is worthy of 
note that the values range approximately 
from 0.60, to 2.7с;. (N.B. The values are 
related to the standardized position of и» 
on the in-control cost distribution, i.e., to 
the inverse of the coefficient of intrusion 
6,.) An important implication is that the 
classical rule, by which control limits are 
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set at a distance of 2e, or 3e, from the 
mean in-control cost cannot be trusted to 
provide *good enough" control. . 


CONCLUSION 
Summary of Results 
This study leads to twò basic findings: 


(1) The opportunity cost of the best 
Markovian control (Dittman-Pra- 
kash policy) is a small fraction of 
the mean difference between the 
in-control and out-of-control costs 
unless the in-control cost has at 
least a moderately large coefficient 
of intrusion and a substantially 
greater dispersion than the out-of- 
control cost. 

(2) The opportunity cost of the Ditt- 
man-Prakash policy decreases as 
the level of the uncertainty of the 
out-of-control cost increases to a 
value somewhat higher than the 
level of uncertainty of the in- 
control cost; beyond this point the 
trend reverses. 


Limitations and Further Directions 


To criticize this study, for a start, one 
could make all the usual comments: The 
model is too simplistic for it admits only 
two states of operation when, in reality, 
the states of operation constitute a 
continuum; the model contains no pro- 
vision for the process correcting itself or 
suffering an irreversible shift, or for the 
transition probability changing with 
time; the model assumes that the cost 
reports are issued at fixed intervals whose 
duration is exogenously determined, 
whereas, in practice, an important part of 
the control problem is to decide when the 
next report shall issue; the model pro- . 
vides the manager with only one choice— 
whether a fixed investigation cost should 
be incurred for obtaining perfect infor- 
mation—whereas, in practice, the prob- 
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lem is to decide how much investigation 
cost should be incurred so as to obtain 
the corresponding degree of partial in- 
formation; efe. 


Criticisms such as the above miss the. 


whole point of this study. The question 
we seek to answer is: Given the particular 
model, what is the opportunity: cost of 
(the best) Markovian control? This ob- 
jective is accomplished by the study, but 
not without some limitations arising 
mainly because an explicit analytic ex- 
pression for the opportunity cost of a 
Markovian control is not known. The 
study uses numerical methods (which 
should be distinguished from simulation) 
and is limited to normal distributions. 

Even so, the study has both practical 
and theoretical value. On the practical 
side, it compactly tabulates information 
permitting a quick estimation of the cost 
implications of Markovian control (vis-à- 
vis the optimal control). A sizable com- 
putation cost has gone into generating 
this information, which makes it all the 
more valuable for those who might need 
it. 

On the theoretical side, the study makes 
two contributions. First, the methodo- 
logical discussion in Section 1 is interest- 
ing in its own right. It lays down a basis 
for the research design of studies on cost 
management, using numerical methods 
or simulation, or requiring empirical 
data. Secondly, the study yields general 
conditions under which the cost per- 
formance of Markovian control is not 
materially worse than that of the optimal 
control. This observation provides a 
basis for further analytical and empirical 
research. 

For instance, some interesting analyti- 
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cal questions motivated by the study are: 
How robust is the comparative perfor- 
mance of the two policies with respect to 
parameter mis-estimation? How do the 
two policies compare with respect to 
other performance indicators, such as the 
statistical variance of per-period cost? 
How does the performance comparison 
alter when the policies derived for the 
two-state Markov chain model are used 
in situations whose states of operation 
constitute a continuum? 

Among the empirical questions moti- 
vated by the study are the following: 
What is the attitude of practitioners to- 
wards a fixed-critical-cost policy (Mar- 
kovian control) versus a fixed-critical- 
probability policy (Bayesian control), 
and what are the determinants of their 
attitude? Whai is the relative incidence 
of situations in which the in-control cost 
has at least a moderately large coefficient 
of intrusion and a substantially greater 
dispersion than the out-of-control cost? 
To what extent do alternative control 
styles (Markovian versus Bayesian) affect 
the parameters of the cost process—for 
instance, due to a change in the behavior 
of those being controlled? (Note that 
were the answer to the last question 
known, the data provided in this paper 
would enable one to readily estimate the 
opportunity cost of Markovian control 
after allowing for a mutatis mutandis 
change in parameters of the cost process.) 

In conclusion, we believe that the 
above program of research points a more 
promising direction for gaining a good 
understanding of the cost management 
problem, and for arriving at solutions 
having practical usefulness. 


Жж 
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Notes 


Investor Trading Responses to Differing 


Characteristics of Voluntarily . 


Disclosed Earnings Forecasts 


Donald К. Nichols, Jeffrey J. Tsay, and Paula D. Larkin 


ABSTRACT: The purpose of this study is to investigate whether the information con- 
tent of executive earnings forecasts, as measured by changes in trading activity, dif- 
fered depending on (1) the forecast horizon and (2) the magnitude of the predicted 
earnings change. The results of the study indicate that the information content of shorter 
term and longer term forecasts was virtually the same. With respect to the magnitude of 
the predicted earnings change, the results indicate that predictions of relatively large 
changes in earnings (greater than 40 percent) were associated with large changes in 
trading activity. However, no statistically significant relation between predicted earnings 
change and changes in trading activity was observed.. ` 


UBLIC disclosure of management- 

generated forecasts of accounting 

information, particularly earnings, 
has been a topic of concern for a number 
of years. One means of assessing potential 
investor interest in internal estimates of 
earnings is to investigate investor reac- 
` tions to current, voluntarily disclosed 
executive forecasts. If the disclosure of an 
executive forecast appears to cause an 
investor response through market ad- 
justment of equilibrium security prices 
and/or changes in the amount of investor 
activity as manifested in observable 
changes in trading volume, then the 
forecast may be interpreted to be infor- 
mation of interest to investors. The 
purpose of this study is to investigate 
whether the information content of 
executive forecasts of earnings appears to 
vary for forecasts with differing charac- 


teristics. There have been several recent. 
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studies providing evidence on security 
price reaction to executive forecasts o 
their surrogates. | 
Patell [1976] investigated stock return 
reaction related to executive earnings 
forecasts that were voluntarily disclosed 


during 1963—68 and concluded that there : 


was a significant price reaction associ- 
ated with an executive forecast announce- 
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ment. However, almost one-half of the 
forecasts were accompanied by quarterly 
earnings reports in the same announce- 
ment, and these or other news may have 
influenced his results. In related studies, 
Foster [1973] investigated the informa- 
tion content of preliminary estimates of 
earnings, and Gonedes, Dopuch, and 
Penman [1976] utilized analysts’ fore- 
casts as proxies for executive forecasts; 
however, the transferability of their 
findings concerning analysts' forecasts to 
executive forecasts is not completely 
clear. | . 


METHODOLOGY AND HYPOTHESES 


If the securities market is efficient in the 
semi-strong sense, then a firm’s security 
price at-any point in time reflects all 
public information available about the 
firm at that point in time. If observable 
amounts of portfolio adjustments occur 
in the period in which the executive fore- 
cast is announced, the announcement can 
be said to have information content. The 
previously mentioned studies have uti- 
lized return reaction as an indicator of 
information content. Some comments on 
the propriety and potential problems of 
utilizing return reactions may be found in 


-Downes and Dyckman [1973] and Dyck- 


man, Downes and Magee [1975]. An- 
other. possible indicator of information 
content, and the one we chose to utilize, 
is volume reaction. Some discussion of 
the relation between trading activity 
and price movements may be found in 
Crouch [1970] and Ying [1966]. Theo- 
retical expositions on the relation be- 
tween trading activity and information 
content may be found in Beaver [1968], 
Epps [1975] and Downes and Dyckman 
[1973]. Crouch [1970] presents a priori 
arguments that significant amounts of 
portfolio adjustments may occur in the 
absence of significant changes in price, 
although there is evidence that price and 
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trading volume changes are likely to be 
correlated [Crouch, 1970 and’ Ying, 
1966]. 


Trading Volume Variables 


Several variables were used in the 
analyses as measures of trading activity. 
The primary variable was Vp, described 
in Beaver [1968], which is the percent of 


-~ outstanding shares traded during a par- 


ticular week adjusted by the number of 
trading days during the week (multiplied 
by 100 in the tables for convenience). 

It is possible that the volume of trading 
in a specific firm's security may be influ- 
enced by the overall volume of securities 
traded on that day. In order to factor out 
any effects of changes in the level of 
trading in the market, adjustments of V; 
were made, assuming a proportional 


. influence on a security's trading volume 


from overall market volume. The ad- 


_justments made practically no difference 
: on the results obtained from the analysis 


of the unadjusted volume data; however, 
the tables contain the unadjusted and 
adjusted volume data. 

A sample of firms, described in the 
following section, for which executive 
forecasts of earnings were reported in 
The Wall Street Journal (WSJ) was 
identified. Executive forecasts in the WSJ 
usually refer to expected earnings per 
amount or expected changes in dollars or 
percentage terms. All forecasts included 
in this study were converted into expected 
per share amounts, and the term “еагп- 
ings" refers to these earnings per share 
amounts. Volume data for the common 
stock of each company in the sample 
were collected for the week of the fore- 
cast announcement and the eight sur- 
rounding weeks from Standard and 
Poor's LS.L. Daily Stock Index. Large 
block transactions (i.e., 20,000 or more 
shares) were identified in Barron's and 
eliminated from the data. The weeks were 
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designated with the consecutive num- 
bers — 8 to 8, with the week of the forecast 
announcement designated as week zero. 

The relative magnitude of the associ- 
lated trading activity to the executive 
forecast was of interest, and the following 
variable, measuring the relative change in 
volume occurring in week zero, was com- 
puted: 


= (Vio = Vy V 
` where: 


V,=the average trading volume for 
company i for the 16 week period 
period surrounding week zero. 


Hypotheses 


Three specific null hypotheses were 
proposed and tested to investigate several 
issues. 


HI. 'Thereis no significant difference between 
the trading activity during the announce- 
ment week and the trading activity dur- 
ing 16 weeks surrounding the announce- 
ment week. 


If announcements of executive fore- 
casts of earnings have informational 
significance to investors causing increases 
in trading activity, then the null hypothe- 
sis would be rejected. 


.H2. Thereis no significant difference between 
· the magnitude of the change in volume 
associated with a longer term forecast 

and a shorter term forecast. 


The purpose of hypothesis two was to ` 


investigate whether the information con- 
tent of longer term forecasts and shorter 
term forecasts is the same. 


H3. There is no significant difference in the 

trading activity associated with forecasts 

. of larger expected changes in earnings 

‚ and forecasts of smaller expected 
changes in earnings. 


The purpose of Hypothesis 3 was to 
investigate whether forecasts predicting 
‘larger changes in earnings are associated 
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‚ with greater trading activity than fore- 
casts predicting smaller changes, and to 


investigate an issue raised by Patell [1976, 
p. 274]. It is not clear from previous 
studies whether observed price reaction 
is associated with the act of voluntary 
disclosure or the forecast number; if the 
latter is the case, then the association 
between the magnitude of the forecasted 
earnings change and investor reaction 
may be investigated. 


SAMPLE SELECTION AND DATA ANALYSIS 

The sample included all executive 
forecasts of annual earnings reported in 
The Wall Street Journal during 1971—73 
that we could discover and which met the 
criteria described below. 


1. The forecast must be an estimate of 
annual earnings. 

2. The forecast must allow the de- 
termination of a specific dollar -figure 
estimate either a dollar amount or a 
percentage change from the previous 
year’s earnings. 

3. The forecast must be announced at 
least three months prior to the end of the 
company’s fiscal year. This requirement 
was included so that the forecasts in the 
sample would cover a sufficient length of 
time to constitute a forecast of earnings, 
rather than be an essentially preliminary 
report on a fiscal year almost completed. 

4. A forecast was omitted from the 
sample where any of the following “news” 
was reported in the WSJ: annual or 
quarterly earnings within a week of the 
date the forecast, a stock split within 
eight weeks on either side of the date of 
the forecast, or a cash dividend within the 
week of the forecast. This requirement 
was necessary so that the analysis would 
not be clouded by reaction to these other 
types of "news." 

A total of 74 forecast announcements 
met the criteria for inclusion in the sam- 
ple, and a list of the companies and the 
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announcement'dates can be obtained ' 


from the authors. Е 2 


Volume Reaction in the Week of 
the Announcement 


The first issue of interest was the 
determination of investor reaction, if 
any, to the announcements of executive 
forecasts of earnings in the sample. Table 
1 contains the average weekly V, of the 74 
announcements in the sample for each of 
the 17 weeks studied. As shown, the high-. 
est average weekly volume occurred in 
week zero for both the unadjusted and 
adjusted figures; however, for conveni- 
ence only the adjusted figures will be 
discussed. The V, for week zero was 1.67 
compared to an average V, for the 16 
weeks excluding week zero of 1.30. In 
order to test the significance of the indi- 
vidual company company increases in 
volume in week zero, a nonparametric 
test, the Kolmogorov-Smirnov (K-S) 
test was used. The null hypothesis (H7) 
tested was that there was no significant 
difference between the ranking of trading 
activity during the announcement week 
and the trading activity during the 16 
weeks as measured by the relative ranking 
of trading activity for each firm in week 
zero. The observed D was .218, indi- 
cating that the week-zero ranking fre- 
quency distribution of the sample differs 
significantly from the uniform distribu- 
tion at the .01 level (D=.1895), and thus 
the null hypothesis (H7) was rejected. It 
appeared that significant increases in 
trading activity occurred in the week in 
which the forecast was announced. 


Magnitude of Reaction and Length 
of Forecast Period 


The second issue of interest was the 
relationship between the amount of in- 
vestor reaction and the length of period 
covered by the forecast. Table 2 contains 


the average V, for each week of the 17 
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: TABLE ] 
AVERAGE V, FOR THE SEVENTEEN WEEK PERIOD 





Average Weekly Volume 
129 .123* 


0 
1 
2 
3 P 
4 
5 
6 
7 
8 


16 week average 
(excluding week 0) — 


Volume increase in 
week 0 compared to 
16 week average 


* Adjusted 





weeks for three groups (classified by 
quarters) of forecast duration. As shown, 
the increases in V, during week zero rela- 
tive to the 16 week average were 10 per- 
cent, 36 percent and 50 percent for the 
groups 3 to 6 months, 6 to 9 months, and 
9 to 12 months, respectively. 

Again a K-S test was used to test the 
significance of the volume reaction in 
period zero for the three groups. The null 
hypothesis of no difference between the 
observed and expected frequency distri- 
butions for each group could be rejected 
at the .05 level of significance for the 
3-to-6 month and the 9-to-12 month 
forecasts and at the .10 level for the 
6-to-9 month forecasts. Thus, it appeared 
that increased trading activity accom- 
panied executive forecasts for each of the 
three groups classified by the length of 
forecast period. This indicates increased 
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TABLE 2 
AVERAGE У, FOR THE SEVENTEEN-WEEK PERIOD CLASSIFIED BY LENGTH OF THE FORECAST PERIOD 








E 








Length of Forecast Period 


—8 
-7 
-6 
-5 
—4 
-3 
=2 
-1 
0 
1 
2 
3 
4 
5 
6 
7 
8 


16 week - 
average 
(excluding 
week 0) 
Volume increase 
in week 0 
compared to 
16 week average 


* Adjusted 


trading activity in week zero for each of 
the groups; however, the magnitude of 
the increase may vary from one group to 
another. In order to test the latter issue, 
a Chi square test of independence of 
classification was applied to the fre- 
quency distribution of ranks of each of 
the three groups for week zero, and no 
significant difference in thé frequency 
distribution of the ranks was detected. 
Finally, a simple regression model was 
used to test the relation between the 
amount,of change in volume reaction 
(AV) and the length of forecast period i in 
months (T). The results of the regression 
model also did not indicate a significant 
relationship between the magnitude of 
the reaction and the length of forecast 





6-9 mo. 
п=41 


period. Thus, it was concluded that there 
was increased trading activity accom- 
panying each of the three duration 
groups, and that there was no significant 
relationship between the amount of the 
change in trading activity and the length 
of the forecast period. 


Volume Reaction and, Predicted; А 
Earnings Change gr 

The third issue of interest was the 
relation, if апу; between the amount of 
change in trading activity and the magni- 


tude of the change in earnings from the · 


previous year predicted by the executive. 
If executive forecasts affect expectations 
of investors, then it could be theorized 
that forecasts predicting earnings very 


А 
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TABLE 3 
AVERAGE WEEKLY V, GROUPED BY Ruounr OF PREDICTED CHANGE IN EARNINGS PER SHARE 

































16 week average 


! 


different from current investor expecta- 
tions of earnings would be associated 
with greater trading activity than fore- 
casts predicting earnings at a level nearer 
market expectations. In order to test this 
possibility, a measure of investor expec- 
tations of earnings is required. Last 
year’s earnings were selected as a proxy 
for investOt.expectations of earnings for 
the next fiscg*year. Although other, more 
complex models could have been used, 
the extensive research on extrapolative 
models for forecastings earnings has not 


identified a model that is consistently 


superior to a no change model [Watts 
and Leftwich, 1977]. As a result, there 
was no a priori reason to expect that 
other models would, provide a better 


Change in Forecasted Earnings 


s 420% £21%-—+40% i405: 
Week n-37 n=18 i n=19 
-8 103 .102* 155 .]44* .156 .147* 
—7 .098 .102 .182 .159 .140 .138 
—6 105 Al 221 207 154 .150 
—5 091 993 137 ‚135 ‚158 .159 
—4 .084 .087 .164 .155 142 .147 
—3 079 9081 190 191 176 170 
+2 086 092 187 192 291 197 
=l -104 .104 218, ? 211 .162 .170 
0 112 lll 219 224 .203 .224 
1 .103 .103 147 150 142 . 144 
2 090 089 .165 171 ‚152 165 
-3 .088 .087 113 119 182 176 
4 .098 .097 .158 168 .168 167 
5 105 1105 121 124 179 179 
6 132 123 123 134 177 77 
7 .095 .093 119 132 171 175 
8 110 111 126 135 177 183 
16 week 
average 
(excludes 098 .099* .158 .158* 465 .165* 
Volume increase Я 
іп week 0 
compared to 


-2 











proxy for investor expectations. Table 3 
presents the average weekly V, for each 
week of the 17 week period with the fore- 
casts classified in three groups based on 
the absolute value of the forecasted per- 
centage change in earnings. As shown in 
the table, гїп week zero was 12 percent 
greater than the average of the Vs for the 
16 surrounding weeks for forecasts pre- 
dicting less than or equal to a 20 percent 
change in earnings per share (EPS). The 
difference in V, and the 16 week average 
for predicted changes in EPS between 20 
and 40 percent was a 42 percent increase, 
and for predicted changes in EPS greater 
than 40 percent there was a 36 percent 
increase. Thus, very large percentage in- 
creases in average volume occurred for 
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forecasts predicting earnings changes 
greater than 20 percent. 

The significance of the increase in week 
zero was tested again using the K-S test. 
The null hypothesis of no difference 
between the observed and expected dis- 
tribution of week zero rankings was re- 
jected at less than the .05 level only for the 
forecasts predicting a change in earnings 
greater than 40 percent. We attempted to 
determine whether the level of trading 
activity varied with the magnitude of the 
forecasted change. The Chi square statis- 
tic indicated a probability of .1903 and 
was not significant. This was corrobor- 
ated by a simple regression model used 
to determine if there appeared to be a 
relationship between the increase in 
volume and the absolute value of the 
` percentage change in earnings per share. 
Thus, it appeared that there was some 
relation between magnitude of the fore- 
casted change and the amount of trading 
activity in week zero; however, the rela- 
tion was not statistically significant at 
the .05 level. Significant amounts of 
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trading activity in the announcement 
week seemed to be associated only with 
predictions of relatively large changes in 
earnings. 


SUMMARY 


The analyses in the previous sections 
provide evidence about several issues not 
previously investigated. First, the results 
of the investigation were consistent with 
results of previous studies that have 
found security price response to execu- 
tive forecasts, in that investors also 
appear to react with increased trading 
activity to executive forecasts of earnings. 
Secondly, the duration of the forecast 
period did not appear to have any sig- 
nificant relationship to the amount of the 
increased trading activity. Third, there 
was some evidence of an association 
between the absolute value of the per- 
centage change in earnings predicted and 
the magnitude of related trading activity, 
although large (over 40 percent) pre- 
dicted changes in earnings were the 
primary reason for this finding. 
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tioner Views of Content Levels in the 
. Undergraduate Accounting 
Curriculum 


Galen D. Hadley and Thomas E. Balke 





HREE specific groups are interested 
in the undergraduate accounting 
curriculum: (1) undergraduate ac- 


tioners, and (3) accounting educators. 
Each group has the common goal of an 
undergraduate accounting program that 
adequately prepares accounting majors 
to enter the profession. 

The present undergraduate accounting 
curriculum has been influenced by Hori- 
zons for a Profession and the Beainer 
report. Horizons for a Profession [Roy 
and MacNeill, 1967] was concerned with 
determining the common body of knowl- 
edge to be possessed by those about to 
begin their professional careers as certi- 
fied public accountants. This report pro- 
posed a curriculum that was designed to 
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ABSTRACT: CPA practitioners and accounting educators are equally interested in the 
undergraduate accounting curriculum. In 1976, the Committee on Professional Exami- 
nations of the American Accounting Association surveyed schools of business to de- 
termine the level of content at which 72 topics were being taught in undergraduate ac- 
counting programs. This article summarizes a similar survey sent to the 100 largest CPA 
firms in the United States and compares the results with the AAA survey. 


Т 


' counting majors, (2) accounting practi- 


produce more broadly educated accoun-, 
tants than in the past. The Beamer 
Committee report [AICPA, 1969] was a 
follow-up to the Horizons report and 
endeavored to assist accounting educa- 
tors in establishing an accounting cur- 
riculum that had both breadth and 
depth. These reports are frequently men- 
tioned in the context of the current con- 
troversy about professional schools of 
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accountancy. While we are not directly 
concerned with that controversy here, it 
is interesting to note that the academic 
preparation of accounting majors is an 
important issue in the arguments both 
for and against professional schools. 


: However, there is very little empirical 


evidence with respect to the current 
content of the accounting curriculum and 
the views of practitioners about that 


content. 


PURPOSE OF THIS RESEARCH 
The research reported here is an exten- 


sion.of the research undertaken by tbe 


American Accounting Association Com- 
mittee on Professional Examinations 
[1976]. This Committee identified 72 
topics, separated into 12 categories, 
commonly discussed in accounting cur- 
ricula. A list of the 72 topics, by category, 
is presented in Table 1. Schools of busi- 
ness were surveyed to determine the level 
of content at which each of these topics 
was being presented in their undergradu- 
ate accounting programs. 

The purpose of our research was to 
provide empirical data concerning CPA 
practitioners’ views of the desired levels 
of content for the 72 topics. These find- 
ings can be compared with the actual 
levels of content found in the AAA study. 
Areas of difference should be of interest 
to both educators and practitioners. 


RESEARCH DESIGN 


The 100 largest CPA firms, by AICPA 
membership as a of January 31, 1976, 
were used as the survey group in this 
study. Most of the firms are included in 
the AICPA annual Supply of Accounting 
Graduates and the Demand for Public 
Accounting Recruits |1977] survey which 
would qualify them as firms actively 
recruiting undergraduate accounting ma- 
jors. It was believed that those firms 
which actively recruit undergraduate ac- 


The Accounting Review, April 1979 


counting majors would be most inter- , 
ested in the type of education new hirees 


had been exposed to in their degree pro- yc 


grams. The survey was directed to the 
managing partner of each firm. Each 
managing partner was asked to give the 
survey to the person in the firm most 
interested in the type of preparation new 
undergraduate hirees had received. 

The survey consisted of the list of 72 
topics, shown in Table 1, which the AAA 
committee believed likely to be in ac- 
counting curricula. Completion of the 
survey required placing a number next to 
each topic to signify the respondent's 
opinion as to the content level that a new 
hiree should have been exposed to in an 
undergraduate accounting program. The 
four content levels were [Bloom, 1956]: 


Level 1 Introductory level knowledge, 
implying an awareness and 
general understanding of prin- 
cipal topics. 

Level 2 Application of knowledge and ` 
demonstration of analytical 
capability in the solution of 
specific problem situations. 

Level 3 An extension of Level 2 capa- 
bilities to include interpreta- 
tion, evaluation and synthesis 
of complex problem situations. 
Level 3 implies an in-depth 
understanding of the topic and 
an ability to communicate con- 
clusions. 

Level 0 Exposure to the topic not 
desired, 


The content levels in this survey were. 
the same levels used in the earlier AAA 
survey except for Level 0. The AAA 
survey description of Level 0 was: “‘the 
topic either is not covered in a program 
or it is not offered in a course taken by at 
least one-third of all accounting students 
in the program" [p. 10]. We consider our 
Level 0 description to be essentially simi- 


ar 
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' . TABLE 1 
COMPARISON OF. ТРЕ POR CONTENT LEVELS IN UNDERGRADUATE ACCOUNTING PROGRAMS 








d Content Levels (in Percent) 
С А m Academic Responses (Level Taught) 
В = СРА Firm Responses (Level Desired) 


Lif ik a a 

External Financial Reporting ` ~ 
І. Conventional Valuation Bases for Current Assets...... ААР 
2. Conventional Valuation Bases for Property, Plant & Equipment. vs А | , 
3. Conventional Valuation Bases for Other Акзев............. .. 00 0.0 | 79 8.3 | 428 64.6 | 493 27.1 
4. Conventional Valuation Bases for Liabilities... .. (sax 00 0.0 | 54 83 | 41.9 521 | 527 39.6 


5. Conventional Valuation Bases for Owners’ Еашіу............... 
*6. Preparation & Presentation of Principal Sta:ements, i inc. Footnotes. 








7. Disclosure Standards and Ргооейшев..........%..........5... 24 0.0 | 15.3 312] 488 39.6 | 335 392 
*8. Ratio Analysis and Statement Interpretation e. 00 42|143 43.7 | 542 4171315 104 
9. International Reporting Practices. 00.0.6... .ccceceeeeeeeeeeeteeesenenees 625 6251291 312] 74 63| 10 0.0 
Accounting Theory : 7 
*10. Price Level Accounting. iur -000sseetacscseresd sess seesesavessdnness 34 104 |315 66.6 | 493 20.9 | 15.8 21 


11. Current Value Accounting. . 
12. Other Valuation Bases........ 
13. Foreign Currency Translations.. 







+18, E] Dissolutions and Reorganizations. . 
19. Evolution of Accounting Thought............. 






+20. Measurement of Corporate Social Performance. . ...... MOOR Lee. STL 333/365 625| 49 21] L5 21 
Accounting Pronourcements of Major Regulatory Bodies . 

21. Financial Accounting Standards Board and Its Ргебесеззогз............... 3.5 2.1 | 197 16.7 | 37.9 56.2 | 389 25.0 
22. Cost Accounting Standards Воагӣ..................- К ТКЫ 294. 29.1 8.3 | 507 729 |163 188] 3.9 0.0 
23. Securities and Exchange Commission... .......... esse. ..187 12.5 | 522 625|247 229 | 44 24 
24, Industry Regulatory Commissions (ICC, РРС, FCC, etc). ........... ee 57.6 37.5 | 36.5 62.5 | 3.9 0.0 | 2.0 
Auditing 

25. Generally Accepted Auditing Standards (AICPA). ...... E PEA ET 29: 00] 25 10.4 | 34.0 271 |606 625 
26. Opinions ex. 49 00] 3.9 6.3 | 43.4 50.0 |478 43.7 


эз. Concepts and Objectives of External Audits. m 
35. Public Accountants’ Legal Responsibilities. ......... 


36. Ethical and Professional Responsibilities of Auditors. . . . ...........-.- 1. 34 00| 153 250|394 354 419 396 
Management Accounting m | 
#37. Planning: Short Run Вайрезз......;.....................›... УРЕ 20 83| 15.7 521 |498 354 |325 42 


*38. Planning: Long Run Forecasts vos 

*39. Cost Accumulation Systems: Tab байса, Айар à Det esa 1.5 

*40. Cost Control: Flexible Budgets and Srandard Cota, ч 

*41. Divisional Performance and Transfer Pricing. . ves 
42. Analysis of Multinational Operations......... 2 64.0 

*43. Cost, Volume. Profit Relationships. .. А 

*44. Tax Implications of Alternative Decisions. 


26.6 56.3 |473 31.2 | 202 4.2 














HESS oNuRS aw 


"45. Capital Вийрейпр...................... 54 104 58.3 | 48.3 29.2 | 36.9 21 
46. Analysis for Merger and Acquisition Decisio 286 209 56.2 | 231 229 | 74 0.0 
47. Behavioral Science Applications in Accounting....... 374 22.9 62.5 | 168 12.5 | 2.0 21 
48. Social & Environmentel Implications of Alternative Decisions. e. 45.3 354 56.3 | 7.4 8.3 | 2.0 0 
49. Ethical & Professional Responsibilities of Mgt. Ассошиапіз............... 394 18.8 43.7 | 148 31.2 | 39 6.3 

Information Systems : \ 
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TABLE | (Continued) 








List of Topics 





Content Leveis (in Percent) 


A Academic Responses (Level Taught) 
B=CPA Firm Responses (Level Desired) 












Federal Taxation 


Not-For-Profit Entities 


*57. Fund Accounting. аа... 
*58. Budgeting for Operations & Control: PPBS, Cost/Benefit Analysis 


Business Law 


*59. Contracts, Agency, Corp., Uniform Comm. Code, Uniform Partnership Act.. 0.5 0.0 
*60. Administrative Law, including Government Regulation. ........ 


Business Applications of anes Methods 


*62. Probability суноо rea КЫ к СУККА EEA ANRIA 
"63. Regression Апуш... азу cece eccce rece rrr 

64. Statistical Sampling. .......... 00s cece renee ee кке; женя 
*65. Decision Models and Operations Кезеагсћ.................... 


Economics and Business Finance 


*66. Economics of the Firm. 0.0.0.0... 2c cee алл 
*67. Effects of Monetary and Fiscal Роісу........................ 

68. Effects of International Economic Буеп{#..................... 
*69. Working Capital Мапа ешет!............................... 
*70. Long-Term Financing, Capital Structure, & Cost of Capital...... 


Organization Theory and Behavioral Science 


* Indicates Significant Difference at .05 Level. 


lar to the AAA description. 

The results of the present survey were 
compared to the results received by the 
AAA committee to determine: 


(1) If a difference existed between 
topic levels desired by the CPA 
firms and topic levels being pre- 
sented in undergraduate acccount- 
ing programs. Э 

(2) The direction of any differences, 
ie., do the firms desire that par- 
ticular topics be taught at higher 
or lower levels than they are pres- 
ently being taught? 




















jede toes v 0.5 0.0 50.3 20.9 
VA eae wenn 44 0.0 32.5 18.8 
adie esu VER 8.3 2.1 222 104 
"—— 22.1 63 14.3 42 
РЕГЕ 26.1 2.1 15.8 42 
RENE RA ME 443 125 6.4 21 
458 12.5 

See esos ae 172 104 12.8 42 
Via Sete e que 108 10.4 19.2 4.2 
MN 30 6.3 24.6 6.2 
o 64 18.8 17.2 21 
РН 3.5 42 23.6 187 
сах 157 20.8 11.8 21 
сана 2.5 8.3 27.6 8.3 
"T 49 8.3 23.6 6.3 
ТУЯ 207 209 7.9 2-1 
шеи ee 64 2.1 19,7 8.3 
Levene RA 3.5 2-1 30.5 104 






The comparison for item one above was 
completed using the Kolmogorov-Smir- 
nov two-sample test rather than the chi- 
Square two-sample test because of the 
expected small cell size [Siegel, 1956]. 
The comparison for item two was com- 
pleted using a visual examination of those 
topics for which a statistically significant 
difference was found. 


RESULTS 


A total of 48 responses was received 
from the sample of the 100 largest CPA 
firms. The 48 firms were located ір: 22 
states, with New York state having the 


X 
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most representation. The responding 
firms. had hired approximately 8,000 
individuals with undergraduate degrees 
during each of the last three years and 
employed approximately 48,000 profes- 
sional staff accountants. Forty of the 
firms reported formal training programs 
for new hirees. Respondents to the survey 
were predominantly partners with duties 
in personnel, training, administration, or 
audit areas, or some combination of two 
of these areas. Respondents generally had 
between 10 and 20 years of experience in 
the profession. These responses were 
compared to the 203 responses the AAA 
committee received from schools of 
business. (The 203 responses represented 
a response rate of 32.5 percent.) 


Table 1 presents a comparison of the. 


results of the survey given to CPA firms 
and the results ofthe survey conducted by 
the. AAA among schools of business. 
(Tables 1, 2, and 3 are at the end of the 
article.) The figures in Column A repre- 
sent the responses of the schools of busi- 
ness, and the figures in Column B repre- 
sent the responses of the CPA firms. The 
absolute responses have been converted 
to percentages to facilitate analysis. 
Statistical analysis of the two surveys, 
using the Kolmogorov-Smirnov two- 
sample test, indicates that there was a 
statistical difference, which was signifi- 
cant at the .05 level, in 30 of the 72 topics. 
These 30 topics represent 41.7 percent of 
the 72 topics. Tables 2 and 3 present 
those topics in which a statistical differ- 
ence was found between the content level 


desired by the CPA firms and the content - 


level presented in schools of business. 
Table 2 lists those topics (27) in which the 
content level offered in schools is higher 
than the content level desired by the 
CPA firms. Table 3 presents those topics 
(3) in which the content level offered in 
schools is lower than the content level 
desired by the firms. 


ie ud 
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TABLE 2 


STATISTICALLY SIGNIFICANT DIFFHERENCES* IN RESPONSES 
FOR CONTENT LEVELS IN UNDERGRADUATE ACCOUNTING 
PROGRAMS (HIGHER LEVEL BEING OFFERED THAN 
DESIRED BY CPA FIRMS) 








Topic No. Description of Topic 


External Financial Reporting 
Preparation and Presentation of Principal 
Statements, Inc. Footnotes 


8. Ratio Analvsis and Statement Interpreta- 
tion 
Accounting Theory 
10. Price Level Accounting 
17. Consolidations, Mergers and Acquisitions 
18. Corporate Dissolutions and Reorganiza- 
tions 
20. Measurement of Corporate Social Per- 
formance 


Concepts and Objectives of External Audits 


Management Accounting 
37. - Planning: Short-Run Budgets 


38. Planning: Long-Run Budgets 


39. Cost Accumulation Systems: Job Order 
and Process, Absorption and Direct 


40. Cost Control: Flexible Budgets and Stan- 
dard Costs 


41. ` Divisional Performance and Transfer Pric- 
ing 
43. Cost Volume Profits Relationships 
44. Tax Implications of Alternative Decisions 
45. Capital Budgeting _ 
Federal Taxation 
53. Individual 


Business Law 
59. Contracts, Agency, Corporations, Uniform 
Commercial Code, Uniform Partnership 
Act 


60. Administrative Law, including Government 
Regulation 


Business Applications of Quantitative Methods 


61. Applied Mathematics including Calculus 
62. Probability 

63. Regression Analysis 

65. Decision Models and Operations Research 
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TABLE 2 (Continued) 


Economics and Business Finance 
66. Economics of the Firm 


67. . Effects of Monetary and Fiscal Policy 
69. Working Capital Management 


70 Long-Term Financing, Capital Structure, 
and Cost of Capital d 


Organization Theory and Behavioral Science 
71. Organization Theory 





* Significant at .05 level. 


TABLE 3 


STATISTICALLY SIGNIFICANT DIFFERENCES* IN RESPONSES 
FOR CONTENT LEVELS IN UNDERGRADUATE ACCOUNTING 
PROGRAMS (HIGHER LEVEL DESIRED BY CPA 
Firms THAN BEING OFFERED) 





Topic No. Description of Topic 





Information Systems 
52. Other Information Systems 


Not-For-Profit Entities 
57. Fund Accounting 


58. Budgeting for Operations and Control: 
PPBS, Cost/Benefit Analysis 


* Significant at .05 level. 
Figure 1 summarizes the responses by 


topical category, showing the number of 
statistically significant different topics 
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compared to total topics in each category 
and indicates whether the academic con- 
tent level is greater or less than the con- 
tent level desired by the CPA firms. 

Of the 12 categories only one, Account- 
ing Pronouncements of Major Regula- 
tory Bodies, had responses whose differ- 
ences were not statistically significant. 
Two categories, Information Systems 
and Not-For-Profit Entities, had statisti- 
cally significant differences where the 
CPA firms desired that the content level 
of certain topics be higher than currently 
offered. The remaining nine categories 
had statistically significant differences 
where topics are currently being offered 
at a content level higher than desired by 
the CPA firms. A visual inspection of the 
42 topics in which a statistically signifi- 
cant difference was not found indicates 
that the content level offered in schools of 
business is higher than the level desired 
by the CPA firms for most topics. 

Since this research measures differ- 
ences in desired and actual content level 
of various topics based on a pre-deter- 
mined ranking scale, it seems inappropri- 
ate to speculate on why these differences 
exist. However, an examination of the 
differences raises certain questions that 


FIGURE 1 
Summary of Academic and CPA Firm Responses 
Ratio of Topics with 
Statistically Significant Direction of Difference 


Differences to Total Topics А = Academic Responses 


Topic Category in Área Category B=CPA Firm Responses 
1. External Financial Reporting 2/9 A>B 
2. Accounting Theory 4/11 A>B 
3. Accounting Pronouncements 0/4 
4. Auditing 1/12 A>B 
5. Management Accounting 8/13 A>B 
6. Information Systems 1/3 A<B 
7. Federal Taxation 1/4 A>B 
8. Not-For-Profit Entities 2/2 A<B 
9. Business Law 2/2 A>B 
, 10. Quantitative Methods 4/5 A>B 
11. Economics and Business Finance 4/5 A>B 
12 1/2 A>B 


. Organization Theory 


x 
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accounting educators and CPA’ p 
tioners may wish to examine: Б 


(1) Are the educational Бале of 
CPA firms different from other 
fields of accounting? For example, 
category nine—Business Law—is 
a CPA examination topic but is it 
relevant to the education of an 
industrial or governmental accoun- 
tant? 

(2) Why do the CPA practitioners see 
deficiencies in category six—In- 
formation Systems—and category 
eight-—Not-For Profit Entities? 
Has the academic community 
failed to respond adequately to 
changes in the level of exposure 
that students need in these topics? 

(3) Is the academic community more 
in accord with the Beamer report 
ànd Horizons for a Profession than 
the CPA practitioners given an 
apparent overall academic level 
higher than the CPA firms desire? 

(4) If curricula of schools accredited 
by the American Assembly of 
Collegiate Schools of Business 


389 


were compared to the CPA firms' 
responses, would the apparent dif- 
ferences be even greater? The 
AAA study listed 20 topics in 
which a statistically significant dif- 
ference was found between the . 
content level offered by accredited 
and non-accredited schools. In all 
20 cases the accredited schools' 
content level was higher than the 
non-accredited level [p. 18]. 

(5) Can the differences be resolved by 
changing course content levels or 
CPA practitioner desires or some 
combination of both? 


While apparent differences were found 
in 30 topics it is possible that more differ- 
ences may exist since the survey did not 
allow either the schools of business or 
CPA firms to identify their own list of 
topics. With pressure being exerted to 
make curricula more relevant to the 
"real" world, it is important that the 
CPA practitioner and the academic com- 
munity communicate with one another. 
Hopefully, this research presents one 
basis for such communication. 
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A Simplified Graphical Display of 


an 


Production and Sales Volume Effects 
on Absorption Costing Income 
James С. Stallman 


ABSTRACT: Two graphs are constructed to show (1) the effects of sales leve! changes 
on absorption costing income (at any specified production volume) and, (2) the effects 
of production volume changes on absorption costing income (at any specified sales 
level). Each construction is based on a graph of direct costing income with the result 
that a useful picture of the relationship between direct and absorption costing income is 


obtained. 


RADITIONAL textual treatment of 


, cost-volume-profit analysis pro- 
' vides the analytical framework and 
. graphical description for understanding 
‘and visualizing the effects of sales volume 
on income computed under direct cost- 
ing. Two excellent journal articles (Amer- 


: ^ man, 1954; Solomons, 1968) provide a 


basis for extending such discussions to 
- consideration of both sales and produc- 
tion volume effects on absorption costing 
income. Unfortunately, the complexity 
of graphical displays and analytic formu- 
lations seems to discourage all but the 
best beginning students from acquiring 
the valuable insights obtainable by strug- 
gling to understand and extend or gener- 
` alize these discussions. 

The purpose of this brief note is to de- 
- scribe a simple graphical approach illus- 
‘trating the effect on absorption costing 
income of sales and production fluctua- 
tions. Two graphs are described. The 
first shows the relationship between .in- 
come (vertical axis) and sales level in 
units (horizontal axis). The second shows 
the relationship between income (vertical 
axis) and production volume in units 


_ (horizontal axis). These two graphs are 


based on the following data: 


The Beta Company produces a single prod- 
uct. Its cost and revenue expectations are: 


Selling Price =$5 per unit 
Variable Manufacturing 

Cost =§2 per unit 
Fixed Selling and Adminis- 

trative Costs = $110,000 


Fixed Manufacturing Costs =$100,000 
Normal Capacity (used to 
define a predetermined 
fixed overhead zate) = 100,000 units 
QUESTIONS TO BE ANSWERED 
GRAPHICALLY 


A. How does direct costing income . 


vary with sales level? More specifi- 
cally, 


(1) what direct costing inconie 


would be expected at a sales : 


level of x, units, or 
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(2) how many units would have to 
be sold to produce $7 of income 
under direct costing? | 


ume, how does absorption costing 
income vary with sales level? More 
specifically, 
(1) given production volume at x, 
. units, what absorption costing 
income would be expected at a 
sales level of x, units, or 
(2) given production volume at x 
units, how many units would 
have to. be sold to earn $7 of 
absorption costing income? 
C. Given a specified sales level, how 


does absorption costing income. 


vary with production volume? 
More specifically, 

. (1) given sales level at x, units, 
what absorption costing in- 
come would be expected at a 
production volume of x, units, 
Or 

(2) given sales level at x, units, how 
many units would have to be 
produced to earn $7 of absorp- 

_ tion costing income? 


THE GRAPHICAL ANALYSIS 


The graphical solution to question 
A(1) and A(2) is described in most text- 
books. It is presented bere because it 
forms the basis for the graphical con- 
struction used to answer questions B(1) 
and B(2). From the numerical data given 
for the Beta Company, the relationship 
between direct costing income and sales 
level is shown by the solid line (labeled 
Jao.) in Figure 1 below. 

To construct a graph of the relation- 
ship between absorption costing income 
and sales level, for a specified production 
volume, simply locate on the horizontal 

; axis the point where the sales level equals 
the given production volume. Label that 
point x, and construct a vertical line at 


. Given a specified production vol- | 
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that point to the line 4 „у. Through the 
intersection of the vertical line and Iq... 
construct a line having a slope equal to 
the contribution margin minus the fixed 
overhead rate and label it I,, „у. This line 
describes the absorption costing income 
expected at various sales levels, given 
production at a volume x,. 

In Figure 1, for an assumed production 
volume of 90,000 units, the dashed line 
Iq...» having a slope of $2 per unit, shows 
that to experience a zero profit (under 
absorption costing) the firm must sell 
60,000 units; to earn $40,000 of ab- 
sorption costing income the firm must 
sell 80,000 units ; and, that if sales fall to 
40,000 units the firm will experience a 
$40,000 loss. These observations from 
Figure 1 are confirmed in the income 
statement computations shown in Table 
1. | 

The line Г.а. у was constructed first as 
an aid in constructing 1,,;, but having 
both lines on the same graph provides a 
useful picture of the relationship between’ 
absorption and direct costing income for 
the specified production volume as sales 
varies. 

To construct a graph of the relation- 
ship between absorption costing income 
and production volume for a specified 
level of sales in order to answer questions 
C(1) and C(2) we start again by drawing 
Га.) as a reference. In this second con- 
struction, however, since direct costing 
income only depends on the level of 
sales, I4... is determined to be a constant 
from the assumed sales level and is 
graphed as a horizontal line. 

In Figure 2, with an assumed sales 
level of 50,000 units, Га „у is graphed as 
a solid horizontal line, showing that at 
that sales level direct costing income 
would be —$60,000 regardless of the 
production volume. Now at 50,000 units, ' 
where production volume equals the 
specified sales level, a vertical line is 
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Figurel . , 
THE RELATIONSHIP BETWEEN DIRECT/ABSORPTION COSTING INCOME AND SALES LEVEL | 


INCOME 





— $120,000 


— $210,000 


constructed. Through the point where 
this vertical line intersects Г, „у construct 
a line having a slope equal to the fixed 
overhead rate and label it I4, „у. This line 
'describes the relationship between ab- 
sorption costing income and production 
volume for the specified level of sales. 
In Figure 2 the dashed line Ia.. (hav- 
ing a slope of $1 per unit) shows that for 
an assumed sales level of 50,000 units the 






UNIT 
SALES LEVEL 
(thousafds) 


Xs 


90 

x 

1 
Specified 

Production 
Volume 


» 


firm cannot earn positive profits unless 
more than 110,000 units are produced, 
production of 70,000 units results in a loss 
of $40,000, and of course, at a production 
volume equal to the specified sales level 
of 50,000 units, Тоу [ао — $60,000. 
These observations from Figure 2 are 
confirmed in the income statement com- 
putations shown in Table 2. 

Again, while [у was constructed 


Y 
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FIGURE 2 ` 
Тнв RELATIONSHIP BETWEEN DIRECT/ ABSORPTION COSTING INCOME AND PRODUCTION VOLUME 
x- INCOME 
£ 
ғ 
| UNIT 
PRODUCTION 
+$10,000 | 


/ VOLUME 
(thousands) 





first as an aid in the construction of I, с.» 
having both lines on the same graph pro-. 
vides a useful picture of the relationship 
between absorption and direct costing 


C=contribution margin per unit, 
F „= Fixed Manufacturing cost, 
F,- Fixed Selling cost, 
x,= units sold, 


. . income for the specified sales level as xy- units produced 
production varies. X,=normal capacity in units (the 
AN ADDITIONAL Ато IN CONSTRUCTING capacity level used to define the 
THE GRAPHS fixed overhead rate). 
Letting, 


absorption costing income would be de- 
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TABLE 1 
INCOME AT VARIOUS SALES LEVELS 





















































Production Units (Specified) 90,000 90,000 90,000 
Sales Units 40,000 60;000 80,000 
Sales $200,000 $300,000 $400,000 
Cost of Goods Sold 120,000 180,000 240,000 
Gross Margin $ 80,000 $120,000 $160,000 
ABSORPTION Less: unfavorable Fixed Overhead Volume 
COSTING Variance 10,000 10,000 10,000 
Adjusted Gross Margin $ 70,000 $110,000 $150,000 
Less: Selling & Administrative Expenses (all 
fixed) 110,000 110,000 110,000 
Income Igo.) ($ 40,000) $ 0 $ 40,000 
Sales $200,000 $300,000 $400,000 
р Variable Cost of Goods Sold А 80,000 120,000 160,000 
DIRECT Contribution Margin $120,000 $180,000 $240,000 
COSTING Less: Fixed Manufacturing Selling and Ad- 
ministrative Expenses _ 210,000 210,000 210,000 
Income I.s.) ($ 90,000) ($ 30,000) $ 30,000 
TABLE 2 


INCOME AT VARIOUS PRODUCTION VOLUMES 









































Production Units 50,000 70,000 110,000 
Sales Units (Specified) 50,000 50,000 50,000 
Sales $250,000 $250,000 $250,000 
Cost of Goods Sold 150,000 150,000 150,000 
Gross Margins $100,000 $100,000 $100,000 
ABSORPTION Less: unfavorable Fixed Overhead Volume 
COSTING Variance 50,000 30,000 (10,000) 
Adjusted Gross Margin $ 50,000 $ 70,000 $110,000 
Less: Selling & Administrative Expenses (all 
fixed) 110,000 110,000 110,000 
Income Iac.) ($ 60,000) ($ 40,000) $ 0 
Sales $250,000 $250,000 $250,000 
Variable Cost of Goods Sold 100,000 100,000 100,000 
DIRECT Contribution Margin $150,000 $150,000 $150,000 
COSTING Less: Fixed Manufacturing Selling and Ad- 
ministrative Expense 210,000 210,000 210,000 








Income Гоз. (5 60,000) ($ 60,000) (5 60,000) 


ы. 


Stallman 


fined by the equation 
F 
Taco) = —F,, = F, + (c = т}, 
+ Pr. 
Xo E 


If, as for questions C(1) and C(2), the 
number of units sold (x,) is held constant, 
Ig.) Varies with the production volume 
at the fixed overhead rate F,,/x, per unit. 
It is helpful in constructing a graph of 
the form shown in Figure 2 to note that 
the vertical axis is intercepted by I.) at 


[aiena (c-1)4]. 
Xe 


Draw Iac) through this point so that it 
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intersects I(g,, at the specified sales level, 
es 

On the other hand, for questions B(1) 
and B(2) the number of units produced 
(x,) is held constant at some specified 
volume. On graphs of the form shown in 
Figure 1 the vertical axis is intercepted by 


Teac.) at 
| -rn ~ Е, + zs 
Xe 


from which I, , ; increases at a raté equal 
to the contribution margin minus the 
fixed overhead rate 


-5 


per unit sold intersecting Га. , at х. 
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On the Pedagogy af Financial ` 
Accounting | 
David A. Wilson 


ABSTRACT: Dramatic changes have occurred in recent years in the corporate financial 
reporting environment. The volume and complexity of pronouncements by the various 
policymaking bodies have noticeably altered the character of and demands made upon 

, financial accounting. Yet, there appears to be a general absence of any widely adopted  . 

' innovation in the financial accounting curriculum. This paper examines, one of the more’ 
commonly witnessed curricula for financial accounting and attempts to assess it in the - 
context of its contribution to the intellectual and ethical development of the student. ` 
The paper goes on to propose an alternative шсш, a restructuring of the pedagogy . . 


of financial accounting. 


5 һобби considerable thought, 
discussion and resources have 
been: dedicated to the debate over 


25 the need for “professional. schools of 
accounting," little attention seems to 


bave been devoted to evaluating critically 
the pedagogical issues of financial ac- 
counting. A preoccupation with con- 
sideration of the structure of the organi- 
zation in which: we function may have 
precluded any significant maturity in our 
instructional modes. Some heroic efforts 
to examine accounting education criti- 


: cally have been undertaken in the past. 
. decade. Perhaps. the most significant 


among them is the Price Waterhouse 
Foundation sponsored study [1971]. 
Additionally the American Account- 
ing Association [Edwards, 1974] pro- 
duced a volume containing a mélange of 
papers addressing many of the problems 


of accounting education. Yet, there still: . 


remains a general absence of any widely 
adopted innovation in the financial ac- 


' counting curriculum. At many institu- 


tions of higher learning, there still exists 
a reliance upon the textbook as the domi- 


nant mode of pedagogy. С 
396 fase d$ 


+ 


The reliance on a two- or three-volume 
textbook series has honorable roots. 


Grady [1965] inventoried all generally _. 
accepted accounting principles for busi- 


ness enterprises in a single 469-page 
volume. Yet, in 1978, the quantity and 
velocity of new accounting pronounce- 
ments, changes in existing ones and iriter- 
pretations may well have réndered our 
old pedagogy obsolete. Intermediate ac- 


counting texts have moved from a four- - 


year revision cycle to three years and the 


author still must produce annual supple- | 


ments ‘to thé text incorporating the new 
pronouncements of the PEP VIOUS | twelve 
months. 

Currently, the accounting борон; 
in part prodded by the late Senator Met- 
calf and Congressman Moss, is reviewing 


its mandate to the public. It seems that. 


this is perhaps an appropriate hour for 
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TABLE 1 
A Common PEDAGOGY OF FINANCIAL ACCOUNTING 





Semester Primary 
Hours Course Title Major Elements of Course Content Source Pedagogical Mode 

3 Principles of Elements of bookkeeping, asset valu- Textbook  Lecture/Discussion/Problems 
Accounting ation, liabilities & Exercises 

6 Intermediate Techniques and some of the rationale Textbook Lecture/Discussion/Problems 
Accounting behind a large number of accounting & Exercises 

pronouncements 

3 Advanced Consolidations, earnings per share, Textbook Lecture/Discussion/Problems 

‘Accounting partnerships & Exercises 


accountants in academe to subject their 
role to a similarly critical scrutiny. It 


- would behoove us to reconsider our 


financial accounting curricula and peda- 


^gogical modes in the light of the new 


environment within which we exist. 
The purpose of this paper is to propose 
one possible restructuring of the peda- 


gogy of financial accounting—a first’ 


iteration in the dialectic process. 
A OVERVIEW 


Table 1 summarizes a frequently 
adopted approach to the teaching of 
financial accounting. The table itself is 
self-explanatory; however, reliance on 
the “Lecture-Discussion” pedagogical 
mode throughout the course sequence is 
worthy of note. Johnson [1974, p. 161] 
states, "[T]he prevailing view is that 
students ought to learn to answer ques- 
tions raised by somebody else." Yet it 


can be argued that “the mere act of listen- - 


ing to wise statements and sound advice 
does little for anyone. In the process of 
learning, the learner's dynamic coopera- 
tion is required" [Gragg, 1940]. A 
"'Lecture-Discussion" mode is ideal for 
the unilateral transfer of knowledge from 
one individual (the instructor) to another 
(the student). Indeed, this transfer is 
often essential to establish a foundation 
of ground rules and vocabulary before 
any further study can be meaningfully 


commenced. The salient issue surrounds 
that level which is appropriate for the 
substitution of an alternative peda gosical 
mode. 


PEDAGOGICAL MODE 


Athos [1970] recently articulated the 
stages of a student's intellectual and 
ethical development into four levels.! 
Table 2 summarizes the elements of 
Athos' analysis. 

If one maps the frequently adopted 
pedagogy of financial accounting ar- 
rayed in Table 1 against the stages of 
intellectual and ethical development ar- 
ticulated in Table 2, a discouraging con- 


clusion emerges. Often, the teaching of 


financial accounting rarely seems to 
progress beyond Level 1—knowledge is 


- absolute: one question and one answer. 


Our approach to undergraduate educa- 
tion and the uniform examinations of the 
AICPA assume that to each question 
there is a correct answer and that the 
well-prepared student will have gathered, 
stored, and developed the necessary 
retrieval mechanisms to respond ap- 
propriately to the examiner's interroga- 
tions. Solomans [1977 p. 104] notes in 
assessing November 1976 CPA examina- 
tion that of the "four papers taken 


РА 


1 Althos’ stages (or levels) of development were drawn 
from an earlier work by Perry [1968]. 
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TABLE 2 
STAGES OF INTELLECTUAL AND ETHICAL DEVELOPMENT 














Level Assumption About Knowledge Role of Teacher Role of Student 
1 Knowledge is absolute: one Communicate the relevant Memorize and respond with the 
question and one answer questions and answers correct answer 
2 Knowledge is identifying the Pose the relevant questions Select the best answer from the 
best answer to a problem and ап array of possibleanswers arrayed possibilities 
3 Knowledge is situation specific. — Poseproblemsandassiststudent Experience a problem in its 
Several interpretations are inexaminingthequestionfrom entirety, studying the issue from 
possible depending upon an alternative perspectives many perspectives . 
individual’s perspective 
4 Knowledge is situation specific Work to ensure that student is Learn to accept the fact that he 
but I have chosen a set of aware that his or her own ‚ or she is relating to others who 
values and will live by them. values, person, purpose and are different 
settings are limited in a 
number of ways 





together, for which a total of 960 minutes 
were allowed, something less than 10 
percent of the candidate’s time and effort 
was to be devoted to material on which he 
or she might exercise some judgment.” 

The philosophy which underlies our 
examination structure is consistent with 
Level 1 learning and subsumes the ability 
to compress the relevant knowledge set 
into a limited number of volumes. In the 
late 19th Century, “there was a wide- 
spread belief that the law was contained 
in a single book, Blackstone’s Commen- 
taries, and that self-education by mastery 
of this book was entirely adequate" 
[Boatsman, 1978]. We, in accounting, 
may well be implicitly subscribing to the 
same school of thought. 

The critical consideration is whether 
today's environment supports the un- 
faltering dedication to Level 1 education 
for entrants to the accounting profession. 
“In the first half of 1977 alone, the 
Financial Accounting Standards Board, 
Securities and Exchange Commission, 
American Institute of Certified Public 
Accountants, Cost Accounting Stan- 
dards Board, and International Account- 


ing Standards Committee issued 23 final 
pronouncements. In addition, by mid- 
year, 24 new proposals were under active 
consideration by these bodies" [Boats- 
man, 1978]. There seems to be scarce 
evidence to suggest that the proliferation 
of new pronouncements and interpreta- 
tions will decline in the near future. 

Further, it would appear from the 
recent pronouncements of the FASB, 
SEC, and CASB and even the last 
breath opinions of the APB that we have 
moved to a stage of "legislative account- 
ing." The tone, flavor, and frequency of 
recent pronouncements differ noticeably 
from those of a decade ago. Today's 
manager possesses considerably less lati- 
tude in his reporting of financial position 
and income than was conceded to his 
counterpart of the sixties. While the 
accounting environment has changed 
dramatically, accounting education has 
experienced no.such broad based and 
fundamental restructuring. 

“In our hurry to purvey or consume it 
(education) we pause infrequently to 
question what we are up to. We are alter- 
nately too brash and too reactionary and 


Pa 














Wilson 399 
* TABLE 3 
AN ALTERNATIVE PEDAGOGY POR FINANCIAL ACCOUNTING 
Semester Major Elements of Primary Source 
Hours Course Title Course Content Documents Pedagogical Mode 
15 The Theory of Elements of the Readings Text (if Discussion/Lecture 
Financial Accounting -theory behind account- available) 
ing and reporting 
15 The Research of An introduction to the Case Problems, Lecture/Discussion 
Accounting Practice array of sources for AICPA/FASB/SEC Preparation of defenses 
' GAAPandtheuseof pronouncements of alternatives 
і them accounting 
3 Elements of The elements of book- Textbook Lecture/Discussion/ 
Financial keeping, revenue Problems 
Accounting recognition, asset 
valuation, liability 
recognition 
6 Corporate Discussion of resolu- Case Problems many Socratic Inquiry 
Financial tion of contemporary _references—eg 
Reporting problems in financial ^ FASB/APB, SEC, 
accounting and CASB, AAA and 
reporting textbooks 





always, it seems, too busy to decide which 
and why. More importantly, we are too 
caught up with pressing numbers and 
immediate crises to decide what we 
should be doing in the first place. So we 
stumble on, giving and receiving school- 
ing without full reflection on the truly 
Sophisticated and ethical practice it in- 
volves" [Sizer, 1966]. 


. AN ALTERNATIVE PEDAGOGY 


If one can indeed perceive a change in 
the fundamental structure of financial 
accounting to a discipline more bounded 
by statements, rules and interpretations 
than was evident in years past, then it 
would behoove the academic community 
within accounting to escape the "pressing 
numbers and immediate crises," to re- 
examine the present pedagogy, and to 
modify and innovate where appropriate. 
Specifically, we should critically examine 
the objectives of financial accounting 
education and the consistency of our 


present pedagogical structure with these 
objectives. 

Recognizing and accepting the risk 
implicit in innovation, this paper pro- 
poses an alternative curriculum for fi- 
nancial accounting to the one displayed 
in Table 1. Obviously, the underlying 
premise to the proposed restructuring is 
that, at present, we all too often fail to 
challenge our students to rise above a 
Level 1 stage of intellectual and ethical 
development. Table 3 presents a pro- 
posed curriculum for the education of 
accounting student.? 


? The curriculum proposed in Table 3 is one designed 
for accounting majors only. While this paper does not 
address the question, there appears to be an equally 
significant need for educators to address the problems 
which are unique to the non-accounting business major. 
Further, note that in neither Table 1 nor Table 3 was 
recognition given to the CPA Review Course, often a 
part of the senior year or final graduate semester. Its 
exclusion was deliberate. The offering of such a course is 
а recognition by a given faculty of a perceived need of its 
students which can best be satisfied by the department. 
Tte sole purpose of the course is to prepare students to 
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In the proposed alternative pedagogy 
for financial accounting (Table 3), a half 
semester (1.5 hours) is devoted to an 
introduction to the elements of account- 
ing theory. The course would include 
economic concepts of income measure- 
ment and alternative accounting models 
and would conclude with an introduction 


` to the conventional accounting model:: 


(a) its rationale, (b) its underlying as- 
sumptions, and (c) its inherent. limita- 
tions. 

The second half of the semester would 
serve as an introduction to the alternative 
sources of authoritative support for 
accounting principles. The primary pur- 
pose of this half-course is to familiarize 
students with original sources and to 
introduce the notion of preparing the 
documentation necessary to support an 
accounting or reporting alternative. The 
case problems assigned would .be rela- 
tively naive and classroom time would be 
dedicated to the constructive criticism 
of defenses prepared by the students. 
The primary objective of this course is to 
provide students the opportunity to gain 
familiarity with the publications and 
documents of those bodies issuing au- 
thoritative pronouncements. 

The “Elements of Financial Account- 
ing" course would stil represent the 
initial introduction to the mechanics of 
accounting. It would be expected that, 
because of the background students 
would bring to this class, a more compre- 
hensive treatment of the issues presently 
covered in the traditional introductory 
accounting courses could be attained. 
Nonetheless, the primary purpose of the 
course would be to apply the double 
entry structure to the consideration of 
accounting problems. : 

The final six hours of the proposed 
course structure, “Corporate Financial 
Reporting" would address the issues 
presently covered in conventional inter- 


i 
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mediate and advanced accounting 
courses. The significant distinction be- 
tween the proposed course.and our 
present offerings would.be in the peda- 
gogical mode. Instead of using classtime 
to review problems and to illustrate 
material covered in the assigned chapter, 
classes would be devoted to the discus- 
sion and resolution of accounting and 
reporting issues raised in a case context. 
The notion of “Socratic inquiry” implies 
that through the dialectic- process of 
thesis, antithesis, and synthesis, students 
will gain a fuller comprehension of the 
issues in a problem. 

The proposed curriculum is similar to 
one articulated by Rosen [1977 p. 116]. 
He predicates his arguments on the 
assumption that “accountants have to 
understand all of (1) who is using their. 
information and for what purposes, (2) 
various accounting techniques, and (3) 
how to link efficient accounting pro- 
cedures and users' needs in a variety of 
situations." These differing educational 
needs cannot be met through a mono- 
phonic pedagogy. Instead, demands must 
be made of students as early as possible 
in the educational process to investigate 
"how to write accounting policy notes 
and the effects on accounting of different 
forms of the efficient market hypothesis.” 
[Rosen, 1977 p. 116] He goes on to 
propose the adoption by accounting 
educators of partially directed cases 
drawn from real life. 

There are three major, but not insur- 
mountable, impediments to the imple- 


mentation of the proposed curriculum. ` 


First, there is, at present, very little case 
material available for use in the account- 


take the CPA examinations. The consistency of this 
objective with those of accounting education in general 
iscurrently a matter of considerable debate, and a debate 
which is quite unrelated to this paper. Accordingly, the 
subject is ignored in both Tables 1 and 3 and in the sub- 


- sequent discussion. 


. Wilson. 


= ing classroom. A significant allocation of 


time and resources would be required to 


- ¥\ develop sufficient case and supporting 


ra 


teaching materials. 

Second, Socratic inquiry requires par- 
ticipation and cooperation from stu- 
dents. “Such cooperation from students 
does not arise automatically, however. 
It has to be provided for and continually 
encouraged." [Gragg, 1940] 

Finally, the case approach represents 
a relatively costly pedagogical medium 
[see Buckley, 1969, p. 395]. The costs are 
borne not only in the development of 
materials and shepherding of students 
but in instructor preparation. If there 
exists no one correct “answer” to the 
case, then, in preparation the instructor 
must attempt to anticipate all avenues 
down which the class may ramble. 


CONCLUSION 


The instructional modes in many ac- 
counting curricula have changed little in 
the past decade. Yet as educators, we 
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have an obligation to evaluate continu- 
ally the propriety of our product. Social 
responsibility is not a phenomenon re- 
stricted to practicing accountants, poli- 
ticians, lawyers, and corporate board- 
rooms. In many respects, the social 
obligations of the academic exceed those 
of the practitioner or corporate execu- 
tive. The immeasurability and lack of 
precision in a definition of “quality” in 
education saves many of us from the 
litigation so prevalent in all professional 
practice today. \ 

The proposed alternative to our pres- 
ent pedagogy for financial accounting 


` represents a “‘first pass" at the reconsider- 


ation and restructuring of our curricula. 
Many variations and themes are possible 
and probably preferable to the approach 
proposed in this paper. The paper, how- 
ever, represents but one iteration in the 
Socratic inquiry. Our current curriculum 
and pedagogical modes represent the 
thesis; the alternative pedagogy is the 
antithesis. 
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Accounting and Public Service 


Gerald Zeisel and Ralph Estes 


ABSTRACT: Pro bono publico work, or voluntary professional service "for the public 
good," is a hallmark of both the legal and medical professions. With the movement 
toward professional schools of accounting and increased emphasis on professionalism 
in accounting education, explicit consideration should be given to the preparation of 
accounting students for the assumption of public service responsibilities. In this article, 


the authors propose means for incorporating attention to public service activities and 


opportunities into the accounting curriculum, and suggest an outline for a course in 


public interest accounting. 


ITH the growth of the accounting 
profession in recent years, many 
perceive the need for accounting 
education to help create more of a 
"professional" attitude on the part of 
accounting students. [Burton, 1975, pp. 
6—7; Larson, 1977, p. 81; Mautz, 1975, p. 
33]. This is a major reason for the signifi- 
cant support given to the development of 
schools of accountancy [Skousen, 1977]. 
Of the many aspects of behavior that 
differentiate professionals from others 
pursuing vocational activities, this paper 
will concentrate on one—public service. 
Professional behavior is usually defined 
to include a "primary orientation to the 
community interest rather than to indi- 
vidual self-interest" [Barber, 1963, p. 
672]. Of course, the community interest 
is served when accountants perform 
traditional services (attestation, manage- 
ment and tax advice) for their clients and 
employers. However, there are other 
community interests which are not served 
in this manner. First, there are those 
organizations and individuals who need 
accounting services but cannot afford to 
pay for them. Many believe that “рго- 
fessional” behavior should ensure that 
these services are made available [Moore, 
1970, p. 241]. Another community need 
which may not be satisfied by traditional 


means of providing accounting services 
concerns proolems where accounting 
expertise is needed to deal with aspects of 
public issues. With respect to ‘‘profes- 
sional" concern for community interest, 
it has been stated that “since generalized 


.and systematic knowledge provides pow- 


erful control over nature and society, it 
is important to society that such knowl- 
edge be used primarily in the community 
interest. Where such knowledge exists, 
orientation primarily to community 
rather than individual interest is an 
essential attribute of professional be- 
havior" [Barber, 1963, p. 672]. 

Hence we see that a more "profes- 
sional" orientation to accounting educa- 
tion should, in part, sensitize students to 
the concept of community interest. Stu- 
dents should be made aware of the pro- 
fessional obligations and opportunities 
(a) to provide pro bono work, where 
necessary, and (b) to bring their account- 
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ing expertise to bear on public issues. The ` 


remainder of this paper will be devoted to 
suggesting ways of providing this train- 
ing. 2 


EDUCATION TO DEVELOP А PUBLIC 
SERVICE ATTITUDE 


Education to develop a public service 
attitude on the part of students could be 
approached by a special course devoted 
to this topic and/or by integrating partici- 
pation in public service activities into the 
existing courses in the accounting pro- 
gram. An advantage of having a separate 
course is that sufficient time would be 
available to consider various issues re- 
lated to public service (for example, 
should the accountant be an advocate of 
one side or attempt to be impartial) and, 
also, to examine existing literature and to 
study various methodologies. On the 
other hand, by having public service 
activities integrated throughout the ac- 
counting program the student observes 
that public service is not distinct from 
the rest of accounting but is an integral 
part of it. Of course, it would be best to 
have both a separate course and integra- 
tion throughout the program, but this 
may not be practical in many situations. 


Specific Suggestions 


To assist instructors who wish to de- 
velop a separate course; a. proposal is 
presented in the appendix to this paper. 
In addition to a course outline and 
bibliography, the proposal includes a 
number of suggested projects for student 
involvement. Other project examples can 


be found in the readings suggested in the 


proposal. 

Now let us consider. existing courses. 
The integration of public service activi- 
ties into these courses not only will help 
to foster a public service attitude on the 
part of the student, but it will also pro- 


403 


vide meaningful practical applications of 
concepts developed in the classroom. 
Numerous projects can be conceived to 
enhance the educational effort in various 
accounting classes. In addition to those 
suggested in the course proposal, we now: 
offer other case examples matched with 
particular accounting subjects. 


1. Auditing or systems. Develop a 
manual for municipal governments 
showing them how to make use of 
financial audits; evaluate the struc- 
ture and procedures of state audit 
agencies; design political campaign 
receipt and expenditure control 
systems: conduct an operational 
audit of activities of a not-for-profit 
or governmental agency. 

2. Cost or management accounting. 
Conduct comparative cost studies, 
for example, cost of institutional 
care as opposed to community 
placement of the mentally retarded; 
evaluate student center pricing in 
relation to similar services available 
in the community; assist small not- 
for-profit organizations in budget- 
ing and establishing controls. 

3. Financial accounting. Provide ac- 
counting services for minority- 
owned businesses; study the effect 
on utility rates of different account- 
ing methods; investigate the 
broader social апа economic impli- 
cations of various accounting 
procedures. 

4. Governmenta! accounting. Develop 
manuals and work with various 
citizen groups that need help to 
understand governmental account- 
ing reports; evaluate financial dis- 
closure practices of municipalities. 

5. Taxes. Prepare tax returns for low 
income taxpayers; evaluate the dis- 
tributional effects of various tax 
proposals. | 


404 
- Implementation Assistance 


Instructors attempting to incorporate 
public service activities into accounting 
programs will be confronted with two 
major difficulties. First will be the prob- 
lem of locating interesting cases suitable 
for student participation. Case identifi- 
cation will become easier as an instructor 
becomes more familiar with the area and 
as community organizations become 
aware of the instructor's activities. How- 
ever, even with experience, case location 
still requires a fair amount of time. 

A second and far more difficult prob- 
lem concerns student supervision. Stu- 
dents who have had little practical experi- 
ence are usually unsure of their abilities 
and require extensive supervision. This is 
especially true in public issues cases. The 
time demands for supervision are so 
great that instructors working without 
supervisory assistance generally are able 
to provide practical experiences to only 
8 few—perhaps four to eight—students 
at a time. 

Both case location and student super- 
Vision problems can be overcome by 
working with professional groups that 
provide pro bono and public issues ac- 
counting services. These organizations 
usually have sufficient case opportunities 
to offer meaningful experience for stu- 
dents and also have a roster of pro- 
fessional accountant volunteers who 
could provide most of the necessary 
supervision. The organizations can be 
expected to be cooperative because they 
are getting assistance in handling their 
engagements and are also helping to 
develop.public service attitudes on the 
part of students, resulting in increased 
volunteers in the future when these 
students become professionals. 

Most state CPA societies and NAA 
chapters have programs to provide ac- 
counting assistance to minority busi- 
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nesses and, to a lesser extent, not-for- 
profit organizations. There are also a few 
accounting aid societies which provide 
these services in addition to assisting low- 
income individuals with their tax returns. 
Another source for financial and mana- 
gerial accounting opportunities is the 
Small Business Administration, which 
has a program in which certain compan- 
ies with SBA-guaranteed loans are re- 
ferred to student teams for management 
assistance. Since accounting problems 
generally represent only one of the diffi- 
culties these companies have, students 
with various majors participate as mem- 
bers of these teams. Supervisory assis- 
tance for these projects can be obtained 
by working with volunteer retired execu- 
tives through the federal government's 
SCORE program. With respect to tax 
assistance opportunities, the Internal 
Revenue Service (through its VITA pro- 
gram) will train students to prepare tax 
returns for low income and elderly tax- 
payers. However, the IRS will not super- 
vise students after the training period. 
All of the organizations mentioned 
above have programs oriented solely to 
traditional accounting services. There is 
only one national organization of ac- 
countants concerned with public issues 
cases, Accountants for the Public Interest 
(API). API curently has 11 local affiliates 
throughout the country, each providing 
volunteer services for the objective exami- 
nation and analysis of the accounting or 
financial aspects of issues affecting the 
public. The national office is primarily 
concerned with assisting and strengthen- 
ing the local affiliates (financial assis- 
tance, quality control, etc.) and with 
coordinating projects of national scope. 
A number of leading accounting practi- 
tioners and academics are members of 
API's national board of directors in- 
cluding former presidents of the AAA 
and AICPA. Those wishing more infor- 


А. 


T 


Zeisel and Estes 


mation are referred to a recently pub- 
lished book by the executive director of 
API [Levy, 1977] or should write to: 


Accountants for Public Interest 

Fort Mason Center Building 310-3rd 
Floor 

San Francisco, CA 94123 


SUMMARY 


The increased emphasis on a profes- 
sional orientation in accounting educa- 
tion requires, in part, that students be 
familiarized with the professional obliga- 
tions and opportunities to engage in 
public service activities. We believe that 
a major part of this training should in- 
volve participation in actual cases, with 
supervision provided primarily by prac- 
titioners. Accounting professionals will 
not only assist instructors by assuming 
much of the supervisory responsibilities 
but, more important, these practitioners 
will provide the students with role models 
of accountants who are involved in 
public service activities. 


APPENDIX 
Course Proposal 


I. Type of course: Upper division and/ 
or graduate level. 

II. Course title: Accounting and the 
Public Interest, or Accounting and 
Public Service, or Seminar in Profes- 
sional Responsibility 

or 
Instead of a separate, new course, 
work in this area might be in- 
cluded in established courses such as 
Special Studies, Current Issues, Re- 
search Seminar, Professional Semi- 
nar, efc. 


IH. Rationale for course: 


A. Introduce students to the broad 
responsibility of the accounting 
profession to the public interest. 

B. Develop in the student a profes- 
sional sense of responsibility to 
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the broader good of society, be- 
yond that merely of the profes- 
sional's clients or company and 
his/her personal interest. 

C. Demonstrate how accounting 
professionals are fulfilling this 
responsibility. 

D. Stimulate ideas in students and 
practitioners for public service. 

E. Provide opportunities for analy- 
sis of, and practice in, public 
interest problems and engage- 

. ments. — 

F. Provide opportunity for profes- 
sors to fulfill their own profes- 
sional responsibilities to society 
and to develop knowledge and 
expertise in this area. 

G. Provide an opportunity to draw 
practitioners into cooperative 
work with students and profes- 
sors in attacking public problems 
and issues. 

H. Contribute to the establishment 
of a tradition in the accounting 
profession of genuine, meaning- 
ful public service. . 

I. Provide direct benefits to society 
through the practicum. 

IV. Possible course description: 

An introduction to the accounting 

profession's role in public service, 

with opportunities to deal with prac- 
tical social issues and problems. 
V. Suggested outline: 

A. The accounting profession's pub- 
lic and social responsibility. 
Assignments: 

Griffin, C. and T. Williams, 
“In the Public Interest," The 
Federal Accountant (Spring 
1965), pp. 68-97. 

Estes, R., “The Accountant’s 
Social Responsibility,” The 
Journal of Accountancy, 
(January 1970), pp. 40-43. 

Statements by professional ac- 


counting organizations and 
by leaders of the profession 


· (such as Ralph Kent in The. 


Arthur Young Journal, Au- 
' tumn 1968, pp. 2-8; Robert 
Trueblood’s address to the 
annual meeting of the 
AICPA, reprinted in the 
Touche Ross Quarterly, De- 
cember 1966, pp. 2-6; and 
David Linowes, “‘Social Re- 
sponsibility of the Profes- 
sions,” The Journal of Ac- 
countancy, January 1971, pp. 
66-69). 

Students may be assigned to 
interview practitioners on 
how they are serving the 
public interest, and report 
to class. 

A member of an Accountants 
for the Public Interest chap- 
ter board of directors and/or 
a member ofa public interest 
law firm may be invited as 
guest speakers. 


B. Survey of research and statistical 


methods. (Most social perfor- 
mance analysis and evaluation 
rests on basic research and sta- 
tistical methods.) 
Assignment—selected Chapters 
ins 


Emory, C. W., Business Re- 
search Methods (Irwin, 
1976). 

Franklin, J. L. and J. H. 
Thrasher, An Introduction 
to Program Evaluation 

- (Wiley, 1976). 

. Evaluation of programs and per- 

formance. 

Assignment—selected material 

from the following sources: 
AICPA, Environmental Cost/ 

Benefit Studies (1977). Re- 
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ports three cases. 

AICPA, The Measurement of 
Corporate Social Perfor- 

, mance (1976). 

Arthur Andersen & Co., Prac- 
tice Guidelines for Social 
Impact Planning and Re- 
porting (1975). A detailed 
program for evaluating sev- 
eral forms of social impact. 

Estes, R. Corporate Social Ac- 
counting (Wiley, 1976), 
Chapters 4, 5, 6. 

Guidelines for Project Evalu- 
ation (United Nations, 
1972). An excellent and 
practical guide to social ben- 
efit/cost analysis using mon- 
etary measures. Includes 
three extensive case studies. 

Harvard Business School, An 
Annotated Bibliography of 
Cases Pertaining to Cor- 
porate Responsiveness, June 

. 1975. 

Levy, M. Accounting Goes Pub- 
lic (University of Pennsyl- 
vania Press, 1977). Presents 
seven case studies, along 
with information about or- 
ganizing a local public inter- 
est accounting group. 

Livingstone, J. L. and S. C. 
Gunn, Accounting for Social 
Goals (Harper & Row, 
1974). Includes a number of 
cases. 

The API Account, bi-monthly 
newsletter published by Ac- 
countants for the Public 
Interest. Contains reports 
on cases handled by local 
affiliates; an excellent source 
of ideas for public interest 
work. 

Nikolai, L., J. Bazley, and 
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R. L. Brummet, The Mea- 
surement of Corporate En- 
vironmental Activity (NAA, 
1976). 

Seidler, L. J. and L. L. Seidler, 
Social Accounting (Melville, 
1975). Includes a number of 


cases. 

Standards for Audit of Govern- 
mental Organizations, Pro- 
grams, Activities & Func- 
tions (Comptroller General 
of the U.S., 1972). 

Articles selected from periodi- 
cals such as Accounting, Or- 
ganizations and Society; 
Business and Society Re- 
view; Management Account- 
ing; and The Public Interest. 


D. Practicum—a major part of the 


course should be devoted to a 
practical, "real-world" project 
by students working individually 


_or in teams, under the supervi- 


sion of one or more professors 
and one or more practitioners. 
Variable credit might be awarded 
depending on the magnitude of 
the project. Possible projects 
abound in every community, 
although it may take some prac- 
tice to identify them. The follow- 
ing examples, drawn largely from 
the authors’ communities, should 


_ be suggestive: 


1. Review and evaluate the pro- 
posed budget of the city, county, 
state or school district. 

2. Review expenditure controls 
within a college or university, 


. with special attention to controls 


on budget overruns. 

3. Undertake a benefit/cost an- 
alysis of proposed energy alterna- 
tives or of proposed nuclear 
power or coal gasification plants; 
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include as costs the “поп-топе- 
tary" effects such as pollution, 
water usage, danger of explo- 
sions and radioactivity, etc. 

4. Perform a benefit/cost analy- 
sis of mass transportation alter- 


. natives, including new freeways. 


5. Evaluate the possibility of 
combining city and county gov- , 
ernments into a **metro" govern- 
ment. 

6. Estimate the tax effect of an- 
nexation of industry presently 
outside city limits. 

7. Evaluate the impact and rev- 
enue potential of alternative tax 
propositions. 

8. Review and recommend im- 
provements in the accounting 
and auditing controls in any of 
the various delegate agencies 
using public funds. (This is a 
prime area where valuable ser- 
vice can be rendered.) 

9. Review controls over research 
funds expended within a college 
or university, for proper support, 
progress reports, and final dis- 
position. 

10. Perform a comparative anal- 
ysis of operating costs of two or 
more schools, cities, hospitals, 
etc. Determine and evaluate 
causes of significant differences. 
11. Evaluate state or city require- 
ments for financial reporting by 
political candidates. 

12. Perform a benefit/cost analy- 


Sis of the college or university's 


athletic program, or particular 
segments of that program. 

13. Evaluate specific zoning pro- 
posals in benefit/cost terms; iden- 
tify the distributional effects, i.e., 
who gets what. 
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Comments 


A Test of the Expectancy Theory of 
Motivation in An Accounting - 


Environment - A Comment 


W. Bruce Johnson 


ERRIS [1977], reporting the results 
F of a field study which “tested”, the 

descriptive validity of expectancy 
theory predictions about job perfor- 
mance and satisfaction in a public ac- 
counting environment, concluded that 
*... while the expectancy models were 
generally weak predictors of audit staff 
performance, they were significant pre- 
dictors of employee job satisfaction" and* 
that “These results cast considerable 
doubt upon the ability of the expectancy 
model to explain productivity variations 
among staff accountants and among 
accountants in general; they also ques- 
tion the utility of the theory in a profes- 
sional setting" (p. 613). 

The correlations between overall job 
satisfaction and predicted performance 
(which ranged from r=.20 to r=.37) 
were interpreted by Ferris as indicating 
that the four expectancy models were 
"significant predictors" of job satisfac- 


- tion for the audit staff accountants. This 


is in contrast to the “weak” ability of the 
expectancy models to predict levels of 
employee performance, as evidenced by 
the amount of variance explained (R?) by 
each model. However, the reported R? 
values (Table 7) correspond to correla- 
tion coefficients of r=.35 and r=.48, 
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which indicates that the expectancy mod- 
els were in fact superior predictors of 
audit staff performance and not job 
satisfaction as Ferris concluded. 

Ferris also argued that his results.were 
sufficiently dissimilar to those obtained 
in other work settings so that the ability 
of the expectancy models to predict job 
performance levels in an accounting 
context was questioned. Mitchell [1974], 
summarizing the results of some 20 cross- 
sectional field studies, found correlations 
averaging about r=.30 between pre- 
dicted and criterion measures of job 
performance. Similarly, Kopelman 
[1975] found median correlations ` be- 
tween expectancy-valence scores and con- 
current job performance of r — .21 across 
sixteen distinct populations. Thus, the 
results obtained in Ferris' audit staff 
context compare favorably to those ob- 
tained in a variety of other work settings. 
To the extent that these prior research 
efforts have demonstrated the descriptive 
validity of expectancy theory in non- 
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accounting environments, the results ob- 
tained by Ferris would seem to suggest 


that the theory may be equally valid inan : 


accounting setting. 

The Ferris study used a between- 
subjects research design for testing ex- 
pectancy theory predictions of work 
behavior. This design, in which expec- 
tancy-valence scores are correlated with 
concurrent measures of job performance 
across individuals, has rather convenient 
statistical properties and has been ex- 
tensively employed. However, the design 
is subject to two criticisms. First, the 
predictions of expectancy theory are 
about an individual's future performance 
or effort level; that is, current expectancy- 
valence scores represent lead indicators 
of future work behavior. Correlating 
expectancy-valence scores with concur- 
rent measures of performance provides, 
at best, a weak test of the theory's pre- 
dictive ability. Secondly, formulated as a 
model of individual choice behavior, 
expectancy theory is strictly a within- 
individual model of the attitude-effort- 
performance relationship and clearly 
requires a within-subjects design for 
testing its predictions. Kopelman [1977] 
provides a specific illustration of the 
methodological difficulties inherent in 
employing a between-subjects paradigm 
to test expectancy theory predictions. 

A partial solution to these problems 
- js to use cross-lag correlational design in 
which expectancy model predictions 
(Time 1) are correlated with immediate 
estimates of performance (Time 1) and 
with performance and expectancy esti- 
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mates generated at a later date (Time 2) 
(see Lawler [1968]; Lawler and Suttle 
[1973]; and Sheridan, et al. [1974]). 
Support for the theory is provided when 
the correlation between Time 1 expec- 
tancy predictions and Time 2 perfor- 
mance scores exceeds the other concur- 
rent and lagged correlations between 
expectancy predictions and performance 
Scores. 

Ultimately, however, a within-subjects 
research design will be required in order 
to properly test the descriptive validity 
of expectancy theory. Unfortunately, a 
major obstacle to conducting within- 
subjects expectancy theory research is 
that comparisons must be made across 
behavioral choices (acts, effort levels) for 


one person, rather than across people for - 


one type of behavior such as “working 
hard.” As Mitchell [1974, p. 1069] 
observed: 


If one chooses a within-subject analysis, he 
must be prepared to measure the degree to 
which different levels of effort lead to different 
levels of different cutcome dimensions. Three 
levels of effort with five outcomes with five 
levels each demands 75 subject responses and 
still only generates three ZEV's for each sub- 
ject. The research work becomes cumbersome 
very quickly. 


Even though the kind of data required by 
this research design will be difficult to 
collect from professional employees in a 
field setting, repeated measures of pre- 
dictor and criterion variables are neces- 
sary if theoretically correct and methodo- 
logically sound tests of expectancy theory 
are to be performed. 


E 
Tow 


E: 


Johnson 294 | 411 


REFERENCES 


Ferris, K. R., “A Test of the Expectancy Theory of Motivation in an Accounting Environment,” THE 
ACCOUNTING REviEw (July 1977), pp. 605-15. 

Kopelman, R. E., “Expectancy Theory Predictions of Work Motivation and Job Performance: A Longi- 
tudinal Study of Engineers Across Three Companies,” (Doctoral dissertation, Harvard University, 
1974). Dissertation Abstracts International (1975), p. 2476-B. 

Kopelman, R. E., ^Across-Individual, Within-Individual and Return on Effort Versions of Expectancy 
Theory,” Decision Sciences (October 1977), pp. 651-62. 

Lawler, E. E., “А Correlational-Causal Analysis of the Relationship Between Expectancy Attitudes and 
Job Performance,” Journal of Applied Psychology (December 1968), pp. 462-68. 

Lawler, E. E. and L. Suttle, “Expectancy Theory and Job Behavior,” Organizational Behavior and Human 
Performance (June 1973), pp. 460-82. | 

Mitchell, Т. R., “Expectancy Models of Job Satisfaction, Occupational Preference and Effort: A Theoreti- 
cal, Methodological, and Empirical Appraisal,” Psychological Bulletin (December 1974), pp. 1053-77. 

Sheridan, J. E., J. E. Slocum, and M. D. Richards, “Expectancy Theory as a Leading Indicator of Job 
Behavior,” Decision Sciences (July 1974), pp. 507-22. 


THE ACCOUNTING REVIEW 
Vol. LIV, No. 2 
April 1979 


A Test of the Expectancy Theory of *; 


Motivation in An Accounting 


Environment: A Response 


Kenneth R. Ferris 


ROFESSOR Johnson [1979], com- 
Р menting on the results and method- 

ology of a prior study [Ferris, 
1977], questions the validity of the pri- 
mary conclusion that “expectancy mod- 
els were generally weak predictors of 
audit staff performance." The essence of 
his position appears to be that: (1) con- 
trary to that suggested by the author, the 
study findings “compare favorably” to 
those obtained in prior research and 
thereby demonstrate the descriptive va- 
lidity of expectancy theory in the ac- 
counting environment; and (2) irrespec- 
tive of the specific study findings, the 
methodology utilized “provided, at best, 
a weak test of the theory's predictive 
ability." While Professor Johnson's com- 
mentary raises several interesting points, 
his position is based upon illogical 
reasoning, inconsistent arguments, and 
in one instance, misquotation. 

Professor Johnson begins his comment 
by claiming that “Ferris argued that his 
results were sufficiently dissimilar to 
those obtained in other work settings so 
that the ability of the expectancy models 
to predict job performance levels in an 
accounting context was questioned." 
While misquotation is an interesting way 
to develop one's position, it is clearly 
unacceptable in academic journals. A 
‘review of the original article will show 
that a comparison between current and 
prior findings was not made, nor was it 


necessary. Given that the four versions 
of the expectancy model tested accounted 
for only 12 to 23 percent of the produc- 
tivity variation in the sample studied, it is 
clearly unnecessary to refer to other re- 
search findings to reach the conclusion 
that expectancy models were poor pre- 
dictors of performance. 

Professor Johnson then appears to 
suggest that since “іе results obtained 
in Ferris’ audit staff context compare 
favorably to those obtained in a variety 
of other work settings," it follows that 
the theory must then be valid in the 
accounting environment. This line of 
reasoning is, "at best," illogical and 
suggests that Professor Johnson has 
missed the essence of the prior findings 
that he cites. Since the expectancy mod- 
els were found to perform poorly in the 
accounting environment, and since these 
results "compare favorably" to those 
obtained in prior research efforts, one 
can only logically conclude that. expec- 
tancy models are weak predictors of 
performance in all environmental set- 
tings. Contrary to the inference sug- 


gested by Professor Johnson, prior. 


expectancy research has consistently in- 
dicated that the theory has a low descrip- 
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tive validity. 
Professor Johnson further argues that 


F : A- the methodology utilized, a between- 


=> 


subjects design, “provides, at best, а 
weak test of the theory’s predictive 
ability.” His position appears to be that 


-if a study is methodologically deficient in 


any way, then its results cannot be held 
as valid. This argument necessitates two 
comments. First, if a theory performs 
poorly under “weak” test conditions, it 
is not necessarily true that the theory 
will perform better under more stringent 
test conditions. Hence, under alternative 
test conditions, it is unlikely that a 
materially different conclusion would be 
reached regarding the predictive ability 
of expectancy theory. A second point 
concerns an inconsistency in Professor 
Johnson's argument. On the one hand, 
he deplores the use of a between-subjects 
design, yet on the other hand, he cites as 
authoritative evidence the results of prior 
studies which also utilized a between- 
subjects design. If one accepts Professor 
Johnson's position on research design, 


‘then it logically follows that one must 
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also question the validity of the prior 
research findings that he cites. 

To rectify these flaws, Professor John- 
son advocates the use of cross-lag corre- 
lation analysis. While this is, indeed, an 
alternative, Kenny [1975] suggests that 
it is a “low-powered test” to be used to 
test spuriousness in results previously, 
repeatedly illustrated in cross-sectional 
findings. Hence, Kenny marginally 
recommends the use of cross-lag correla- 
tion analysis as a follow-up to cross- 
sectional research, not as a replacement 
for it as Professor Johnson proposes. 
There also exist a number of unresolved 
problems with this methodology (e.g., 
the appropriate lag time), which make it 
“at best” a doubtful alternative. 

All in all, Professor Johnson’s com- 
ment does make one valid contribution, 
namely to clarify the secondary relation- 
ship between the expectancy model and 
job satisfaction. However, his arguments 
are clearly insufficient to counter the 
primary study finding: expectancy theory 
is a weak predictor of audit staff per- 
formance. 
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The Effect of die Separation of nos 


ship from Control on Accounting | 


Policy Decisions: A Comment 


Shu S. Liao 


que purpose of this note is to discuss. 
the inconsistency in findings ге-. 


ported by Smith [1976] regarding 
the effect of the separation of ownership 
from control on accounting policy de- 
. cisions. Modern managerial theories of 
the firm generally” have criticized the 
neoclassical theories of managerial be- 
havior for failing to maintain the distinc- 
tion between owner-controlled firms and 
manager-controlled firms and for testing 
hypotheses with samples drawn uncriti- 
cally.from populations which contain 
both owner-controlled firms and man- 
ager-controlled firms. The main focus 
-of these managerial theories generally 
has been to determine what effect, if any, 
the type of control has upon the pattern 
in which managerial decisions are made. 
Smith’s award-winning study represents 
‘a pioneering work of this kind in ac- 
counting. 


For readers reasonably familiar with : 
this type of investigation and the current. : 


literature, the results of the Smith study 


can be viewed as inconclusive. This note 


will re-analyze Smith’s data and demon- 
strate that Smith’s findings are contra- 
dictory. 

The major surprise stressed by Smith 
is that, when smoothing-change periods 
are compared with no-change periods, 
smoothing behavior takes place in both 
groups of firms when it has the most 
utility to management. When prelimi- 


i 
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nary income is substantially different 


. from the target, manager firms were ex- 


pected to make smoothing changes. This 
is consistent with Smith's findings. How- 
ever, the owner firms were unexpectedly 


found to behave like manager firms. 


Unable to draw a consistent conclusion 
from the three tests he makes, Smith 
states: “a conclusion that could be 
drawn . . . is that the manager in a widely 


held firm [manager firm] is more con- . 


cerned than the owner firm about the 
income target" (p. 720). This conclusion 
apparently is unwarranted. If we examine 
carefully Table 3 in the Smith study, it 
will become obvious that the unexpected 
result reported above not only is a sur- 
prise, but also is a contradiction that 
could nullify the other two test results 
reported by Smith in Tables 1 and 2. 
Figure 1 reports the same data contained 
in Smith’s Table 3 but shows the 'con- 
tradiction. 

Column П shows the number of firms 


‚ that made smoothing changes when 
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FIGURE 1 


POSITIVE AND NEGATIVE AVERAGE SMOOTHING 
DIFFERENCES IN MANAGER AND OWNER FIRMS 


Firms With a 
Positive 
Average 

Smoothing 
Difference 








Income Targets: 


1. The Zero Growth Model Y-Y.i 

2. The Individual Firm Growth Y- Ye 2 
Model 

3. The Individual Firm Growth Й= Y. 1 FOSY,- 1 


Model -Y.2403., 
| —¥,-3)+ 0.2(Y,-3 
yo 
4. The Industry Growth Models Y, Y... ‘+R, ) 
5. Ene Indos Growth Models Y-Y Y. (14-05R,.., 
+0.3R,-2 
+0.2R,-3) 


Where: 


Y,-., = Reported earnings per share in period t—1 
Y- — Target earnings per share in period t 
R- =The rate of growth in industry earnings per 
share in period t. \ 


changes should be made according to 
Smith’s smoothing hypothesis. Column 
III shows the number of firms that did 
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not make smoothing changes when 
changes should be made according to the 
smoothing hypothesis. Since the numbers 
in Column II are essentially the same for 
manager firms and owner firms, we 
should concentrate on the difference in 
numbers in Column III. Column IV 
reflects the relative importance of Col- 


‚шап III numbers. Note that the percent- 


ages in Column IV are consistently 
higher for manager firms than for owner 
firms except Target 3. This implies that 
when the firm is relatively far away from 
the target, a relatively larger percentage 
of manager firms made no smoothing 
changes when changes should have been 
made according to Smith's smoothing 
hypothesis. This is both inconsistent with 
and contradictory to Smith's other tests. 
Target 3 has been á weak factor in other 
tests and probably should be excluded 
from our examination. 

Very little empirical research has been 
done to study the effect of the separation 
of ownership from control on accounting 
policy decisions, and Smith should be 
credited for providing some empirical 
evidence in this area. Unfortunately, 
Smith's findings are far from being con- 
clusive, much as the contradictory em- 
pirical evidences found in economics and 
organizational sciences. 


! Empirical studies which show that the separation of * 


ownership from control has an effect on managerial 
decisions include Monsen, Chiu and Cooley [1968], 
Boudreaux [1973], Palmer [1972, 1973], and Radice 
[1971]. But the studies by Larner [1970], Kamerschen 
[1968], Lewellen and Huntsman [1970], and Holl [1975] 
found no difference in behavior between owner-con- 
trolled and management-controlled firms. 
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>» The Effect of the Separation of Owner- 
ship from Control on Accounting 
Policy Decisions: A Reply 
E. Daniel Smith 


Ww “Тї HE comment by Liao suggests that 


the results of the comparison of 
smoothing-change periods with no- 
change periods for owner firms is'a con- 
tradiction that could nullify the results 
originally reported by Smith [1976] in 


-Tables 1 and 2. Tables 1 and 2 indicate 


that the policy decisions made by 
manager firms smoothed income signifi- 
cantly more often than the policy deci- 
sions made by owner firms. The discus- 
sion which follows indicates that the 
results concerning no change periods 
neither contradict nor nullify the theory 
of managerial control which hypothe- 
sizes that manager firms will smooth 
income more often than owner firms. 
Theories of managerial control argue 
that managers in manager firms fre- 
quently will adjust the income number 
to minimize outside intervention in the 
affairs of the corporation by stockhold- 
ers. The adjustments to smooth income 
are frequent since the, management has 
no significant stock holding and must 


therefore maintain its position by pre- ` 


senting the results of operations in a 
favorable and defensible way. 


In those owner-controlled firms, where ' 


the owner does not actively manage, the 
management does not artificially manip- 
ulate or smooth income because of the 


large owner's access to more complete . 


information and the owner's superior 
financial advice. If the owner actively 
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manages the firm, the owner-manager 
experiences relatively little pressure to 
make income look adequate or satisfac- 
tory since the owner holds a relatively 
large block of stock which allows control 
to be maintained without frequent ad- 
justments to the reported income num- 
bers. 

If one defines owner control to exist in 
corporations when a single party owns 
ten percent or more of the voting stock 
[Smith, 1977, p. 712], then it should be 
expected that occasional (and infrequent) 
smoothing adjustments to income may 
be needed to represent the owner de- 
fensibly against tender offers, take-over 


. bids and proxy fights, or, perhaps, to 


facilitate the issuance of long term debt. 
The need to make a policy decision to 
relieve outside pressure occurs far less 
often for the owner firms since the 
owner firm’s stockholders can, with their 
block of stock and, therefore, strong 
defensive position, ignore relatively mi- 
nor fluctuations which compel the man- 
ager firm to take some action. Thus one 
would expect to find fewer smoothing 
decisions in owner firms than in manager 
firms; when those decisions do occur, 
however, they occur when income is 
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substantially removed from the target. 
The theory suggests that the majority of 
the accounting policy decisions in owner 
firms will be governed by some non- 
manipulative purpose such as a concern 
for taxes or to influence labor’s bargain- 
ing position. 

Smith’s results in Tables 1 and 2 con- 
firm the tendency of manager firms to 
smooth to a much greater extent than 
owner firms. The motivation for com- 
paring deviations from target in smooth- 
ing years and no-change years was to 
ascertain if manipulative smoothing oc- 
curred when the theory suggested— 
when income was relatively far from 
target. Smith's Table 3 confirmed that the 
smoothing decisions in both manager 
and owner firms take piace when pre- 
` liminary income is substantially removed 
from the target. The table clearly indi- 
cates that manager firms smooth income 
when they are expected to—when they 
are further away from the target than in 
no change years. Owner firms are also 
further away from the target in smooth- 
ing years than in no-change years. In 
fact, on targets 1, 2, 4 and 5, a slightly 
. higher percentage of the owner firms have 
positive average smoothing differences. 
Liao claims in Exhibit 1 that these results 
are contradictory to the theory of type 
of control on policy decisions.! I would 
argue that the results merely confirm 
what has been suggested above—that 
owner firms make few manipulative 
decisions, but they only have to make 
them when they are very far from target. 

If owner firms smooth only occa- 
sionally when very bad results force them 
to act, for the few smoothing decisions 
made, the positive average smoothing 
difference will tend to exceed the nega- 
tive average smoothing differences. It is 
also possible that the manager firms 
which smooth more often eventually 
reduce the set of available smoothing 


The Accounting Review, April 1979 _ 


vehicles: They may, therefore, desire to 
smooth income in some period but be 
unable to do so because they have previ- 
ously used their best smoothing alterna- 
tives. Firms which manipulate more 
often (manager firms) are more likely to 
show a negative average smoothing dif- 
ference due to lack of a good smoothing 
vehicle than firms that manipulate less 


often (owner firms). Thus, the directional , 


differences that exist in Liao's Exhibit 1 
are consistent with the theory of when a 
"weak" (possibly 10 percent-20 percent) 
owner-controlled firm would smooth 
(not often, but when far away from the 


target) and could also be partially due to. 


a manager firm exhausting its capacity to 
smooth. 

The issue of how much stock an indi- 
vidual must own before he exerts signifi- 
cant influence on a corporation is a 


matter of much controversy. The “‘contra- . 


diction" which Liao has pointed out 


should not exist if an owner had absolute ... 


control of his firm in the sense that take- 


over bids, etc., would not be possible. In . 


such firms, manipulative smoothing as a 
defensive mechanism would be unneces- 
sary. 

It could be argued that when an 
owner’s control of a firm is relatively 
strong, he might not feel the need to 
smooth at all during the period of time 
encompassed by Smith’s study. I am 
suggesting that within the owner-con- 
trolled group of firms, the stronger the 


control, the less likely it is that the firm . 


will be pressured by fluctuating income 
to engage in smoothing behavior. In 


! Liao is concerned about directional differences on 
targets 1, 2, 4 and 5. If one calculates a x? corrected for 


continuity iri an attempt to reject the null hypothesis that . 


the proportion of positive average smoothing differences 
is identical ior owner and manager firms, values of .276, 
.985, .277 and .047 are obtained for y? on targets 1, 2, 4 
and 5 respectively—none of these allow for rejection of 
the null at any reasonable level of significance. 


Smith 


Figure 1 below, I have used the format of 


Liao's Exhibit 1 to present the results for ` 


the owner-controlled firms in my sample 
which have a block of stock in excess of 
20 percent. The owners of these firms 
are certainly not immune to take-over 
pressures but they are less threatened by 
such attempts than the owners in the 10 
percent-20 percent group of firms. 


FIGURE | 


POSITIVE AND NEGATIVE AVERAGE SMOOTHING 
DIFFERENCES IN MANAGER AND OWNER FIRMS 


Firms With a 
Positive 
Average 

Smoothing 
Difference 


Column Ш 
Column П 





Owner Firms 
With a Single Holding Greater 20% 











The results clearly reverse the direc- 
tional results of Column IV which caused 
Liao to claim contradiction and nullifi- 
cation. The reversal is perhaps more 
dramatic than stated since, for. targets 
1, 3, 4 and 5, there were six firms which 
made no smoothing decisions, while for 
target 2 there were seven firms which 
made no smoothing decisions. It might 
be suggested, then, that Liao’s original 
concern with his Column IV is due to the 


'. owner firms in which the owner owns 


10-20 percent of the outstanding shares. 
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For these owner firms smoothing reac- 
tions take place when deviations from 
targets are large, and positive average 
smoothing differences predominate. As 
owner control becomes more absolute, 
the increased number of firms with nega- 
tive average smoothing differences and 
the number of firms making no smooth- 


ing changes at all, indicate the reduced 


importance of smoothing behavior to 
these more closely held firms. 

My original expectation that in owner 
firms the number of positive average 
smoothing differences should equal the 
number of negative average smoothing 
differences [Smith, 1976, p. 720] resulted 


.from thinking about owner-controlled 


firms as being absolutely controlled. 


-Among the contributions of Liao's com- 


ment is that it is a clear reminder that 
owner-controlled firms with.a largest 
shareholding of less than or equal to 50 
percent are not to be treated as absolutely 
controlled. Owner-controlled firms of 
this type will make some smoothing de- 
cisions and these decisions-are likely to 
be made in such a pattern that positive 
average smoothing differences will pre- 
dominate. To acknowledge this contri- 
bution, however, is not to accept the 
suggestion that the findings concerning 
smoothing decisions are either nullified, 
or, even necessarily,  contradicted.: 
Smoothing appears to provide the moti- 
vation for a large number of manager 
firm decisions and for a much smaller set 
of owner firm decisions. 

One final reply concerns Liao's charac- 
terization of the empirical evidence out- 
side of accounting as being contradictory 
and inconclusive. No good purpose is 
served by claiming that the results of 
Monsen et al. [1968] conflict with Larner 
[1970] and Kamerschen [1968]. In fact, 
such statements lead others to miss the 
methodological strength of Monsen et al. 
Larner and Kamerschen used the same 
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data and dichotomized firms into man- 
ager-controlled and owner-controlled 
groups based on whether a holding of ten 
percent or greater existed. The obvious 
weakness in such a procedure is that a 
firm of 9.9 percent may be considered 
manager-controlled, while one of 10.1 
percent is called owner-controlled. Not 
surprisingly, neither Larner nor Kamer- 
schen found profitability to vary by type 
of control. 

Monsen et al. removed the group of 
firms between five and ten percent from 
. his sample to obtain two groups of firms 

which are sufficiently different to exam- 
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ine the effects of type of control on profit- 
ability. He found the owner firms to be 
significantly more profitable than the 
manager firms. Larner, himself, suggests 
that his lack of results is due to his 
failure to remove the marginal firms 
from both control classifications [Larner, 
1970, p. 32]. I agree with Larner that the 
contradictory results are due to the 
different control classifications em- 
ployed. I suggest that the conflicting 
results of these studies indicate more 
about the research methodology which 
was used than they do about the effect of 
type of control on firm behavior. 


f REFERENCES 
Kamerschen, D. R., “The Influence of Ownership and Control on Profit Rates,” The American Economic 


Review (June 1968), pp. 432—447. 


Larner, R. J., Management Control and the Large Corporation (Dunellen Publishing Company, Inc., 1970). 


- Monsen, R. J., J. S. Chiu, and D. E. Cooley, “The Effect of Separation of Ownership and Control on the. 


Performance of the Large Firm," The Quarterly Journal of Economics (August 1968), pp. 435-451. 
Smith, E. D., “The Effect of the Separation of Ownership from Control on Accounting Policy Decisions,” 
THE ACCOUNTING REVIEW (October 1976) pp. 707—723. E ten 


THE ACCOUNTING REVIEW 


Vol. LIV, No. 2 \ 
April 1979 i ` | 


. FINANCIAL REPORTING 


Lee J. Seidler, Editor 


Current Issues in the Measurement 
and Disclosure of Corporate 
Income Taxes 
Clyde P. Stickney 


ABSTRACT: The information about corporate income taxes disclosed in annual reports 
has changed significantly since the issuance of Accounting Series Rlease No. 149 in 


' . 1973. Several important issues remain unresolved, however, including the measurement 


of income tax expense for multiple corporate entities, the application of the indefinite 
reversal criteria for certain divferences between book and taxable income, and the dis- 
closure of current income taxes when the deferral method of accounting for the invest- 
ment credit is used. Examples from corporate annual reports are used in this article to 
identify underlying reasons for these reporting concerns, and proposals for improved dis- 


closure are offered. 


IVE years have passed since the following information: 


Е of Accounting Series Re-/ 
lease No. 149 [U.S. Securities and 
Exchange Commission, 1973]. This regu- 
lation, which requires disclosure of cer- 
tain supplementary data about a com- 
pany’s income tax  expense,. has 
significantly influenced the types of 
information reported about a company’s 
income taxes. After several years of 
reporting experience, this seems an ap- 
. propriate time to re-examine some of the 
more important measurement and dis- 
closure issues relating to corporate in- 
come taxes. 


REQUIRED DISCLOSURES UNDER 
ASR No. 149 


N ASR No. 149 requires disclosure of the 
Г ET 
yi 
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«1. The components of income tax ex- 
pense, including taxes currently 
payable, taxes deferred because of 
timing differences between book 
and taxable income, taxes reduced 
because of net operating loss carry- 
forwards, and the net effect of 
investment credits. Also shown 
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should be the amounts of income 


taxes payable to the Federal gov- : 


ernment, foreign governments, and 
state and local governments. 

2. A reconciliation between reported 
income tax expense and an amount 

. equal to the statutory Federal in- 
come tax rate of 48 percent multi- 
plied by income before taxes. ' 

3. Ifitis expected that the cash outflow 
for income taxes in any of the suc- 
ceeding three years will substan- 
tially exceed income tax expense 
for that year, this fact should be 
disclosed, together with the amount 
of the excess, year of its occurrence, 
and the reasons for it. 


ASR No. 149 states: 


The objectives of these disclosure require- 
ments are to enable users of financial state- 
' ments to understand better the basis for the 
registrant's.tax accounting and the degree to 
which and the reasons why it is able to operate 
at a different level of tax expense than that 
which would be incurred at the statutory tax 
rate. By developing such an understanding, 
users will be able to distinguish more easily 
between one time and continuing tax advan- 
tages enjoyed, by a company and to appraise 
the significance of changing effective tax 
rates. In addition, users will be able to gain 
additional insights into the current and pro- 
Spective cash drain associated with payment 
of income taxes [U.S. Securities and Exchange 
Commission, 1973]. 


In discussing various measurement and 
disclosure issues, the following criteria, 
suggested in ASR No. 149's statement of 
objectives, are used: 


1. Are the disclosures adequate to 
· permit statement users to analyze 
differences in effective tax rates of 
various firms at a moment in time 
and for a particular firm over time? 
(ASR No. 149 defines the effective 
'tax rate as income tax expense 
divided by income before taxes.) 

2. Are the disclosures adequate to 
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permit statement users to assess the 
impact of income taxes on past and 
prospective cash flows? 


é 


The appropriate response to each of | 
the issues discussed may be to change : 
either the measurement rules followed or ,’ 


years, the Financial Accounting Stand- 


] the types of disclosures made. In recent : 


ards Board has focused primarily on ' 


measurement issues while the Securities 
and Exchange Commission has been 
more concerned with disclosure. Some 
issues. appear sufficiently fundamental 


"that consideration should be given to 


standardizing the measurement rules. 


Others are more amenable to improved 


disclosure requirements. 


DEFINITION OF INCOME TAX EXPENSE 
FOR MULTIPLE CORPORATE ENTITIES 


Most corporations whose shares аге · 


publicly traded operate through numer- 


ous subsidiaries and affiliated companies. ` 


In measuring income tax expense and 
effective tax rates, should the income 
taxes of these subsidiaries and affiliates 
be combined with those of the parent 
company? 

To gain Some perspective on this 
reporting issue, consider the effective tax 
rate calculation of Sears, Roebuck & Co. 


A 


Sears does not consolidate Allstate In- 


surance Company, but instead accounts 
for its investment using. the equity 
method. Sears defines its effective tax 
rate as income taxes from consolidated 


entities (excluding the income taxes of . 
Allstate) divided by pre-tax income of . 
consolidated entities (excluding the | 


equity in earnings of Allstate). For the 


year ending January 31, 1978, Sears - 
reported an effective tax rate of 49.5 per- . 


cent in its annual report [Sears, 1978, p. 


26]. If the equity in after-tax earnings of ^ 


Allstate had been included in the de- 


nominator, the effective tax. rate would - 


have been 29.3 percent. If the income 


taxes of Allstate had been included in the 


` 
і 


LY 
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TABLE 1 








Definition of Income Tax Expense for Multiple Corporate Entities 


Pre-tax Book Income from Separate Co. Activities. . 
Income Tax Expense..... Wd nbn RUE PME EOD 


P Co. А Co. (90%) В Со. (100%) 

$200 $100 . $100 
(80) (30) (20) 

$120 $ 70 $ 80 


Alternative Definitions of Income Tax Expense 


1. P Co.4- A Co. [$804-(.9 х $30)]................... 
2. P Co.4-.9A Co. [$80+(.9 х $30)].................. 
3. P Co.+A Со. +В Co. [$804-$304-$20]. ........... 
4. P Co.+.9A Со. +В Co. [$80+(.9 x $30)+$20]...... 


Consolidated Income Statements 


Pre-tax Consolidated Income (P Co.-- A Co.). .... 
Equity in Income (Post-tax in 1 and 2; Pretax in 3 
and4). vere de e pr rr E DT Ue VET 


Income Before Minority Interest. ............... 
Minority Interest in Income (Post-tax in 1 and 3; 
'Pre-tax in 2ап@4)........................... 


Consolidated Net Іпсоте. ..................... 


numerator and the pre-tax income of 
Allstate included in the denominator, the 
effective rate would have been 35.4 per- 
cent. It-is.clear that the treatment of 
income taxes of subsidiaries and affiliates 
can have a significant effect on income 
tax expense and the effective tax rate. 

To provide some insight into this issue, 
consider the following entity structure. 


90% 27 | Noe 
А Co. B Co. 
(Consolidated) (Unconsolidated) 


P Co. owns 90 percent of A Co., whose 
financial statements are consolidated 
with P Co. each period. P Co. also owns 


Alternative 1 — Alternative 2 — Alternative 3 Alternative 4 


$300 $300 _ $300 $300 

80 80 100 100 
$380 $380 $400 $400 
(110) (107) (130) (127) 
$270 $273 $270 sz 

(0 (10) 0) (10) 
$263 $263 $263 $263 


100 percent of B Co. Because of the 
nature of B Co.’s activities, P Co. does 
not consolidate this subsidiary but ac- 
counts for its investment using the 
equity method. The top portion of Table 
1 shows the pre-tax book income, income 
tax expense, and net income of each of 
these three companies from their sepa- 
rate activities (that is, before consolida- 
tion of A Co. and before applying the 
equity method for B Co.). 

What is the amount of income tax 
expense to be reported in the income 
statement and to be used in the expense 
reconciliation required by ASR No. 149? 
At least four treatments can be found in 
published financial statements: 


1. Income taxes of the parent plus 100 
percent of the income taxes of con- 
solidated subsidiaries. (See Union 
Carbide Corporation [1977, pp. 27, 
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32].) As shown at the bottom of 
Table 1, the income recognized 
under the equity method is the 
after-tax income of B Co. The 
minority interest in A Co.’s earn- 
ings subtracted in the consolidated 
income statement is based on the 


after-tax earnings of A Co. (ie, ' 


.10 x $70). 

2. Income taxes of the parent plus 
parent's proportionate interest in 
the income taxes of consolidated 
subsidiaries. (See, Union Oil Com- 
pany of California [1977, pp. 18, 
27]). The equity in income of B Co. 
is again based on after-tax earnings, 
but the minority interest in the in- 
come of A Co. uses pre-tax income 
(i.e., .10 x $100) as the base. 

3. Same as Alternative 1 but including 
the income taxes of unconsolidated 
subsidiaries. (See Clark Equip- 
ment Company [1977, pp. 17, 19].) 
The income of unconsolidated sub- 
sidiarie$ recognized under the 
equity method is based on the pre- 
tax earnings of B Co. The minority 
interest claim is determined using 
the after-tax earnings of A Co. 

4. Same as Alternative 2, but including 
income taxes of unconsolidated 
subsidiaries. (See International 
Harvester Company [1977, pp. 6, 
12]. The equity in earnings and 
minority interest claim in this case 
are both based on pretax earnings. 


Note that consolidated net income will 
be the same (i.e., $263) regardless of the 
reporting format used. The components 
of net income, particularly income tax 
expense, are quite different. The effective 
tax rate reported in the financial state- 
ments could range from 28.2 percent to 
36.9 percent, depending upon the treat- 
ment followed and the definition of “‘in- 
come before taxes.” 
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This reporting problem can be dealt 
with through improved disclosure. If 
sufficient information is provided about 
pre-tax incomes and income taxes for 
subsidiaries and affiliates, it is possible 
for statement users to place all firms on 
a comparable basis, using whichever 
reporting format is considered most 
appropriate. The disclosures made by ` 
some companies are inadequate for this 
purpose. For example, Firestone Tire 
and Rubber Company reports the fol- 
lowing information in its income state- 
ment for the year ending October 31, 1977 
[Firestone Tire and Rubber Company, 
1977, p. 29]: 





1977 1976 

Income before income taxes and 

minority interests. .......... 215.8 188.6 
Domestic and foreign income 

láXeS. cures eye dna [102.9] [89.9] 
Minority interests in income of 

subsidiary companies........ . [2.7] [2-7] 
Netincome.................. $110.2 $ 96.0 


It is not clear whether the income tax 
attributable to the minority interest in 
consolidated subsidiary companies is 
included in income tax expense or in 
minority interest in income. (Also see 
CPC International [1977]; and: Dow 
Chemical Company [1977].) 

In addition, separate financial state- 
ments which include effective tax rate 
reconciliations for unconsolidated sub- 
sidiaries are seldom provided. Sears 
does provide a separate tax reconciliation 
for Allstate Insurance Company, an 
unconsolidated subsidiary. Allstate's ef- 
fective tax rate for 1977 of 22.8 percent 
[Sears, 1978, p. 36] differs dramatically 
from Sears effective tax rate (excluding 4 
Allstate) of 49.5 percent [Sears, 1978, p. ` 
26]. With the information provided, it is 
possible to calculate a fully consolidated 
tax rate for Sears and Allstate. Many 


м 
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; FIGURE 1 
Diagram of Book/Tax Differences and The Degree of Certainty 


As to Time and Amount That Differences Will Reverse 


Reverse With Time and 


companies with unconsolidated subsidi- 
aries do not provide this type of infor- 
mation (See, for example, Texaco [1977]; 
and Standard Oil Company of Cali- 
fornia [1977].) 


DEFERRED TAXES AND THE INDEFINITE 
REVERSAL CRITERIA 


Accounting for deferred income taxes 
has been, and continues to be, contro- 
versial. Viewpoints vary as to whether 
deferred taxes should be provided at all 
and, if so, on which types of book/tax 
differences, 


Classification of Book/Tax Differences 


As a basis for discussion, consider the 
classification of book/tax differences dia- 
grammed in Figure 1. Four types of 
differences are shown, using the degree 
of .certainty, both as to timing and 
amount, that the differences will reverse. 
In the first group are differences where 
both the timing and amount of the 


reversal are reasonably certain. The use“ 


of different depreciation methods for a 
Specific asset is an example of an item in 


the first group. Once the acquisition cost, ` 


salvage value, depreciable life, and de- 
preciation methods have been selected, 
the pattern of book/tax differences for 
depreciation expense will be set. Only the 
continued use of the asset and passage of 
time are necessary for the reversals to 
occur. Other examples of differences in 
this first, group relate to installment 


sales to specific customers, income recog-. 
nition for specific long-term contracts 


' Reverse With Time and 
Amount Reasonably Certain Amount Highly Predictable 
(1) Q) 








Reverse With Amount But 
Not Timing Reasoncbly 
Predictable ` 
(3) 


Never Reverse 


4 


and interest, depreciation, and rental 
expenses on specific long term leases. 
Accounting Principles Board Opinion 
No. 11 [Accounting Principles Board, 
1967] requires that deferred taxes be 
provided for items in this first group. ^ 


In the second group are items where ` 


the timing and amount of the reversal are 
not known with certainty but are highly 
predictable. The items in this group differ 
from thosein the first in that the measure- 
ment of the revenue or expense giving 
rise to the book/tax difference is the 
result of an estimation process. War- 
ranty expense is an example of an item in 
this second group. For book purposes, a 
warranty provision is made in the period 
of sale for the estimated future cost of 
warranty services. This estimate is based 
on past experience as well as expectations 
about future prices and other factors. 
No effort is made to estimate future | 
warranty cost for a specific customer. 
For tax purposes, warranty costs are 
deducted as actual expenditures are made 
for warranty services. The amount and 
timing of the reversal are predictable but 
not certain. Other items in the group 
include. provisions for pensions and for 
customer allowances (e.g., discounts, 
returns, uncollectible accounts). APB 
Opinion No. 11 also requires that de- 
ferred taxes be provided for items in this 
second group. 

A third group includes items where the 
amount of taxes that would be payable 
upon reversal is reasonably certain but 
the timing of the reversal is highly un- 
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certain. Income of unconsolidated sub- _ 


sidiaries accounted for using the équity 
method for book purposes is an item 
falling in this group. For book purposes, 
the parent recognizes its share of the 
subsidiary’s income as it is earned. For 
tax purposes, income is recognized only 
when a dividend is received. Given the 
parent’s controlling interest, it may be 
possible to postpone dividend payments 
indefinitely. APB Opinion No. 23 indi- 
cates that equity-method income may 
give rise to a timing difference, a perma- 
nent difference, or a combination of the 
two. The book/tax differences are viewed 
as timing differences for which deferred 
taxes must be provided unless “sufficient 
evidence shows that the subsidiary has 
invested or will invest the undistributed 
earnings indefinitely or that the earnings 
will be remitted in a tax-free liquidation" 
[Accounting Principles Board, 1972, 
para. 12]. In the latter case, the difference 
is considered a permanent one. Other 
items that fall in this group relate to 
income of Domestic International Sales 
Corporations (DISC), foreign exchange 
gains and losses, and LIFO inventory 
valuation allowances. The “indefinite 
reversal criteria" of APB Opinion No. 23 
are applied to each of these items to de- 
termine whether deferred taxes must be 
provided. These items are discussed more 


- fully later in this section. 


The fourth group includes book/tax 
differences that will never reverse, re- 
ferred to as permanent differences by 
APB Opinion No. 11. Goodwill amorti- 
zation, required for book but not per- 
mitted for tax, is an example of an item 
in.this group. Deferred tax provisions 
are not required for permanent differ- 
ences. 


~ Deferred Tax Controversy and 


Adequacy of Disclosure . 
The controversy surrounding deferred 
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taxes has concentrated on items in the 
first group, particularly depreciation ex- 
pense. The argument might Бе summar- 
ized as follows: For a particular depreci- 
able asset, the timing and amount of the 
reversal are reasonably certain. If all 
depreciable assets are considered in the 
aggregate, however, the timing and 
amount of the reversal are highly uncer- 
tain. This is because, for a stable or 
growing firm continually replacing or 
acquiring new depreciable assets, tax 
depreciation will always equal or exceed 
book depreciation. The tax deferral 
therefore represents a permanent post- 
ponement. If the firm ever started shrink- 
ing in size (i.e., not replacing depreciable 
assets as they wore out), the differences 
would reverse. Under these circum- 
stances, however, income taxes would not 
be payable because operating losses 
would probably be incurred. Proponents 
of this view argue that deferred taxes 
should not be provided whenever the 
aggregate book/tax difference for a par- 
ticular item (e.g., depreciation, install- 
ment sales) is indefinitely postponed. 
The principal theoretical issue in this 


controversy centers on whether the re- . 


versal determination should be based on 
specific assets and liabilities (e.g., a par- 
ticular machine, lease, Ог customer's 
installment account) or on all similar 
assets and liabilities in the aggregate (e.g., 
depreciable assets, leased assets, install- 
ment accounts receivable). APB Opinion 
No. 11 implicitly requires the "indi- 
vidual" approach by insisting that de- 
ferred taxes be provided. Opponents 
argue that an aggregate approach is more 
meaningful. 

. Issues of this sort can be argued relative 
to their internal consistency with some 
generally accepted theoretical structure. 
No such theoretical structure currently 
exists in accounting. A more fruitful 
approach, particularly in this case, is 
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TABLE 2 
DEFERRED TAX RATE FOR GENERAL MOTORS CORPORATION 
(dollar amounts in thousands) 
1973 1974 1975 1976 1977 

Deferred Tax Expense | 

(Credit). ааа... $(173,670) $259,637 $(74,532) $ 48,600 $(339,300) 
Five Percent of Statutory Tax on i 

Pretax шсошё................ $ 108,314 $ 40,252 $56,911 - $131,294 $ 150,521 


Source: General Motors Corporation, Annual Reports, December 31, 1973-77. 


through disclosure. If adequate infor- 
mation is provided, financial statement 
users can treat book/tax differences in the 
first and second groups either as timing 
or as permanent differences, as they deem 
appropriate. In addition to information 
about asset acquisitions and dispositions 
already provided in the financial state- 
ments, a detailed listing of the com- 


-ponents of the deferred tax provision is 


required. With this information, it is 
possible to assess the likelihood that 
deferred taxes for particular items will 
reverse and affect cash flows. In cases 
where reversal is highly unlikely, the 
deferred tax provision can be adjusted 
accordingly. 

ASR No. 149 requires the disclosure of 
individual timing differences included in 
the deferred tax provision as long as the 
amounts involved exceed specified ma- 
teriality thresholds. These thresholds are 
as follows: 


` [1] Types of timing differences that are indi- 
vidually less than 15 percent of the de- 
ferred tax amount in the income state- 
ment may be combined.. 

[2] If [a] no individual type of difference is 
more than five percent of the amount 
computed by multiplying the income 
before tax by the applicable statutory 
Federal tax rate and [b] the aggregate 
amount of timing differences is less than 
five percent of such computed amount, 
disclosure of each of the separate types 
of timing differences may be omitted. 
(U.S. Securities and Exchange Commis- 


sion, 1973, numerical and letter references 
added]. 


Ambiguity exists as to the application 
of the three rules (1, 2a, and 2b). Should 
the combining of individual types of 
timing differences in rule 1 be done before 
or after rules 2a and 2b are applied? Must 
both rule 2a and rule 2b be satisfied in 
order to omit detailed disclosures of 
timing differences or is only one suff-. 
cient? Some of this ambiguity can be ob- 
served in the financial statements of 
General Motors Corporation, as sum- 
marized in Table 2. Shown there is the 
total deferred tax expense (or credit) for 
the years 1973 to 1977. Also shown is an 
amount equal to five percent of the 
statutory tax on pretax book income. 
In four of the five years, the aggregate 
deferred tax expense exceeds the thresh- 
old in rule 2b. General Motors, however, 
does not disclose amounts for the various 
items comprising the aggregate deferred 
tax provision. Apparently, no individual 
timing difference exceeds 15 percent of 
the deferred tax provision (rule 1) or, 
after rule 1 combinations are made, no 
timing difference exceeds five percent 
of the statutory tax on pretax income 
(rule 2a). Other major corporations, 
such as International Business Machines 
{International Business Machines, 1977, 
p. 26] and American Telephone and 
Telegraph [American Telephone and 
Telegraph, 1977, p. 31] also do not show 
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the detail of their deferred tax provision. 
Yet, it is just in situations like that of 
General Motors when such detailed 
information would be most useful. The 
deferred tax provision has varied dra- 
matically from year to year both in 
amount and direction. Knowing the 
components of the aggregate provision 
would assist in identifying the major 
factors affecting it and helping to predict 
future reversals. 


Indefinite Reversal Criteria 


. AA second problem relating to deferred 
taxes concerns situations where the 
amount, but not the timing, of a reversal 
can be predicted with reasonable ac- 
curacy. Such items are in the third group 
in Figure 1. This category of items was, 
in a sense, created by APB Opinion No. 
23. It specified that deferred taxes need 
not be provided on the income of un- 
consolidated subsidiaries and of DISCs 
if management of the parent has no 
expectations (intention?) of receiving 
a dividend from the subsidiary. Manage- 
ment controls if and when a reversal 
could take. place. Such control pre- 
sumably justifies a different treatment for 
these items than for other timing differ- 
ences (e.g., depreciation). 

Two criticisms can be directed at the 
"jndefinite reversal criteria" of APB 
Opinion No. 23. One criticism relates to 
'the notion that because management 
determines if a reversal will ever take 
place, a treatment different from those 
for other deferred taxes is justified. In 
.much- the same way, management con- 
trols whether the aggregate provision for 
depreciation differences will ever reverse 
(through capital investment decisions), 
whether the aggregate provision for lease 

- differences will ever reverse (through 

` purchase versus lease decisions), and so 
on. There is little fundamental difference 
between management’s ability to control 


The Accounting Review, April 1979: 


timing reversals in these situations.. To 
improve consistency in the measurement 
of deferred taxes, two possibilitles might 


be considered: (1) apply the indefinite . 
. reversal criteria to all timing differences, 


E | : 


including depreciation, lease expenses, . 


and other items, or (2) eliminate the in-. 


definite reversal criteria and require that с: `` 


of unconsolidated subsidiaries. 

A second, but related, criticism con- 
cerns current efforts to extend the indefi- 
nite reversal criteria to other book/tax 
differences. As suggested above, this 
extension may be quite desirable. How- 


: deferred taxes be provided on theincome : 


ever, if the concept of "indefinite re- . 


versal” is not well specified and guidelines 
for applying it are not provided, there 


are likely to be wide variations in the _ 


application of the criteria. Such has 
recently been the case in applying the 
indefinite reversal criteria to foreign 
exchange gains and losses. For book 
purposes, FASB Statement No. 8 
requires firms to recognize both realized 
and unrealized exchange gains and losses. 
For the most part, only realized exchange 
gains and losses are recognized for tax 
purposes. There are differences of opin- 
ion as to whether unrealized exchange 
gains and losses will ever reverse, par- 
ticularly on monetary assets and liabili- 
ties denominated in the home currency 
of a foreign unit. As a consequence, wide 
differences in treatment are observable 
in corporate annual reports. 

United Technologies had an unrealized 
foreign exchange loss for book purposes 
during 1977. No deferred taxes were pro- 
vided for the possible future income tax 
savings that might arise from deducting 
the loss. Instead, the tax reconciliation 
showed an additional $2,899,000 of in- 
come taxes because the loss was not 
deductible for tax purposes (thereby 
increasing the effective tax rate) [United 
Technologies, 1977, p. 27]. American 
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` Brands also reported an exchange loss 


for 1977. It, however, provided de- 
ferred taxes for the unrealized loss on 
long-term debt but did not provide 
deferred taxes on the remaining items 
giving rise to the loss [American Brands, 


1977, p. 33] The author conducted 


a survey of large industrial companies 
which reported tax effects of exchange 
gains and losses for 1977. Of the 36 
companies which reported tax effects. 
12 companies provided deferred taxes 
for unrealized exchange gains and 
losses, 18 companies did not provide 
deferred taxes but treated the tax effects 
of the unrealized gain or loss as a perma- 
nent difference, and six companies treated 
the tax effects of unrealized gains or 
losses as both timing and permanent 
differences (details shown in Appendix 


- A). 


More than a decade has passed since 
deferred tax accounting became required 
by APB Opinion No. 11, and six years 
have passed since details of the deferred 
tax provisions have been required by 
ASR No. 149. Recent evidence on the 
infrequency of reversals [Davidson, Skel- 
ton and Weil, 1977] and the difficulties 
encountered in extending the indefinite 
reversal criteria to DISCs and foreign 


` exchange gains and losses suggest that an 


in-depth reappraisal may be warranted. 


REPORTING INVESTMENT TAX CREDITS Ҹ/ 


The method of accounting for the in- 
vestment tax credit (ITC) can create 
difficulties in determining the amount of 
income taxes currently payable for the 
year. For firms using the flow-through 
method, the amount reported as a reduc- 
tion in current income tax expense is 
equal to the amount realized as a reduc- 
tion in income taxes payable.. Thus, 
"current" income tax expense is also the 
amount payable. Such is generally not 
the case when the deferral method is used. 
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The amount reported as a reduction in 


‘ income tax expense represents amortiza- 


tion of the ITC realized in the current and 
prior years. "Current" income tax ex- 
pense is therefore not necessarily the 
amount payable. It is necessary that the 
"deferral" amounts be converted to a 
"flow-through" basis to determine the 
amount of income taxes payable. The 


. adjustment required to convert to a 


"flow-through" basis requires informa- 
tion on both the credit realized and the 
credit amortized during the year. 

Several reporting formats are used by 
deferral-method firms to report the credit 
realized and amortized. Four such re- 
porting formats are illustrated in this 
section. The objective in each case is to 
determine what, if any, adjustments are 
necessary to "current" income tax ex- 
pense to determine tha amount of income 
taxes currently payable for the year. 

AT&T reports the following informa- 
tion [American Telephone & Telegraph 
Company, 1977, pp. 26, 31]: 


OPERATING TAXES 


1977 1976 

Federal income (À): 

Current. i reor vs 617,042 582,355 

Deferred. ............. 1,560,628 1,387,782 

Investment tax credits— 

nel. ecole aera 820,236 715,944 

State and local income: 

Сутеп. „оао 178,458 139,726 

Deferred. ............. 128,738 107,139 


Note to Financial Statements: 

(3) The effective consolidated federal income tax 
rate was 38.8 percent in 1977 and 40.6 percent in 
1976. This rate is determined by dividing Federal 
income taxes (including non-operating) by the sum 
of Federal income taxes, Net Income and ownership 
interest of others in net income—see note (D). The 
difference of 9.2 percent and 7.4 percent in 1977 and 
1976, respectively, between the effective rate and the 
48 percent federal income tax statutory rate are 
attributable to the following factors: 


1977 1976 
a. Earnings applicable to investments 
in companies accounted for on an 


income {ах....................... 3.2% 1.7% 
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b. Certain taxes and payroli-related 
construction costs capitalized for fi- 
nancial statement purposes, but de- 
ducted for income fàx purposes, net 

of related depreciation adjustments 

for current and prior years......... 3.0% 
c. Interest charged construction which 

is excluded from taxable income, net 

of related depreciation adjustments 

for current and prior years......... 1.0% 
4. Profits on telephone plant items 
purchased from Western Electric, 
which are capitalized for financial 
statement purposes but not for tax 
purposes, and which reduce deprecia- 

tion expense for tax purposes....... (6% (.6%) 
e. Amortization of investment tax 

credits over the life of the plant which 

gave rise to the credits. Such amortiza- 

tion reduced income tax expense for 

the years 1977 and 1976 by about 
$224,756,000 and $150,754,000, re- 

spectively, Saree Кн omi rr erret 3.0% 2.3% 
f. Other miscellaneous differences... (4%) (1%) 


Totali Ze аа 9.2% 74% 


3.0% 


1.1% 




















AT&T reports the net effect of the ITC 
for 1977 ($820,236,000) as an addition to 
income tax expense. Its income tax note 
indicates that ITCs of $224,756,000 were 
amortized during 1977. Was the credit 
realized $595,480,000 (=$820,236,000— 
$224,756,000) or  $1044,992,000 
(=$820,236,000 + $224,756,000)? The 
addition, rather than subtraction, of the 
credit to income tax expense tends to be 
confusing. AT&T’s income tax amounts 
for 1977 might be reconstructed as fol- 
lows: 


Current ($1,045,787,500 — 
—$1,044,992,000).................... $ 795,500 
Deferred): eue sr eset eer ea RV FAS 1,560,628 
Investment Tax Credit—Net 
($1,044,992,000 — $224,756,000)........ 820,236 
Totüli iiis e bete vt $3,176,364 





The credit realized was $1,044,992,000. 
This amount has been subtracted from 
"current" income tax expense and then 
added to "investment tax credit-net." 
The effect of the realized credit on income 
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tax expense is therefore washed out. The 
only item affecting total expense is the 
credit amortized of $224,756,000. For 
firms using this reporting format, "cur- 
rent" income tax expense is also the 
amount payable for the year. 

Du Pont uses a second reporting 
format [du Pont, 1977, p. 34]: 


Note to Financial Statements (amounts in 000,000's) : 





2— Provision for Income Taxes 1977 1976 
Federal 
Currents алауда $346.0 $296.6 
Реѓеггей.................. 50.8 34.8 
Investment tax credit 
amortization. ........ sss. (41.4) (31.7) 
Foreign . 
Current... eese 27.7 21.1 
Реїегтей.................. 6.7 7.5 
State and Local.............. 374 29.5 
$427.20 $357.8 


The current portions of the Federal and foreign tax 
provisions are based on taxable income. Current 
Federal taxes are before deduction of investment tax 
credit. Investment tax credit generated in 1977 was 
$70.6 and in 1976, S95.8. For financial accounting 
purposes, investment tax credit is deferred and the 
cumulative amount amortized over the expected lives 
of the related assets. 


Du Pont reports amortization of the 
investment credit for 1977 of $41,400,000. 
Its income tax note indicates that ITCs 
of $70,600,000 were generated during 
1977. “Current” income tax expense in 
this case has not been reduced by either 
the credit realized or the credit amortized. 
To determine the amount of taxes pay- 
able, current federal, foreign, and state 
and local income expense of $411,100,000 

(= $346,000,000 + $27,700,000 + 
$37,400,000) must be reduced by the 
credit realized of $70,600,000 to obtain 
taxes payable of $340,500,000. 

Teledyne reports the following infor- 
mation about its income taxes [Teledyne, 
1977a, pp. 22, 23]: 

Note to Financial Statements: 

(9) Income Taxes. The provisions for income taxes for 


the years ended December 31, 1977 and 1976 were as 
follows: 
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1977 1976 
Federal........... $133,600,000 $106,500,000 
State coss esses 20,000,000 13,700,000 
Foreign. .......... 6,200,000 2,800,000 


$159,800,000 $123,000,000 ` 


Such provisions consisted of the following: 


1977 1976 
Сштепї........... $154,500,000 $116,200,000 
Deferred. . . ....... 7,200,000 8,400,000 
Investment tax 
credits. ......... (1,900,000) (1,600,000) 





$159,800,000 $123,000,000 


Teledyne reports the following addi- 
tional information in its Form 10K re- 
port to the Securities and Exchange Com- 
mission [Teledyne, 1977b, p. F-16]: 


Deferred income taxes of the consolidated com- 


panies were related to the following: 
1977 1976 
Domestic international 
sales corporation 
income.............. $1,900,000 ^ $5,900,000 
Gain on retirement of 
debt. eres (100,000) (800,000) 


6. Income Taxes ` 
The following is an analysis of income tax expense: 


Provision for Income Тахев......................... 
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Deferred investment tax 
credits. .... Dres. 3,700,000 2,200,000 
Other, net. ............ 1,700,000 1,100,000 





$7,200,000 $8,400,000 





Amortization of the investment credit 
for 1977 is $1,900,000. Teledyne's income 
tax note indicates that deferred income 
tax expense includes $3,700,000 for cred- 
its deferred during the year. This infor- 
mation might be summarized as follows: 


Current ($158,200,000 — $3,700,000). . $154,500,000 


Deferred ($3,500,000 + $3,700,000)... 7,200,000 
Amortization of Investment Tax 
Сте уы cs cations рало (1,900,000) 


Totalo ЕТУ ОГО С ЛУУ $159,800,000 


As with AT&T, current income tax ex- 
pense has already been reduced for the 
ITC realized and thus represents the 
amount payable for 1977. To wash out 
the effect of this reduction on income 
tax expense, the realized credit is added 
to the deferred tax provisions. 

A fourth reporting format is used by 
Union Carbide [Union Carbide, 1977, 
p. 32]: 





























Millions of Dollars 
1977 1976 
Current Deferred Current Deferred 
ess $609 $527 $119.0 $ 60.0 
MR (60.3) 449 (54.0) 43.5 
лу: 1А = 13.2 — 
e 733 (9.1) 48.8 35.9 
$813 $975 $1270 $1394 
rios $178.8 $266.4 


^ 


The consolidated effective income tax rate was 30.1 percent in 1977 and 36.7 percent in 1976. An analysis of the 
difference between the provision for income taxes and the amount computed by applying the statutory federal 
income tax rate of 48 percent to consolidated income before provision for income taxes is as follows: 
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Tax at Statutory Federal Каїе.....................›.. 
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Income Taxes of Subsidiaries Operating in Puerto Rico and 


Outside the United States..... Beira alicia aa БӨУ 
Amortization of U.S. Investment Tax Credit.......... 
Allowable Depletion in Excess of Cost Depletion...... 


U.S. State and Local Taxes Based on Income, 


Net of Federal Income Tax Вепећі................ 
Domestic International Sales Corporation. . .... ...... 
Other; Net: iss veins reru e eos ea Кюн Sa ERR 


The amount shown by Union Carbide 
as "current" income tax expense for 1977 
of $81,300,000 is after reduction for the 
' investment credit realized of $60,300,000. 
The reported amounts might be sum- 
marized as follows: 


ў Current (Before ІТС).............. $141,600,000 
Investment Credit. ....... vereda (60,300,000) 
Current Income Taxes as Reported... — 81,300,000 


Deferred [($60,300,000 — $15,400,000) 


+$52,600,000].................. 97,500,000 


$178,800,000 


Taxes payable in this case is equal to 
current income tax expense of 
$81,300,000. Since the credit realized 
should not enter into the calculation of 
income tax expense under the deferral 
method, the $60,300,000 is added to the 
deferred tax provision. This addition has 
the effect of washing out the realized 
credit. The credit amortized is then shown 
as a reduction in deferred income tax 
expense. 

As is evident, "current" income tax 
expense is not necessarily synonymous 
with income taxes currently payable. The 
various reporting formats make it diffi- 








1977 1976 
Percent of . Percent of 

Millions Pretax Millions Pretax 

of Dollars Income of Dollars Income 

ТОРЕ $285.4 48.0. $348.7 48.0 
sais es (74.1) (12.5) (65.0) (9.0) 
fase (15.4) (2.6) (10.5) (1.4) 
nae (13.7) (2.3) (9.7) (1.3) 
РА 3.9 0.7 68 ' 09 
avi sharers (5.5) (0.9) (4.6) (0.6) 
Sheet (1.8) (0.3) 0.7 0.1 
$178.8 30.1 $266.4 36.7 


cult for the financia] statement user to 
determine the payable without significant 
understanding of accounting mechanics. 
Given the emphasis placed on measuring 
and predicting cash flows, it is proposed 
that the SEC explicitly define "current" 
income tax expense as taxes currently 
payable on income for the year. This will 
require, in effect, that the flow-through 
method be used in calculating current 
income tax expense. 

A firm desiring to use the deferral 
method to calculate total income tax ex- 
pense would then make appropriate con- 
versions through either the deferred tax 
or deferred investment credit account. 


SUMMARY 


The significance of the income tax 
measurement and disclosure issues dis- 
cussed in this article is easily observable 
when one attempt to compare effective 
tax data currently presented by firms in 
annual reports. Differences in the mea- 
surement rules followed and disclosure 
formats used make intra-firm and inter- 
firm comparisons difficult. The pro- 
posals for change should significantly 
lessen these difficulties and add to the 
usefulness of published income tax data. 
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APPENDIX A Bristol Myers X 
METHOD OF REPORTING TAX EFFECTS OF UNREALIZED эшона x 
FOREIGN EXCHANGE GAIN OR LOSS FOR 1977 BY 36 org Warner \ 
INDUSTRIAL COMPANIES Kaiser Aluminum x 
Eaton X 
Merck X 
Permanent St. Regis Paper X 
Permanent Timing and Timing Allis Chalmers X 
Company Difference Diference Difference Gilette X 
MÀ Avon Products X 
Gulf Oil X Control Data X 
Phillips Petroleum X Stucebaker-Worthington X 
International Harvester X Carrier X 
Rockwell International X AMF X 
R. J. Reynolds X Crane x 
W. К. Grace Foster Wheeler X 
International Paper. X С.А.Е. X 
Litton Cummins Engine X 
John Deere X U.S. Gypsum X 
American Brands X Sunbeam X 
Textron X — — 
United Technologies — X 18 12 6 
Warner Lambert X = = = 
Uniroyal X OCCORRE бы шш лы Ыз 
Crown Zellerbach X Source: 1977 Annual Reports of Individual Companies. 
Singer X 
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Memorial 


LAWRENCE LEE VANCE 
1911-1978 


The accounting profession lost a great man on June 4, 1978. Lawrence Lee 
Vance, better known to his friends as Larry, passed away suddenly on that 
Sunday evening in June. He will be deeply missed by his colleagues, students, 
and the entire community at the University of California, Berkeley, which has 
been his academic home since 1941. His contributions to the accounting litera- 
ture will provide an example of creativity, scholarship, and thoroughness for 
future generations of accountants. 

Larry Vance was born in St. Louis, Missouri, to Archie C. and Myrtle Lee 
Vance on January 16, 1911. His father was an accountant working first in public 
accounting and in his later years in corporate accounting. Both sets of grand- 
parents lived on farms, and Larry, in his early years, spent considerable vacation 
time with them. In high school, he won his letter as a leading member of the 
debating team, and he was an excellent student as well, being graduated from 
Webster Groves High School in Webster Groves, Missouri, in June of 1928 at 
the age of 17. He began his college career at Northwestern University in the Fall 
of 1928, but after his freshman year he elected to transfer to the University of 
Minnesota, where he obtained his bachelor's degree in Business in 1932. As a 
senior he received the Delta Sigma Pi scholarship for achieving the highest 
scholastic average in his graduating class, and he was also elected to Phi Beta 
Kappa. He remained at Minnesota, obtaining his Master of Arts degree in 
Corporate Finance. His master's paper was on the subject of convertible bonds 
and this paper was published in Barron's Financial Weekly. 

During his first year at Minnesota, Larry met a young lady, Mary McLaury 
Gardner, and the relationship blossomed into a romance which continued 
throughout his college years. With a firm resolve to get married, the young 
graduate braved the somewhat dismal job market, and he obtained a job as a 
junior accountant with Peat, Marwick, Mitchell & Co. in June of 1933 at the 
then very good salary of $1,800 per year. Larry and Mary were married on Sep- 
tember 29, 1934, Their son, Lawrence Lee Vance, Jr., was born in 1935 and their 
daughter, Virginia McLaury Vance, three years later. 


During the time that he was in public accounting, Larry began teaching at 


the Minneapolis YMCA, gaining valuable teaching experience, and it soon 
became obvious that teaching was his first love. After passing the CPA examina- 
tion in-1938, Larry accepted a lectureship at the University of Kansas, and, 
having been offered. a similar position at the University of California, Berkeley, 
two years later, he moved his family to California. He did return to Minnesota 
for a short period of time immediately after the war to complete work on his 
‹ Ph D. in Economics, which was granted by the University in 1947. 
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Memorial 


Larry made significant contributions to the accounting profession. The 
greatest of these stemmed from the work that he started at the University of 
Minnesota as a doctoral student in the late 1940s. He was one of the first to 
apply statistical sampling theory to auditing procedures, and he was the first 
person to write a large scale treatise on the subject. The work that was begun in 
Minnesota culminated in a book entitled Scientific Method for Auditing, which 
was published by the University of California Press in 1950. The contribution 
which this book made to the theory and practice of auditing is best stated by 
Professor Vance in the preface: i 


Almost all auditing work, particularly in the United States, is done on a sampling basis, but 
no one has bridged the gap between the sister professions of public accounting and statistics 
to enable auditors to use rigorous statistical reasoning, although the two professions had a 
parallel development. The present work attempts to serve this need as far as fundamental, 
readily available statistical concepts are concerned. 


The author has accomplished his purpose. Since 1950, the auditing profession 
has seen an increasingly important role being played by statistics. Since all 
auditing is primarily based on sampling, there was a great need, as Larry Vance 
so succinctly pointed out, for a more rigorous approach to sampling. Prior to 
1950 all sampling was done on a judgmental basis, the only guides being experi- 
ence, training, and a qualitative assessment of the system of internal accounting 
controls of the company being audited. But the nagging question of what is and 
what is not acceptable had no quantitative guidelines. 

As Larry points out in Scientific Method for Auditing, a standard is a measuring 
device. But a major deterrent to the acceptance of standards has been the lack 
of quantitative "benchmarks." And he further points out that the mathematical 
reasoning available to the profession in statistical inference removes this 
stumbling block. Two types of applications were suggested where statistics 
might be applied. The first is "estimation sampling." The major thrust of this 
application is to estimate the characteristics of a population from a sample. This 
approach has been used mainly by accountants as distinct from the auditing 
profession. 

The other use of statistics more directly relates to auditing and is called 
"acceptance sampling." There are several variants of this technique which have 
been developed, including sequential sampling, stop-and-go sampling, and dis- 
covery sampling. But all of these techniques basically go back to the theory 
behind the notion of "acceptance sampling." The difference between “‘estima- _ 
tion sampling" and "acceptance sampling" is quite fundamental. In the use of 
the estimation technique, the notion of statistical inference is paramount, using 
inductive methodology. On the other hand, the decision to accept or reject a 
population requires a predetermined level of precision and reliability which 
would be acceptable to an auditor. The latter technique, together with its 
corollaries, stop-and-go, sequential, and discovery sampling, require an “‘up- 
front" judgment that in the 1950s was difficult to sell to the profession. The idea 
that an auditor had even a probability.of being wrong was anathema to the pro- 
fession. And almost worse was the specification of precision which implied that 
the auditor was not precise but relied on-a range of probabilities rather than a 
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point estimate. The instinctive reaction of the profession was to cling to the 
time-honored approach, judgmental sampling. In other words, thé auditor did 
not want to know how wrong he might be in any given situation. 

In a contemporary review of the book (THE ACCOUNTING REVIEW, April 1951), 
John Neter said: 


His book is important because it introduces to the auditing profession certain techniques 
developed by another profession, pointing out their possible usefulness, analyzing some of 
the problems likely to be encountered and, in general, facilitating the process of transfer u 
knowledge. 


And in another review in the same journal, a practitioner, Carl Dechow, Jr., 
wrote, 


In the opinion of the reviewer, the fact that each auditor may set his own standards in using 


statistical sampling methods should be emphasized and the autho:’s specific suggestions, 


which are presented as tentative, should not be allowed to obscure this essential freedom. 

In conclusion it is felt that the use of statistical sampling methods is a practical approach to the 

testing of accounts and will nct only save the auditor time but will improve the quality of 

his audit. 

This rather archaic notion that accountants could not set "benchmarks" 
gradually has been changing since Larry's pioneering effort in 1950. He never 
gave up the crusade for statistical sampling in auditing. In 1956, he joined forces 
with John Neter, at that time an Associate Professor of Statistics at the Univer- 
sity of Minnesota, and wrote a second book, Statistical Sampling for Auditors 
and Accountants. Larry recognized the broader aspects of statistics in this book. 
After a rather brief introduction, Part II is captioned "Statistical Decision 
. Making” and is primarily a discussion of the “Acceptance Sampling" approach, 
drawing largely on the statistical literature dealing with sampling techniques, 
together with illustrations from quality control theory. Part III of the book 
deals with the potential applications of "Estimation Sampling" in accounting 
and auditing, and Part IV seems to represent a somewhat wistful endeavor to 
show how an auditing firm might use these techniques. Very little evidence is 
presented in this last part which indicates that these techniques were actually 
used in practice. In 1956, Larry was unable to find a sufficient number of appli- 
cations of statistics in accounting or auditing to use as illustrative cases of his 
methodology. But this was to change quite rapidly. 

In the later part of the 1950s, there was a burgeoning of interest in the appli- 
cation of mathematics and statistics to business problems, and Operations 
Research came into its own. This development provided a fertile climate for the 
acceptance of the principles espoused by Larry in Scientific Method for Auditing 
and his later work, Statistical Sampling for Auditors and Accountants. Worldwide 
acceptance of these techniques was reflected in an article entitled “A Review of 
Developments in Statistical Sampling for Accountants," which appeared in the 
January 1960 issue of Тнв ACCOUNTING Review. The tenor of Larry Vance's 
article indicates that “Estimation Sampling" appears to have received greater 
acceptance in the accounting field than "Acceptance Sampling." For example, 
in the portion of the article dealing with the current status cf statistical methods 
in accounting and auditing, he writes: 
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First, as to accounting. Here the progress is much greater than in auditing. Prominent com- 
panies have taken advantage of the method to reduce clerical and similar time [sic]. The idea 
that accounting information does not have to be 100 percent accurate, and, in fact, seldom 
is anyway, has gained widespread recognition.” 


And in the same section of the article: 


As to auditing, there has been substantial experimentation but very few firm conclusions. The 
committee on statistical sampling of the American Institute of Certified Public Accountants 
has been active, and various of its members have conducted experiments in their own practices. 
Up to the time of this writing it has not been willing to express any recommendations or 
conclusions, but it should be able to do so soon. Auditors have so far been unwilling for the 
most part to use regular acceptance sampling in their work because it sets up a yes or no 
decision that they dislike.” ` 


But the next decade was to witness a revolution in auditing techniques, both - 
in the use of statistics and in the use of the computer. These techniques tended to 
complement each other as, for example, in the pioneering work with Auditape 
by Haskins & Sells (now Deloitte Haskins & Sells). They incorporated statistical 
techniques into their computer programs, and, at that time, Larry Vance served 
as one of their consultants. The incorporation of Section 320B, Appendix B on 
“Precision and Reliability for Statistical Sampling in Auditing" into the Codifi- 
cation of Auditing Standards and Procedures which was issued by the AICPA in 
1973 provided the final proof that statistical sampling had finally arrived for the 
auditing profession. 

Larry Vance had many other areas of interest, as evidenced by his other books 
and articles. He wrote a book, Theory and Technique of Cost Accounting, in 1952, 
and he also wrote an introductory financial accounting text, Accounting Princi- 
ples and Control in 1952, which was revised with Russell A. Taussig as co-author 
in 1966. The third edition of this introductory text appeared in 1972. In the 
auditing area, he co-authored a book entitled Principles of Auditing with Wayne 
S. Boutell in 1975. In addition, Larry was a principal draftsman of A Statement | 
of Basic Accounting Theory in 1966, the first lecturer in the annual Distinguished 
Accounting Lecture series at Stanford University in 1970, and the author of some 
25 articles and monographs. 

: In addition to his diverse research interests, he was a leader in many ways, 
both at the University of California and in the profession of accounting, having 
served as Associate Dean of the Graduate School, Chairman of the Accounting 
Area, Associate Dean of Academic Affairs, and as chairman and member of 
many University-wide committees. He was the Editor of THE ACCOUNTING 
RzviEW from 1962 to 1964 and President of the American Accounting Associ- 
ation in 1966-1967. He was named the 1977 Distinguished Professor by the 
California Society of CPAs, and he received The Berkeley Citation in 1978, the. 
highest honor that the University of California can bestow. 

He was generous with his time, installing accounting systems and consulting 
without compensation for religious organizations and university groups. He 
was an avid orchid grower and maintained an extensive greenhouse at his lovely 
home atop the hills in nearby Lafayette, California. He was active at both local 
and national levels of the American Orchid Society, and was president of the 
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Society for two years. He was a devoted father, an affectionate grandfather, 
and a loving husband. 

His colleagues remember him as a “do-er,” responsible, dependable, steady, 4. 
competent, and straightforward. We can all be grateful for the legacy that has 2 4 
added so much to the combined store of knowledge of all mankind. In Larry 
Vance, we have a model that we can all seek to emulate in our journey through 
life. 


Wayne S. Boutell 
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STANLEY CHARLES ABRAHAM, The Public 
Accounting ^ Profession ^ (Lexington, 
Mass.: D. C. Heath and Company, 1978, 
pp. XX, 294, $18.00). 


This book vividly portrays the largely un- 
successful efforts of the public accounting 
profession to cope with "our age of discon- 
tinuity." It describes a profession whose con- 
ceptual bases, traditions, and techniques are in 
disarray, and whose organizational structure is 
far too cumbersome and weak to cope with the 
constantly changing demands being placed on 
it by an uncertainly defined "public." It does not 
diminish the importance of the book to suggest 
that these same statements can be, and regularly 
are, made about medicine, law, education, the 
church, and, not the least, business—that social 
institution to which public accounting is so 
ambiguously tied. 

The book is based on two surveys among 
knowledgeable and informed persons inside and 
outside public accounting. The first survey, con- 
ducted in 1975, focused on identifying the 
problems of the profession. A follow-up survey 
(among a partially different set of respondents) 
attempted to elicit some notion of the relative 
importance of the previously identified prob- 
lems, and some indication of bow and when these 
might be solved—if at all. 

The surveys were indeed successful in identi- 
fying problems: Part I classifies them in 13 
separate chapters and these could not un- 
reasonably have been 26 or 39. Towards the end 
of the book Abraham identifies (fairly, I think) 
four major problem areas as, "(1) inadequate 


GAAP and the lack of both a consensus and an: 


underlying framework for GAAP; (2) deficient 
technical standards, ethics and work per- 
formance; (3) the auditor's lack of independence 


from his client, and (4) uncertainty within the 
profession about its role in society . . . .” I would 
add as a fifth problem—implicit in all of Abra- 
ham's discussion af the four—the seemingly 
insurmountable barrier to resolution of these 
problems created by the organization of the 
profession. (Perhaps one should ask if there is 
a profession or an organization.) 

Neither the respondents nor Abraham, in his 
own commentary, give one much cause for 
optimism about an early resolution of these 
problems. The rapid. spread of audit committees 
is seen as a step towards establishing a degree of 
independence for the auditor, but in most other 
areas, resolution seems to depend on further 
studies. For me, the question is what will be 
studied. In my own business of higher education, 
I believe that our purposes and our goals are 
ultimately set—however imperfectly—by the 
society in which we function. So is it with public 
accounting. The latter cannot, on its own, decide 
to whom and for what it should account. That 
must ultimately be determined by society, but 
Society cannot do that until it first decides what 
activities and wha: responsibilities it intends 


business and other accountable institutions to _ 


have. Then, and only then, can public account- 
ing completely escape from its muddle. — 
While a great deal of the substance of this 
book is probably not new to anyone who has 
been more than casually associated with the 
travails of public accounting in recent years, it 
is an important summary of and commentary on 
the current state of the profession. It should be 
read—especially its second half. The first part, 
which is primarily a presentation of survey 
results, is, according to the author, structured 
with “some cost in readability.” For this reader, 
that is something of an understatement: It is 
often difficult to know whether one is reading 
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the author’s or respondents’ words. The “repeti- 
tions, vagueness and contradictions” about 
which the author warns are prevalent, and, 
ultimately, tedious. Fortunately, in Part П, 
Abraham sheds the shackles of reporting on sur- 
vey data and summarizes, analyzes, and com- 
ments on the issues in concise, straightforward 
prose. Part I can perhaps be left to dissertation 
committees and (along with appendices) to those 
interested in survey techniques. Part II should be 
read by any reader of this journal. 

Dwicur R. Lapp 

Professor 
University of New Hampshire 


DonaLp L. ANDERSON and DonaLp L. 
Raun, Editors, Information Analysis in 
Management Accounting (New York: 
John Wiley & Sons, 1978, pp. 1, 706, 
$16.95 paper text). 


This book of readings i is different from others 
in the sense that it mixes articles in each part 
with problems selected mainly from the CPA 
and CMA exams. The editors have attempted to 
enrich student understanding by incorporating 
computer applications in solving the problems. 
At the beginning of each part, they review briefly 
the main concepts of each topic and the contri- 
bution of each article. The selected articles vary 
from introductory to advanced ones concerned 
with behavioral, quantitative, and computer 
applications directed at solving managerial ac- 
counting topics in planning and control. 

This book is suitable for advanced managerial 
Cost accounting courses at the undergraduate 
level and as a supplement to a cost accounting 
course at the graduate level. The editors advo- 
cate that this text can be used for students who 
had not necessarily completed courses in 
statistics, quantitative analysis, and/or compu- 
ters. If this happens, students will not get the 
most use out of the book. Students should 
complete their required quantitative analysis 
courses before taking the course for which this 
text will be adopted. 

The book is divided into five parts. Each part 
is a composite of different topics. Accordingly, 
the instructor may find it more convenient to 
rearrange the articles to suit his own preference. 
Some articles will take more class time than 
others, and the instructor, then, has to balance 
the required readings as to the demand for time 
and level of quantitative analysis. 

Part I discusses project profit planning, afd 
Part II covers period profit planning. These two 
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parts include articles covering a wide range of 
topics from contribution margin analysis, make 
or buy, lease evaluation, and cost volume profit 
analysis. to financial modeling, probabilistic 
budgeting, and cash budgeting. It also includes 
two behavioral articles. Part III covers the 
typical capital budgeting problems, and Part IV 
discusses forecasting and cost estimation. Multi- 
ple regression analysis is discussed with com- 
puter print-outs to emphasize interpretation of 
the data and its use in decision making. The 
quantitative level in this part is higher than that 
required in the previous three parts. 

Part. V covers performance evaluation and 
control. The articles discuss divisional per- 
formance, when to investigate à variance, and 
behavioral consequences of the control system. 

Part VI discusses additional applications of 
quantitative techniques such as linear program- 
ming, inventory control, PERT/cost resource 
allocation, matrix applications, and differen- 
tial calculus. This part will require more class 
time to get students to understand this material 
fully. Computer print-outs have been introduced 
as a means of solving LP problems so that the 


~ instructor can stress the interpretation of the 


data and its usefulness for decision making. 
While the editors combined all of these quantita- 
tive techniques in one part, they should be 
covered às different models to aid in solving 
different problems in designing planning and 
control systems. The integration of the readings 
in tbis part with the previous planning and con- 
trol parts, will enhance student appreciation of 
the usefulness of these topics. 

Appendix A covers decision theory, and 
Appendix B includes selected probléms arranged 
to go with the reading of each part. The availa- 
bility of problems to support the readings of each 
part is very useful. Unfortunately, the solution 
of most of these problems is not included in 
either the text or in an instructor's manual. 

Some instructors may prefer articles with ad- 
vanced quantitative techniques, while others 
may prefer the opposite. This book attempts to- 
please both preferences. Whether the mix of 
readings is the right one for a given course has to 
be judged by the instructor. However, it has a 
broad range of articles so that it could very well 
satisfy each need. 

MOHAMED ONSI 
Professor of Accounting 
Syracuse University 


JOHN ARNOLD and MOHAMED EL-AZMA, А 
Study of the Relative Usefulness of Six 
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Accounting Measures of Income (The 
Institute of Chartered Accountants in 
‚ England and Wales, Research Committee 
. Occasional Paper No. 13, 1978, pp. 96, 
£2.50; P.O. Box 433, Chartered Accoun- 
tants’ Hall, Moorgate Place, London, 
EC2P 2BJ U.K.). 


The confrontation between the SEC and the 
FASB over standard setting is now out in the 
open. The SEC has announced an effort to 
develop “Reserve Recognition Accounting,” a 
partial form of current value accounting, to 
replace “traditional methods” of reporting by 
oil and gas producing companies, possibly by 
1981. In the September 14, 1978 Status Report of 
the FASB, Chairman Kirk describes the FASB’s 
probable intent to defend their position in 
Statement No. 19. This throws a vivid spotlight 
on efforts to find theoretical and empirical 
justification for choices of measures of income. 
The Study by Arnold and El-Azma is an inr 
portant contribution to such efforts. 

The authors start by crediting the Sandilands 

: Report (1975) of the Inflation Accounting Com- 
mitted (U.K.) and EDJ8, Current Cost Account- 
ing (1976), of the Accounting Standards Com- 
: mittee (U.K.) for creating a "watershed in the 

` development of accounting practice in the U.K.” 

These recommendations were "based almost 
entirely on a priori arguments." The authors, 
and others, felt the need to gather móre evidence 
about the alternatives. The Study describes the 


need, and one method (simulation) of gathering. 


the sort of evidence that is needed, and reports 
some results of its implementation. ~~ 

‘ Arnold and El-Azma classify approaches to 
choice of accounting method as either: efficient 
capital market approach, or user-oriented 
approaches. A major feature of the study is the 
extensive footnote referencing here and else- 
where. The authors discuss reasons for their 
choice of a user-decision-oriented approach. 
Their intent was to test the predictive value of 
alternative accounting methods. 

The authors decided to use economic 
measures of income and value as “ideals” against 
which accounting measures may be evaluated. 
Their discussion of the usefulness of economic 
measures of income and value as benchmarks 
runs for 18 pages, almost half of which are foot- 
note references to authors who have argued for 


and against this approach. They conclude that - 
‘the economic measures would be most likely to . 


help predict the expected value of a company’s 
distributable cash flows, and their relative un- 
certainty when compared with the flows ex- 
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pected from a market portfolio of investments. 
They also believe that it would enable share- 
holders to explain differences between estimated 
and actual dividend payments, and changes in 
expectations. 

The authors provide 12 pages “of detailed 
formulae and descriptions of the relationships 
assumed in the model. With it, six accounting 
income measures were examined: historical cost 
with two adjustments, current operating, money, 
business, and real business. These are carefully 
defined and related in tables. The simulation was 
an experiment to test five main hypotheses. To 
aid in comparing the numbers produced by ac- 
counting and economic measures of income, the 
authors used the coefficient of determination 
and the mean absolute relative error. 

The results are presented in detail, and are 
difficult to summarize, since the authors attempt 
to rank the results, which vary with the hypo- 


theses. (In general, the hypotheses are rejected.) - 


They state: Within the limitations of the analysis 
used, accounting income measure based on cur- 
rent cost and with no explicit capital main- 
tenance adjustment generally enjoys the highest 
degree of association with both money and real 
income. In most circumstances, 
(above) money measure also provides the closest 
approximation to money economic income. The 
closest approximation to real economic income 
is generally provided by the accounting income 
measure based on current cost and with a capital 
maintenance adjustment based on changes in a 
general price index. In the large majority of the 
cases, the differences between the performance 
of alternative accounting methods is statistically 
significant. None of the accounting methods 
tested either enjoys a consistently high degree of 
association with economic income or provides a 
consistently close approximation to it. 

The authors recognize the limitations, self- 
imposed, due to the lack of any explicit account 
of the impact of-uncertainty and expectations 
changing through time. They are perhaps unduly 
hopeful that managements would publish the 


expectations in a form that would enable owners 
to identify. later changes in expectations. For 
this reasén, their methods might have more 


immediate possibility of use within large enter- 
prises. Executive committees can compel mana- 
gers to furnish these estimates, which can be 
used for the analyses that the authors have 
developed. In our present type of large-scale, 
international corporations managed at the top 
from'a financial return point of view, the poten- 
tial is intriguing. See, for example, H. Armour 
and D. Teece, "Organizational Structure and 


the same’ 


Book Reviews 


Economic Performance: A Test of the Multi- 
divisional Hypothesis,” Bell Journal of Бер 
mics, Spring, 1978, р. 106. 


Given the conflict between the SEC iud the * 


FASB, it appears safe to predict that, at long 
last, accounting practitioners are going to listen 
to accounting researchers as they investigate 
evidence to support alternative accounting 
principles and procedures. 

PAUL KIRCHER 

Professor 
University of California, Los Angeles 


C. CLIFFORD ATTKISSON, WILLIAM A. 
HARGREAVES, Manni J. HoRowrrz and 
JAMES E. SORENSEN, Editors, Evaluation 


of Human Service Programs (New York: 
Academic Press, Inc., 1978, pp. XV, 492, 
$24.50). 


This book consists ot 17 articles dealing with 
the evaluation of human:service programs. 
Human service programs 


are defined as those public and private programs, 
profit and non-profit, specifically designed and 
formally organized to alleviate individual or family 
problems, or to fulfill human needs in the areas of 
personal growth and development (p. 27). 


Such programs may be national or local and 
they may be highly specialized or comprehen- 
sive. Examples of such programs include social 
welfare, mental health, drug, day care, and 
adoption programs. 

The articles are organized into the following 
five sections: 


(1) Introduction to the Field—124 pages. ' 

(2) Integrated Management Information Sys- 
tems—87 pages 

(3) Assessment of Community Service Needs 

` —B8 pages. 

(4) Measurement and Evaluation of Program 
Effectiveness—162 pages. 

(5) Retrospect and Prospect—24 pages. 


The sections are designed to be read sequen- 
tially. Of the 17 articles, nine were written by 
one or more of the editors. This, no doubt, 
accounts for the fact that later articles reinforce 
major themes developed in earlier articles, Still, 
the sections are self-contained to the point where 
they could be used separately as supplemental 
material in a seminar setting. . 

One of the book’s strong features is its blend 
of theory and methodology with practical 
example. For instance, in the first section, 
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Article 3 discusses program evaluation in the 
context of classical organization theory and open 
systems theory. In Section IV, Article 11 dis- 
cusses various experimental design issues (e.g., 
power of tests and sample size, randomization 
of subjects, use of analysis of covariance) which 
must be considered in studies designed to assess 
program outcomes. Although none of the 
theoretical and methodological issues are dis- 
cussed in great detail, most graduate students 
who are familiar with such topics will find this 
to be a welcome integration of their other 
course work. Undergraduates will find these 
topics thought-provoking and should be able to 
follow all or almost all of the material. Extensive 
references are provided for those students ‘or 
instructors who would prefer to cover these 
topics in more detail. 

Although the references are extensive, any 
future editions of the book should include a 
discussion of two.additional areas: (1) the litera- 
ture dealing with organizational effectiveness 
and (2) the literature dealing with the evaluation 
of individual performance. Examples of such 
literature are: 


Ghorpade, J., ed., Assessment of Organiza- 
tional Effectiveness: Issues, Analysis, 
Readings, (Goodyear Publishing Co., 
1971). 

Cummings, L. L. and D. P. Schwab, Per- 
formance in Organizations: Determinants 
and-Appraisal, (Scott, Foresman and Co., 
1973).. 


The evaluation of human service programs is 
related to the evaluation of organizational and - 
individual performance and these relationships 
should be made explicit. 

Numerous practical examples are provided 
throughout the book. The Orange County De- 
partment of Mental Health’s management in- 
formation system is used to illustrate concepts 
developed in Section 2. A detailed example of a 
survey approach to need assessment is provided 
in Section 3. The numerous examples should be 
especially important to the career-oriented 
students who are likely to study program evalua- 
tion. Also, practitioners involved in program 
evaluation will find that the examples make this 
a useful reference book. 

Unfortunately, the benefit derived by the 
liberal use of examples is mitigated by the fact 
that a large percentage of the examples deal 
with mental health programs at a local level. Any 
future editions of this book would benefit from 


. more examples taken from other local and 


national programs. 
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In general, this book is well-written, well- 
‚ organized, and comprehensive. It will be a useful 
text in undergraduate classes or graduate 
seminars dealing with human service program 
evaluation. Such courses are typically found in 
public administration or health services pro- 
grams. Its usefulness in accounting courses is 
apt to be more limited. Several of the articles 
would be valuable supplemental material in non- 
profit accounting courses. Traditional account- 
ing texts in this area typically spend too little 
time on evaluation and control. Also, those 
accounting professors who teach accounting- 
based courses in public administration or the 
health sciences will find the book as a whole 
personally informative and may find the material 
on management information systems a worth- 
while addition to their courses. 
JAMES JIAMBALVO 
Assistant Professor of Accounting 
University of Washington 


AUDIT GROUP AT THE UNIVERSITY OF 
ILLINOIS, Symposium on Auditing 
Research IT (Urbana-Champaign: The 
Board of Trustees of the University of 
Illinois and Department of Accounting, 
1977, pp. 244). 


: This book contains the papers and discussion 

‚с. gomments of the second Symposium on Auditing 
‚ Research co-sponsored by the University of 

"Illinois and Price Waterhouse & Co. on Novem- 
ber 11 and 12, 1976. This is another example of 
the building interest in a cooperative attempt 
between academicians and practitioners to solve 
some complex auditing problems. About one- 
third of the participants were practitioners who 
also contributed some of the papers and discus- 
sants’ comments. The book contains five papers 
representing research into auditing problems and 
two papers about the topic of research, plus 
extensive discussant comments. Since interest in 
such a series of papers is generally limited to the 
content of the individual papers, each will be 
briefly reviewed. 

Robert S. Kaplan discusses academic research 
in general and then considers matters relating to 
what. he refers to as development. This latter 
variable may use research or may just require 
subjective decisions; it is the primary area of 
interest to practitioners. He believes that practi- 
tioners are perhaps developing a “man on the 


moon complex,” where, if you expend sufficient _ 
money on “auditing research,” surely you will ` 


ameliorate many of the current auditing prob- 
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lems. Since he does not believe that the scienti- 
fic method can be applied to many ‘of the extant 
auditing problems, he doubts that the."man on 
the moon complex" will work and that the practi- 
tioners ultimately may become disappointed with 
the results. He does suggest several general areas 
for research, and he concludes with “uplifting” 
recommendations for closing the gap between 
the two groups. 

Edward J. Lusk proposes a sophisticated statis- 
tical approach to new-client evaluation by 
quantifying some of the variables normally 
utilized in the somewhat subjective client evalua- 
tion process. Lusk’s was probably a preliminary 
paper, and it was the most severely criticized of 
the conference. Harold H. Hensold, of Arthur 
Young, noted that the author failed to render the 
model comprehensible, while both he and 
Dan M. Guy criticized the omission of recent 
publications such as the AICPA’s quality control 
program and the fact that Lusk did not include in 
his model the perceived importance of staff 
competencies. The reason this latter variable was 
excluded is because the interviewees apparently 
did not mention it as being important. Hensold’s 
comments include an extensive and interesting 
assessment of variables that he (or his firm) per- 
ceives as important in evaluating both new and 
existing clients. 

William Steve Albrecht and James С. 
McKeown discuss statistical analysis reviews, a 
complex area which has long been under- 
emphasized by both researchers and. practi- 
tioners. The potential usefulness of this approach 
makes it difficult to understand why it has been 
so neglected in light of the increasingly sophisti- 
cated statistical analyses that are available. One 
problem has been the lack of available data. This 
was partially remedied by Haskins & Sells which 
made several cases available to the researchers. 
The paper basically compares the results of 
stepwise regression with two time series proce- 
dures, and was very professionally critiqued by 
William R. Kinney, Jr. Work in this important 
area is continuing. 

“Material in Auditing (Some of the Issues)” is 
comprehensively investigated (45 pages) by 
Donald A. Leslie, of. Clarkson, Gordon & Co. 
This detailed review focuses on the effect of 
materiality on auditing decisions, and it, along 
with the FASB’s materiality discussion memoran- 
dum, makes one wonder how auditors can even 
perform an audit. Likewise, such reports leave 
one little reason to question why the profession 
has experienced some difficulty in resolving the 
materiality issue from both accounting and audit- 
ing points of view. The paper is partly in response 
to the “group of seven’s” letter sent to the FASB 
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which focused on some of the critical audit issues 
as related to materiality. Leslie’s paper, along 
with the comments of both Robert K. Elliott (one 
of the group) and William L. Felix, Jr., all pro- 
vide a wealth of potentially useful research areas, 
even if one might not concur with all of the state- 
ments made, 

The behavioral literature was reviewed by 
Michael Gibbins in his paper entitled "A Be- 
havioral Approach to Auditing Research." This 
extensive but not encyclopedic review of 72 
research studies is segregated into four main 
sections: (1) the external auditor, (2) the investi- 
gative process, (3) internal and managerial 
auditing, and (4) extensions of the audit function. 
The paper reflects significant insight into the 
behavioral aspects of auditing and provides 
numerous suggestions for further research by 
both pointing out deficiencies in completed 
studies and areas where research is entirely 
lacking. 

Neil C. Churchill and William W. Cooper (and 
three other non-participant coauthors), pre- 
sented "Developments in 'Comprehensive Audit- 
ing' and Suggestions for Research." This paper 
discusses an audit much broader in objective 
than a financial audit and uses the GAO's activi- 
ties as a basic model. The work is preliminary, 
with many of the suggested avenues for further 
work not really representing "research," accord- 
ing to Kaplan's dichotomy. The concluding 
paper by William E. Perry of the Institute of 
Internal Auditors briefly reviews the changing 
environment of internal auditing and the recent 
research and developmental activities of the 
Institute. 

To summarize, anyone interested in auditing 
research in general, or in the specific topics 
discussed during the symposium, should definite- 
ly obtain a copy of this book. Ás with most such 
conferences, some may be disappointed with the 
lack of breadth of subjects covered. (One paper 
by Douglas Carmichael on the work of the Com- 
mission on Auditors' Responsibilities was omit- 
ted because the results were published elsewhere 
after the conference.) While most of the papers 
were probably not “true” research, they did pro- 
vide many insights into researchable problems, 
and most of the discussants displayed substantial 
knowledge and presented lively critiques. 

Тімотнү L. Ross 
Professor of Accounting and 
Management Information Systems 
Bowling Green State University 


Market Efficiency and Security Prices 
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(Hamilton, Ontario: The Society of . 
Management Accountants of Canada, 
September, 1977, pp. ix, 78, $5.00). 


The monograph has two clear objectives. The 
first is to present a short review of the efficient 
market hypothesis andthe capital asset pricing 
model, along with a compendium of much of the 


‘basic empirical accouiiting research in this field. 


The second objective is to provide empirical 
evidence on the relationship between general 
price level-adjusted (GPL) historical cost ac- 
counting numbers and security prices. 

For those who are unfamiliar with the informa- 
tion content and risk | association literatures, the 
monograph Tepresents a a superbly | written. over- 
view. The “empirical "tests and test. results. are 
presented in a way: ‘which fi Clearly illustrates the 
basic’ underlying methodologies. The clarity of 
‘presentation should" "mot bé surprising -to..t “those 
who Have read any of the ie author's _Previous 
research енот 

'Fhe^éipirical tests conducted include ab- 
normal performance tests a'la Ball and Brown 
(1968) and tests of association between account- 
ing and market measures of risk à la Beaver, 
Kettler and Scholes (1970), using historical cost 
as well as GPL data (both before and after 
purchasing power gains and losses) The ab- 
normal performance tests consider the "mag- 
nitude of unexpected earnings" rather than just 
the standard analysis of signs. However, for the 
record, credit should be given to Beaver, who 
first considered the information content of the 
magnitude of unexpected earnings in an un- 
published manuscript written in 1974. 

For the most part, the empirical results are 
negative, in the sense that statistically significant 
differences in the investigated properties of 
historical cost and GPL numbers are not found. 
However, once the author presents. evidence 
which indicates that historical cost and GPL 
numbers are very highly correlated, a result 
which is not very surprising, the die is essentially 
cast, and the other test results become largely 
redundant. From a research (as opposed to peda- 
gozical) standpoint, it seems that more meaning- 
ful tests could have been conducted. In the case 
of abnormal performance tests, for example, one 
way to focus directly upon differences between 
historical! cost and GPL numbers would be to: 
separately compare security returns for just 
those cases in which there is disagreement over 
the relative magnitude or sign of the unexpected 
earnings. This rather obvious procedure was 
used by Beaver and Dukes in their The Account- 
ing Review study (April, 1972) to overcome the 
weakness of the abnormal performance tests 
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induced by precisely the same problem that Basu 


faces in the present study, viz., high correlations 
among the competing partitioning variables. 


The monograph is not rich in the development 


of new methodologies; nor is there much in the 
way of unexpected new empirical results. Yet 
those who have not been exposed.to, or are 
‘somewhat uncomfortable with, security price- 
based accounting research are encouraged to 
invest a few hours in what should prove to be 
elucidative reading. 
MARK A. WOLFSON 
. Assistant Professor of Accounting 

Stanford University 


Denzit Y. CAUSEY, JR., Accounting for 
Decision Making (Columbus, Ohio: Grid 
Inc., 1978, pp. XIV, 557, $18.95). 


This tèxt is designed for a one-term course in 
financial and managerial accounting for non- 
accounting majors. The main purpose is to pre- 
sent a comprehensive coverage of accounting 
topics and to stress the importance of the ac- 
counting function in providing data for decision 
making. This objective has been achieved. 

The book is divided into four major parts. 
Part 1 has only one chapter. It discusses ac- 
counting career opportunities and provides a 
Jaugh about the old accountant's image. Another 
successful feature is the inclusion of cartoons 
throughout the whole book. The cartoon charac- 
ter with his big and long nose and huge eye 
glasses does many things which the reviewer 
found funny. 

Part 2 has seven chapters which cover many 
topics in financial accounting. The chapter 
which describes the accounting cycle, could have 
more elaboration and procedure examples. The 
one on financial analysis is very effective for non- 
accounting majors. It has several illustrations 
from the Moody's Industrial Manual to show 
readers the sources of information for financial 
analysis and later give appropriate warnings to 
the readers about the limitations of financial 
analysis. 

Two chapters deal with complex financial ac- 
counting topics such as leases, business com- 
. binations, and consolidated financial statements. 

With the increasing-importance of leases and in- 
creasing frequency of business combinations, 
these topics are welcomed. The present value 
concept and computation are very well pre- 
sented, and it is wise to-put them in the appendix 
. at the end of the book, because there is more 
than one chapter which requires knowledge of it. 
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Both Part 3 and Part 4 contain topics in 
managerial accounting. Part 3 includes topics 
related to production, such as cost-volume- 
profit analysis, pricing decisions, product cost- 
ing, job order and process costing, standard cost 
and the flexible budget, evaluating short-run 
production alternatives, and the EOQ and learn- 
ing curve models. The cost-volume-profit analy- 
sis chapter illustrates the use of calculus to find 
the maximum profit and the optimal price. 
There is a problem assignment to allocate service 
department costs to production departments in 
the job order system chapter, but there is no 
discussion of this subject in the chapter. The 
EOQ models and learning curve models are 
included in the same chapter, which stresses the 
importance of controlling the prime cost of 
production. A demonstration problem for using 
the EOQ model is needed. 

The last part of the text has six chapters and 
inclüdes such topics as accounting systems and 
internal control, capital project selection, bud- 
geting, federal income tax, forecasting, and 
allocating resources. A chapter on accounting 
systems and internal control is a little weak. The 
deficiency of this chapter does not lie in the 
coverage of the important topics. Rather it is in 
the inadequacy of the elaboration and the 
absence of relevant and up-to-date materials. 
The capital selection chapter explains well the 
reasons that the IRR and NPV methods may not 
always produce the same choice and why some 
investments have multiple rates of return. A 
chapter on federal income tax presents four 
income tax returns for the same organization if 
it was formed as a corporation, a partnership, a 
small business corporation, or an individual 
proprietorship. The comparison of the tax due 
for each case is interesting and valuable to the 
readers. The last two chapters introduce quanti- 
tative methods. 

In general, the text is well-written, with good 
organization of chapters, comprehensive 
coverage of topics, well-simplified and presented 
complex topics, properly defined technical 
terms, and a smooth and easy-to-follow writing 
style. However, more procedural examples 
should be included to ‘demonstrate the occur- 
rence of the variety of situations and require- 
ments, and more elaboration is needed to explain 
the theories and methodologies. There are two 
additional features of this text which need to be 
pointed out. One is the author’s style in solving 
numerical problems. Instead of using a formula 
approach, the author uses a format approach. 
Although easier to understand, the format ap- 
proach may take more time in solving problems 
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and also may not be easy to manipulate for more 
complex problems. The second feature of this 


text is the inclusion of many exercises and prob- : 


lems from past CPA and CMA examinations in 
the managerial accounting section but not many 
in the financial accounting section. (The per- 
centages are 53 percent for managerial and 3 
percent for financial. This may indicate the 
author's emphasis on managerial accounting. 

In summary, for schools which offer different. 


accounting courses for accounting majors and 


non-major undergraduates, this text deserves 
consideration, because it should provide non- 
accounting majors with an appreciation of ac- 
counting regarding what information is provided 
by accountants and when and how to use it. 

Desra Hua LU 

Associate Professor of Accounting 
St. Cloud State University 


A. WAYNE CORCORAN, Costs: Accounting, 
Analysis, and Control (Santa Barbara: 
John Wiley and Sons, Inc., 1978, pp. 
xiii, 786, $17.95 paperbound). 


Professor Corcoran's text is different from 
other cost books in both (1) its organization of 
"popular" cost accounting areas (e.g., direct 
costing, job order costing, etc.) and (2) its inte- 
gration of concepts from several related disci- 
plines (e.g., behavioral science, management 
science, mathematics, and computer science). 

Although different, Corcoran's organization of 
“popular” areas is logical. It starts with.a sum- 
mary of many classical studies in behavioral 
research (Chapter 2). Corcoran's reason for start- 
ing with human behavior is to emphasize the fact 
that cost accounting operates in a human 
environment; The utility of cost accounting is a 
function of communications, goal congruence, 
responsibility/authority, efc., and technical 
accuracy. He reiterates this point in critical dis- 
cussions throughout the text. - 

After discussing classical behavioral studies, 
Corcoran adds his own thought-provoking 
observations on the topic. He questions several 
of the behavioralists’ conclusions, such as, 
Argyris suggestion that "organizations can be 
modified so that they offer increasingly meaning- 
ful challenges and opportunity for responsibility" 
(to their employees). 

Corcoran's. purpose in asking such questions is 
to instill in the reader a similar questioning 
attitude. The student learns how a given pro- 
cedure is done and then asks why it is done that 
way and how it can be improved. This attitude 
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holds through most of the later chapters and 
reflects one of the objectives which Corcoran 
enumerates in the preface of Costs—"to provide 
a forum for the exchange of ideas." 

Having set the human side of the cost account- 
ing stage, Corcoran moves through the cost 
accumulation phases of accounting (Chapters 3 
through 11). The logic of his organization is 
evident in that he keeps related topics together 
and in a predictable sequence. For example, job 
order costing and process costing are in adjacent 
chapters, so their differences and similarities 
stand out. Furthermore, since process costing is 
simply a cost allocation. scheme, Corcoran 
includes other allocation processes (i.¢., joint- 
and by-product costing) in the process cost 
chapter. ; 

In these cost accumulation chapters, Corcoran 
uses mathematical notation which is not usually 
found in cost texts. Generally, this notation aids 
the presentation. For example, his job order 
costing chapter is clear, complete, and concise 
(only eight pages), because he developed the job 
order cost concept around the equation 


Total Costs = У Costyia 
ирк 


where 


h=month 
i=cost type (material, labor, overhead) 
j=job 
К =department 
Я ГА 
In order words, job order costing entails little 
more than a faceted coding system. 

Occasionally, Corcoran’s symbolism gets in 
the way of accounting; i.e., the accounting con- ^ 
cepts would be much easier to see and under- 
stand without the mathematical notation. | 
Corcoran’s discussion of the time value of money 
is a case in point. . 

Corcoran moves to the decision-making 
(managerial) phase of cost/managerial account- 
ing after he completes the accumulation phase. 
The delineation of the, two areas is not exact, 
because Chapters 8 through 11 contain important 
discussions on both decision making and cost 
accumulation. Beyond Chapter 11, the text deals 
principally with mathematical models and 
management. decisions. This is the section in 
which Corcoran’s integration of concepts from 
related disciplines makes his book unique. 

Corcoran ‘demonstrates the application of 
several management science models to account- 
ing topics fairly completely in this latter section. 
For example, in his Inventory Theory and Cost 
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Control chapter he goes beyond the typical 
inventory management coverage, such as LIFO 
versus FIFO versus weighted average concepts, 
perpetual versus periodic systems, and elemen- 
tary EOQ analysis. He adds models for inventory 
shortages, delayed replenishments, probabilistic 
conditions, etc. He also includes several useful 
computer programs for inventory analysis. 
Corcoran was able to cover all this material 
without excessively long chapters by skillfully 
employing matrix algebra to reduce some very 
cumbersome explanations of conventional 
computational procedures. His use of matrix 
algebra and other mathematical and statistical 
procedures is one of the unique (and strongest) 
features of the book. Ironically, it is probably the 
most limiting feature as well, because many cost 
accounting courses are service.courses. They are 
offered to both accounting and nonaccounting 


- students. The mathematics in Corcoran's book 


are likely to be beyond most service-level stu- 
dents' abilities. ( 

Corcoran mentions some class tests of his book 
in the preface. In the one test of the whole book 
(as opposed to selected chapters), he handpicked 
his students. Since they were largely graduate 
mathematicians, engineers, and accountants, 
they probably bad computational skills far 
superior to the typical undergraduate cost ac- 
counting student. These handpicked students 
reported to Corcoran that they needed at least 
two semesters to cover the book. In the re- 
viewer's opinion, the book is too advanced for 
the typical undergraduate cost accounting 
student to cover in two semesters unless pre- 
requisites for.the course include a second-level 
statistical methods course, a matrix algebra 
course, one programming course, and calculus. 
An ideal application for Costs is a course for 
engineers and mathematicians who are picking 
up some accounting in their upper-class or 
graduate program. 

Corcoran has provided appendices to fill gaps 
in the student’s mathematics and statistics train- 
ing. However, these a dices are adequate 
only if the student’s background has left virtually 
no gaps. 

The heavy mathematics orientation creates 
another problem. Students may have trouble 
setting up some problems on the CPA exam if 
-they have studied from Corcoran’s text, because 


they may have emphasized the matrix algebra' 


approach rather than the worksheet approach 
used in many CPA problems. The paucity of 
CPA- and CMA-adapted problems in the text 
lends credibility to this concern. 

One final observation: Corcoran's writing style 
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is varied and fun to read. He moves from the 
typical accounting exposition (which is: usually 
dull) to poetry to play scripts to tabular examples 
to plain old preaching. Once he uses a footnote 
which is almost half a page of small type to 
preach the virtues of allowing private firms to 
manage forests as opposed to dedicating vast 
wilderness preserves. Generally (as in the forest 
management case), Corcoran's sermons take the 
reader far off course. Sometimes they fail to 
bring him back. Nevertheless, the side trips are 
an interesting change of pace. Costs is a refresh- 
ing new approach. 

Bruce COLLIER 

Associate Professor of Accounting 
Texas Tech University 


JOE J. CRAMER, JR. and CHARLES A. NEY- 
HART, JR., Editors, Conceptual Frame- 
work for Financial Accounting and 
Reporting: Present and Future (Univer- 
sity Park, Pennsylvania: Center for 
Research, College of Business Admini- 
stration, The Pennsylvania State Univer- 
sity, 1976, pp. v, 88). 


This monograph contains six papers, four 
responses, and two syntheses presented at a 
symposium held at The Pennsylvania State 


University on April 29-30, 1976. The participants 


seemed to share a general view that before a con- 
ceptual framework could be developed, an 
agreement on the objectives of financial state- 
ments must be reach wo viewpoints relating 
to the objectives of financial statements pre- 
vailed throughout the symposium: the accounta- 
bility approach and the user's need approach. 

The first paper was presented by William J. 
Schrader, who used an historical approach to 
defend the validity of conventional accounting. 
He contended that historical cost, current value, 
and discounted value were not a matter of 
measurement, rather distinctive fields dealing 
with utterly different classes of phenomena. As 
such, they represent three different accountings. 
Schrader then praised conventional accounting 
as an evolving empirical science dealing with 
experiences replicated thousands of times over 
by many generations. Mimi Burke responded 
favorably and added that the proposals to replace 
historical-cost accounting had not been demon- 
strated to be superior. 

The next paper, "Principles or Fantasies," was 
presented by Quiester Craig. By referring to Rule 
203 of the AICPA Code of Professional Ethics, 
Craig complained that. the FASB failed to cope 
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with large issues, played politics, and operated 
out of fear of the SEC. As such, GAAP were 
neither "reasoned" principles nor responsive to 
users’ needs; rather they were "fantasies" of the 
rule-making body. 

Arthur R. Wyatt called for the establishment 
of a single conceptual framework for financial 
accounting. After examining several alternative 
concepts, Wyatt selected an asset-liability ap- 
proach with emphasis on the economic changes 
in values of assets and liabilities. He contends 
that this approach reflects a change from income 
measurement to command over economic re- 
sources. Sybil C. Mobley took issue with the 
asset-liabilitv approach by invoking the trans- 
actions approach, the realization principle, and 
the matching principle. Keith W. Lantz respond- 
ed that alternative conceptual frameworks were 
simply competing information models and that 
it would be naive to expect any one model to 
represent fully all economic facts related to a 
given entity. 

Wiliam G. Shenkirs paper provided the 
audience with a review of the FASB's step-by- 
step project on the development of a conceptual 
framework for financial accounting. Martin S. 
Gans responded by contending that the Board's 
step-by-step approach was too slow. Gans was 
particularly critical about the Board's constant 
barrage of rules, standards, and procedures with- 
out benefit of concept or rationale. Charles A. 
Neyhart responded that the Board should adopt 
a methodology based on sound theory and 
develop testable hypotheses. He rightly pointed 
out that without a conceptual framework, all 
the SFAS's must be characterized as interim and 
tentative. Kenneth P. Johnson approached the 
issue from a practitioner's viewpoint. He called 
for a compromise between the extremes of strict 


- logic and subjective judgment, with due con- 


sideration given to the political aspects of our 
environment. 

Johnnie L. Clark summarized the various views 
presented. Jacob G. Birnberg's synthesis sound- 
ed more like a paper of his own than a synthesis 
of the different views and ideas presented. He 
argued that since accounting was purposive in 
the real world, emphasis would be placed on the 
purpose of financial accounting. He proceeded 
with an examination of the environmental con- 
ditions characterized in the first instance by 
committees composed of representatives of 
diverse groups. Since the process was fraught 
with political considerations, he concluded that 
a framework must be accepted by fiat. Joe J. 
Cramer, Jr. and Charles A. Neyhart presented 
the "Need for a Definition of Financial Account- 
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ing.” They claimed that a large part of the con- 
fusion that characterized the profession was due 
to the existence of competing definitions of 
financial accounting and that the issue of objec- 
tives of financial accounting was intricately 
linked with, and inseparable from, the problem 
of definition. In addition, they suggested a 
“components approach” to the disclosure of 
entity activities. . 

While several diverse viewpoints relating to a 
conceptual framework for financial accounting 
were presented at the symposium, the range was 
fairly narrow. In brief, three views were dis- 
cussed: an historical approach, an asset-liability 
valuation approach, and the FASB’s approach— 
whatever it is. While the basic theme was “the 
conceptual framework for financial accounting,” 
the discussions were surprisingly lacking in 
depth, particularly in structural and theoretical 
terms. As an empirical discipline, the conceptual 
framework of accounting must methodologically 
be constructed in terms of logical consistency 
and empirical correspondence. Except for a few 
passing remarks, the symposium was distinctly 
devoid of papers on research methodology in 
accounting. 

S.C. Yu 
Professor of Accounting 
University of Florida 


Barry E. CusuiNG, Accounting Informa- 
tion Systems and Business Organizations, 
Second Edition (Reading, Massachusetts: 
Addison-Wesley Publishing Company, 
1978, pp. xi, 557, $16.95). 


One of the most pedagogically difficult courses 
to develop is the undergraduate course in sys- 
tems for accounting majors. The detailed study 
of data handling procedures, document flows, 
and machinery is uninteresting to students and 
professors alike. The course quickly shifts to the 
process of systems design and away from the 
result of the design. 

Determining the scope and depth of a course 
in accounting systems is primarily a qualitative 
choice on how deeply accounting majors need to 
£o into the design detail. It is very easy to lose 
students in the detail of COBOL, inventory 
algorithms, and machine selection. But, it is also 
very easy to be so superficial that students cannot 
remember terminology. The material is so 
abstract in relation to the average student's 
experience that some detail is necessary for 
learning even the basic concepts. Accounting. 
Information Systems provides a judicious blend 
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of design process and result, design generalities, 
and detail. 

The text is most appropriate for under- 
graduates who have just completed introductory 
financial and managerial accounting. The 
students should have had very little exposure to 
computer technology or intermediate financial 
accounting. The text provides a survey of tech- 
nology and technique that would be redundant 
for the advanced student. The text is most 
appropriate for a survey course that has the 
primary objective of, building awareness and 
vocabulary relating to computerized accounting 

esses. 

The second edition has very few, but impor- 
tant, changes from the first edition. New material 
has been added on coding, data base systems, 
and EDP controls. The exercises and cases have 
been expanded with many choices of problems 
from recent professional examinations. These 
problems add both depth and breadth to chapter 
material and should be given consideration in 
course development. 


Iu addition to the general-awareness-building: 


strengths of the text, there is an excellent intro- 
duction to flowcharting as an analysis tool. The 
text distinguishes among document, systems, and 
procedure flowcharts, with a heavy emphasis-on 
the first two types. The developmental frame- 
work for flowcharting is unique among texts in 
this area. 

‚Other excellent areas in the text are the early 
emphasis on responsibility accounting 'and the 
full development of project scheduling through 
PERT. Fundamental issues in project manage- 
ment and computer acquisitions are also given an 
excellent treatment. 

In a text for accounting majors, one should 
expect a substantive presentation of the AICPA 
internal control requirements. This text limits 
internal control issues to one chapter with nine 
pages on procedural and application controls 
and three pages on EDP audit and review. How- 
ever, the brief coverage does present the major 
issues of concern. Further, texts with extensive 
coverage of EDP controls frequently tend to be 
discussions of detailed lists of procedures. 

In a text with "organizations" in the title, per- 
vasive emphasis on behavioral issues, especially 
with regard to the difficult group process prob- 
lems in system design and implementation, might 
be expected. This text limits behavioral issues to 
one chapter and occasional chapter subsections. 
Although the behavioral discussion is limited, it 
is certainly more developed than most texts at 
this level. 

In summary, the text is most appropriate for 
a first course in systems immediately following 
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introductory financial and managerial account- 
ing. The second edition adds new material on 
coding, data base systems and internal controls. 
The exercises and problems add significant depth 
to chapter materials. Although the behavioral 
and internal control issues could be presented in 
more depth, the text provides an appropriate 


survey of systems material for accounting majors - 


at an early stage in their curriculum. 

DoNALD K. CLANCY 

Assistant Professor of Accounting 
University of New Mexico 


Рнплір EN-DoR and ELI SEGEV, Managing : 


Management Information Systems 
(Lexington, Massachusetts: Lexington 
Books, 1978, pp. xiv, 191, $18.00). 


The authors have two principal objectives for ` 


their book. The first is to organize systematically 
for study the factors that affect the success or 
failure of an MIS project. The second is to dis- 
cuss the varieties of situations that may arise 
during the development, implementation; and 
management of an MIS and alternative methods 
for dealing with those situations. 

These objectives are accomplished in this 
nine-chapter book by devoting four chapters to 
MIS concepts and issues relating to the MIS en- 
vironment. Another four chapters discuss be- 
havioral issues relating to executives, users, and 
implementers. The final chapter integrates and 
elaborates on the previous chapters. 

The topics covered in this book are. not new. 
What makes this book unique and attractive to a 
selective class of readers is its level of approach. 
Absent are flowcharts, decision tables, Gantt 
charts, numerical examples, and lists of stan- 
dards. The authors prefer to focus on the broader 
issues that face an crganization and its members 
in dealing with an MIS. Procedural details are 
left to other books and articles that treat a 
narrower range of topics in greater depth. This 
book will therefore have its greatest appeal to 
members of upper management, to systems 
analysts, and to academicians with an interest 
in the area. The book does not appear to be- 
intended as a text since there are no questions or 
problems at the end of each chapter. However, 
each chapter does contain a list of suggested 
readings and, with the exception of Chapter 1, 
a table summarizing the major issues raised in 
the chapter. A reader for whom time is at a 
premium would be advised to read Chapters 1 
and 9 in their entirety and the summary tables of 
Chapters 2 through 8. 

Chapter 1 presents an introduction to MIS 
concepts, drawing heavily on the works of 
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Anthony, Simon, and Forrester. In this chapter 
the authors present their criteria for a successful 
MIS: profitability, performance (in terms of im- 
proved quality of managers’ decisions), applica- 
tion areas (a focus on major problems in the 
organization), user satisfaction, and widespread 
use. 
The next chapter deals with the MIS environ- 
ment, relating it to the organization’s internal 
and external environment. Included are issues 
such as organization size and structure, decision- 
making time frame, organizational maturity, and 
resources available both inside and outside the 
organization. | 

The third chapter introduces the concept of 
the MIS target which is “the organization’s defi- 
nition of its overall approach to the development 
of management information systems and their 
purposes.” Included are discussions of priorities, 
subsystem goals, and documentation. The MIS 
target strategy is presented as being multidimen- 
sional, the dimensions being the plan of attack 
(for example, bottom-up or top-down), the 
degree of integration, and the readiness to 
pioneer. 

The MIS project itself is the subject of the 
fourth chapter. Topics discussed include execu- 
tion as well as overviews of the technological, 
organizational, and behavioral aspects that will 
impact on the success or failure of the project. 

The next four chapters focus on the roles 
played by three groups of individuals. A particu- 
larly interesting section discusses the differences 
in the perspectives of systems analysis and pro- 
grammers. 

The final chapter presents additional material, 
such as processing capabilities, data classifica- 
tions, and data bases. In addition, the authors 
use this chapter to integrate the material pre- 
viously presented and attempt to demonstrate 
how the book's organization fits the concept of 
information systems developed.by Mason and 
Mitroff. 

Overall, this book achieves its stated objec- 
tives by presenting a concise and incisive treat- 
ment of the major conceptual and philosophical 
issues that must be resolved if an MIS is to be 
successful. If the reader desires either a -more 
. detailed treatment of these issues or a discussion 
of procedural details to be followed during the 
various phases of an MIS project, a variety of 
other sources should be consulted. 

ARNOLDI. BARKMAN 
. Assistant Professor of Accounting 
Texas Christian University 


ADOLF Ј. H. ENTHOVEN, Accountancy 
Systems in Third World Economies 
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(Amsterdam/New York: Elsevier North- 
Holland, Inc., 1977, pp: viii, 359, $32.95). 


This work marks the second major effort by 
Enthoven in the area of accountancy and 
economic development. His earlier work, 
Accountancy and Economic Development 
Policy (1973), was a pioneering attempt to relate 
these important areas. : 

This work clearly builds on his earlier effort 
and reveals his continuing professional involve- 
ment with the accountancy professions of many 
of the developing countries as well as his 
thorough knowledge of the present efforts in 
this area of the major international political and 
economic organizations. Enthoven credits the 
Ford Foundation for the sponsorship of this 
study. He conducted extensive surveys and on- 
site reviews during the years 1973-76. He also 
drew on his discussions with administrators of 
the World Bank, The International Monetary 
Fund, and several regional development organi- 
zations. In addition, he reviewed the programs 
and publications of those organizations that 
relate to accountancy and economic develop- 
ment. 

He states his goals for this work to be, "1. To 
analyze and describe prevailing micro and macro 
accountancy systems, procedures and practices. 
2. To appraise developments pertaining to ac- 
countancy methodology. 3. To delineate ways 
and means to improve accountancy methodol- 
ogy. 4. To outline specific steps of potential use 
to country, regional and international bodies for 
pursuing warranted changes" (p. 1). He has 
deliberately attempted also to provide a general . 
framework for the accountancy discipline as it is 
related to economic development. He describes 
the structure and process of accountancy in an 
economy from a conceptual viewpoint (Chapters 
2 and 3), and the present systems of accountancy 
and the indicated areas for improvement (Chap- 
ters 4-7). These two sections are necessarily quite 
broad in scope and generally stated. He then 
moves to an outline of recommended improve- 
ments of what he terms "infrastructural" ac- 
countancy aspects (Chapters 8-15). More than 
half of the book (Chapters 16-32) is devoted to 
the presentation of the structure of the accoun- 
tancy patterns and specific requirements for 
various countries in Africa and Asia. + 

As he mentions in his first chapter, “This 
study is not conceived as being the final word. 
The problems are too vast. Further assessments 
and a considerable degree of experimentation 
are needed within countries, regions, and inter- 
nationally to make a variety of changes and im- 
provements conducive to the needs of these 
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economies.” The study does provide us with a 
great deal of both current and new information 
of accounting developments in key countries in 
our present world. Even though -necessarily 
general in scope, the latter half of the book, deal- 
ing with many national accountancy professions 
‘and their present and potential role in economic 
development, are important contributions to this 
special area of accounting literature. 

He utilizes some relatively new ar not general- 
ly accepted terms and classifications. This may 
trouble some readers. For example, he sub- 
divides enterprise accounting into three activity 
groups, “1. Private enterprises; 2. Government 
enterprises (i.e., parastatal units and East 
. African corporations); [and] 3. Cooperative and 
other public sector activities (ie., primary 
cooperative societies, cooperative unions, and 
Ujamaa villages)." His classification is interesting 
and bas some usefulness for analytical purposes. 
Unfortunately, the distinction by many accoun- 
tants between government enterprise accounting 
and public sector accounting is not that clear. It 
would have been helpful if a glossary of special- 
ized terms had been provided. In addition, 
Enthoven frequently employs so many adjectives 
that the impact or true focus of that subject is 
weakened. But these reactions of the reviewer 
are not major in relation to the important effort 
of the author to provide us with a comprehensive 
review of the present and possible future roles of 
accountancy in economic development. This is 
important to us as accountants and also as global 
citizens. 

His efforts in the latter part of his book, where 
he describes the accounting professions of 
various developing countries, perform somewhat 
the same purpose as the publication of the 
American Institute of Certified Public Accoun- 
tants, Professional Accounting in Thirty Coun- 
tries. Whereas the latter study concentrates 
almost exclusively on the accounting practices 
for publicly held companies and the various 
national rules relating to this effort, Enthoven 
adds a significant amount of material describing 
various national laws and practices in areas 
related to accounting generally. His scope is 


much broader and provides important informa- 


tion on the present status of education and train- 
ing for accountancy in the selected countries. 
Present activities in the public sector relating to 
accounting and a report on the current status and 
research in this broad area are also provided. 
' This information is important for any attempt at 
an overall assessment of the status of accounting 
in various nations. It is also essential for any 
future legitimate effort of an international 
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organization to.specify reasonable and uniform 
rules for the accounting profession in the hope of 
furthering economic development. ' 

Enthoven is a vocal and effective spokesman 
of the importance of the role of accountancy in 
economic development. His work is necessarily 
general because of its international scope. It also 
deals with a very active and changing profession; 
thus, the matter of continuing accuracy of many 
of his-national reports for the near future is an 
accepted limitation on the long-run value of his 
book. Nevertheless, the. report based upon 16 


different countries does provide grounds for: 


some very useful overall generalizations on the 
present contributions of accounting to economic 
development and to the potential of our dis- 
cipline in this important area. .· 
V. К. ZIMMERMAN 
Professor of Accountancy 
University of Illinois at Urbana-Champaign 


PAUL M. FISCHER, WILLIAM JAMES TAYLOR 
and J. ARTHUR LEER, Advanced Account- 
ing (Cincinnati, Ohio: South-Western 
Publishing Co., 1978, pp. 851, $17.25). 


In their preface, the authors note that this text 
presents eight independent study topics: Real 
Estate and Franchise Accounting; Income 
Presentation, including earnings per share, 
interim and segmental reporting; Business Com- 
binations; Foreign Operations; Partnerships; 
Governmental and Not-for-Profit Accounting; 
Estates and Trusts; and Insolvency. The attempt 
to explain these topics intelligibly, logically, and 
concisely is admirable; however, the authors 
have produced a product similar to, all -other 
advanced accounting textbooks—only fair, but 
with certain excellent features. 

This comprehensive book provides the teacher 
with a broad enough, base to bring to his students’ 
attention many of the critical issues facing the ac- 
counting profession today. The numerous ques- 
tions, exercises, and problems following each 
chapter are excellent and progress from those re- 
quiring little analysis and knowledge to those 
requiring complex analysis and extensive 
knowledge. 

However, the discussion of theory is limited 
and lacks depth. Theory is explained through 
extensive quotations from authoritative pro- 
nouncements. Students taking advanced ac- 
counting have these authoritative pronounce- 
ments; what they do not have is concise, 
understandable explanations. They will not 
find such explanations in this book. Р 
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An advanced accounting textbook is success- 
ful if it contains lucid explanations of the theory, 
application, and ramifications of business com- 
binations, which generally represents approxi- 
mately 40 ‘percent of such A text. Like other 
advanced accounting texts in use today, this 
book only partially meets this requisite. 

Although consolidating affiliated businesses is 
a mechanical operation, the student should be 
introduced ta some theory. In this text, the 
proprietary and entity theories are not discussed; 
the merits and demerits of purchase and pooling 
are barely covered, and nowhere is there a dis- 
cussion of eliminating only the parent’s share of 
intercompany profits of a less than wholly owned 
subsidiary. 

- Statements about the presentation of minority 
interest in a consolidated balance sheet, investor 
accounting for the effects of an investee’s capital 
transactions in an investor-investee relationship, 
and the taxability of intercorporate dividends are 
confusing. The section explaining reciprocal 
stockholdings is neither rigorous nor extensive. 
Examples explaining the mechanics of consolida- 
tion are generally good; however, examples 
should not illustrate incorrect methods, and they 
should not use data presented in.a previous chap- 
ter without repeating such data. It is difficult 
enough for a student to continuously switch an 
advanced text from the horizontal to the vertical 
to read work sheets without requiring him to turn 
back to a previous chapter for a current example. 

The authors do present the cost and equity 
methods of accounting in a concise and under- 
standable manner. Their schedule analyzing the 
distribution of the purchase price of a subsidiary 
is good, as is their use of “T” accounts to present 
the distribution of parent and subsidiary income. 

The chapters on the less familiar topics of 
governmental and not-for-profit accounting are 
good. The many examples with journal entries 
adjacent to the events they record make these 
subjects understandable. The explanation of the 
various funds and the presentation of their state- 
‘ments provide an understanding for the student 
who will not do further studying in this area and, 
at the same time, provide a solid foundation for 
the student who will continue his studies. 

The partnership chapters are good, especially 
the one on ownership changes and liquidation. 
Insolvency, especially bankruptcy, is presented 
well; however, more could have been done with 
Chapter XI proceedings. The chapter on estates 
and trusts is sparse; the discussion of gift taxes 
and stepped-up bases is not relevant. 

The income statement chapters are good, 
especially the one dealing with APB Opinion 
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Nos. 28 and 30 and FASB Statement.No. 16. The 
historical perspective and the examples are good; 
however, if the author had explained rather 
than quoted, these chapters would have been 
excellent. 

This book is equal to other advanced texts in 
use today. The: comprehensiveness of the 
material provides an extensive base from which 
the instructor may proceed. The questions, exer- 
cises, and problems are an excellent aid for the 
student to learn the subject and to test his knowl- 
edge. However, between this base and the tests 
the authors have left much supplementary work 
for both student and teacher. Perhaps, someday, 
the best of each advanced accounting text will be 
integrated in a book that will be rigorous, under- 
standable, concise, and comprehensive. Until 
then, more will be required of students and 
teachers of advanced accounting than is required 
of their colleagues in other areas of the dis- 
cipline. 

MARTIN BENIS 
Associate Professor of Accounting 
The Bernard M. Baruch College, 

City University of New York. 


рлу A. К. FORRESTER, Schmalenbach 
and After, A Study of the Evolution of 
German Business Economics (Glasgow: 
Strathclyde EEA 1978, pp. v, 
90, $5.00). 


The development of the field of Business. 
Administration in Germany has had a major 
impact not only on the entire European con- 
tinent and Russia, but also on Japan. In addition, 
these ideas have spread to the Middie East and ~ 
—via France—into ‘large parts of Africa. 
Strangely enough, these developments have been 
ignored to a considerable extent in the Anglo- 
Saxon countries. Forrester’s book is a major con- 
tribution to overcome this lack of understanding 
and, at the same time, provides an assessment of 
continental thought from a British point of view. 


' This in itself is very enlightening, because it 


focuses on differences and similarities not per- 
ceived in the same manner by individuals from 
continental Europe who previously have at- 
tempted such assessments. 

Forrester's analysis emphasizes the historical 
background and shows how early ideas shape 
present developments. It is also a biography of 
Eugen Schmalenbach (1873-1955), whose ideas 
and contributions have influenced .German 
business theory and accounting to the present 
day more decisively than the combined ideas of 
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his contemporaries. The book contains the 
following chapters: I. Introductory, П. Schmal- 
enbach The Man (both biographical), III. Com- 
mercial Education and Business Economics, 
IV. Practical Accounting (both chapters provide 
historical background), V. Dynamic Accounting, 
VI. Charts of Accounts, VII. Costs and Prices, 
УШ. Finance, Capital and Labour (dealing with 
Schmalenbach’s approach to accounting and 
business economics) and IX. And Beyond. 
. Schmalenbach’s Dynamic Accounting, which in 
a coherent and consistent manner explains 
financial statements as period-linkage (balance 
sheet) and period analysis (profit and loss state- 
ment), has been described by other authors in 
Britain and the U.S. Similarly, his uniform chart 
of accounts (which represents the basis of most 
European systems) has received some attention 
before. However, nowhere else have these been 
discussed as part of a coherent theory of business 
and an integral parts of management decision 
principles. As early as 1920, Schmalenbach 
developed a theory of effective transfer pricing 
(pretiale Lenkung), which resulted in values 
today labeled "shadow prices;" this he accom- 
plished despite a total lack of appropriate 
mathematical tools at that time. His thoughts on 
inflation accounting (indexing) and his concise 
separation of "expenses" from "costs" (for deci- 
sion making) are still the basis of much of today's 
writings.. Schmalenbach’s comprehensive, 
forward-looking approach may prove to be a 
logical basis for an integrated systems view of 
business administration as a field, which today 
still emphasizes the pragmatic approach over 
comprehensive theory construction. Above all, 
Schmalenbach established accounting as the 
core of business theory and management 
practice. 

Forrester succeeds in stressing all these impli- 
cations. Unfortunately, his book requires a sub- 
stantial background knowledge to appreciate 
fully all his arguments and conclusions. This 
forces the reader to rely occasionally on back- 
ground literature (which is well selected, cross- 
referenced, and summarized at the beginning of 
each chapter). One wishes that the author would 
have allocated additional space for such explana- 
tions. 

Forrester's book has been well received in 
Europe and the U.S. (e.g., it has earned For- 
rester the 1978 Hour Glass Award from the 
Academy of Accounting Historians). It is of 
particular importance to accounting students 
interested in international comparative studies 
and history of accounting regulations (and their 
future development), accounting historians in 
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general, and individuals working in the area of 
accounting theory development—both financial 


апа managerial. 


HANNS-MARTIN SCHOENFELD 
Professor of Accountancy and 
Business Administration 
University of Illinois at Urbana-Champaign 


GEORGE FOosrER, Financial Statement 
Analysis (Englewood Cliffs, N.J.: 
Prentice-Hall, Inc., 1978, pp. x, 581, 
$18.95). 


Financial statement analysis has in recent 
years advanced rapidly from the traditional ratio 
analysis to a rigorous and integrated discipline 
which draws contributions from the related areas 
‘of accounting, economics, finance, and statis- 
tics. This book represents a highly successful 
effort by the author to accomplish the com- 
mendable and difficult task of providing a com- 
prehensive integration of the enormous, yet 
scattered research and data in financial state- 
ment analysis into a well-organized text followed 
by interesting and useful problems and cases. 
With this latter material, he surpasses Baruch 
Lev, whose successful Financial Statement 
Analysis (by the same publisher) did not include 
problems or cases. 

The problems and cases are both highly 
relevant and complementary to the text. With 
his rich and useful references and many insightful 
comments on the existing works in this field, the 
author has surpassed his own objectives of pro- 
viding a text for second-year M.B.A. students 
and senior undergraduate students in accounting 
or business programs and also as a reference 
book for analysts. This book should be benefi- 
cial, too, to accounting and finance researchers 
who seek an overview of the recent develop- 
ments in this area. Teachers who wish to bring 
recent research developments in financial state- 
ment analysis into their classrooms will find this 
book particularly helpful. 

The book is divided into five independent and 
yet unrelated modules. Parts I and II provide 
the background materials necessary for financial 
statement analysis. Part I (Chapter 1) presents a 
formal model under uncertainty. The decision 
maker (DM) is assumed to be a linear utility 
maximizer with existing information. Based upon 
the cost-effective criterion, the DM decides on 
the needs for additional information and thus the 
content of the financial statements. Since the 
connection between this part and the rest of the 
text is through the derived demand for the finan- 
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cial statement information, the formal decision 
model framework becomes less clear in the 
remainder of the text. However, the author does 
'emphasize the decisions which utilize the finan- 
cial statement information and the features of 
the environment in which the decisions are made 
in the later chapters. 
.  Partli consists of five chapters (2 to 6). Chap- 
ter 2 sets the foundation for the discussions in 
Chapters 3 to 6 by exposing students to various 
analytical tools for the traditional financial state- 
ment analysis. These tools include the cross- 
sectional and times series techniques for both 
the common-size statement and the financial 
ratio analysis and, in the case of time series, the 
trend analysis. In the subsequent chapters (3 to 
6), important properties of accounting numbers 
are examined from all possible angles. For 
.example, the use of industry norms as bench- 
marks for the cross-sectional comparison of 
financial statements and the possible use of 
economic factors to explain the differences in 
changes in the financial ratios are carefully dis- 
cussed by showing how the past series of ac- 
counting numbers of a firm can be analyzed to 
provide some systematic pattern for forecasting 
purposes. Both the economy-wide and industry- 
wide factors are shown to be important in 
analyzing the financial statements of individual 
firms. Finally, the need to study the nature of the 
distribution of financial ratios and to study the 
correlation between financial ratios and the 
effect of accounting rules on financial ratios is 
discussed. . 
Part Ш (Chapters 7-12) concentrates on the 
financial statement information in the capital 
. market setting. It starts out with the description 
of the role of financial information at (1) the 
aggregate market level (affecting the prices of 
traded securities) and (2) the individual level 
(influencing investors portfolio and trading 
decisions). The assumptions and the implications 
of the much-misunderstood efficient market 
model are classified and examined. The author 
points out the usefulness of financial statement 
analysis in investment decisions and also empha- 
sizes the features of the environment in which the 
decisions are made. The portfolio theory for 
investment decisions under uncertainty and the 


capital asset: pricing model (CAPM) in the. 


finance literature are briefly described. The 
empirical studies in the literature on the applica- 
tions of the financial information are sum- 
marized and discussed in Part IV. These applica- 
tions include the prediction of agencies bond 
ratings, the prediction of yields on publicly 
traded corporate and municipal bonds, the pre- 
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diction of corporate financial distress, and credit 
decisions by loan officers. Finally, Part V 
examines the influence and the implications of 
policies that regulate the firms’ financial informa- 
tion made available to creditors, the investors, 
and some other external parties. 

The distribution of materials covered in the 
text is uneven. Most of the materials are concen- 
trated heavily in Parts П and Ш, since most 
recent empirical and theoretical research 
progress, of course, has been made in those 
areas. However, there should be more coverage 
of the extremely important policy choice issue, 
as some progress related to policy issues has been 
made in the past few years. Given the author's 
own contributions to the accounting literature, 
he is to be commended for presenting some views 
and applications of the near-efficient market as 
well as those of the efficient market, i.e., the 
Value Line Investment Survey and asset valua- 
tion models and investment decisions in a near- 
efficient market. 

The insightful general comments by the author 
at the end of each topic are enjoyable. Quite 
often we are so involved in the analysis of certain 
subjects that we forget about their underlying 
assumptions and limitations and overlook the 
broader implications and possible extensions. 
The author's general comments have provided a 
useful reminder. One such comment throughout 
the book is on the lack of theory about the model 
examined. 

The author has sought to explain (1) the prop- 
erties of accounting numbers derived from finan- 
cial statements; (2) the key aspects of decisions 
which use financial statement informatiori, and 
(3) the environment in which the decisions are 
made. Along with the discussion of portfolio 
theory and capital market theory, empirical 
evidence relevant to the subject is emphasized 
and the related statistical tools are used exten- 
sively. To comprehend the material covered in 
the text requires more than a basic knowledge of 
statistics, econometrics (especially Chapters 4 
and 5), and finance (especially Chapter 8). How- 
ever, whenever additional analytical tools are 
needed for understanding the subjects, the 
author provides background material in brief but 
lucid appendices which present step-by-step 
examples illustrating ordinary least-squares 
regressions, Box-Jenkins time series methodol- 
ogy, multiple-regression techniques, and the 
estimation of abnormal returns of securities or 
portfolios in an efficient market. 

In conclusion, this excellently written book 
provides comprehensive coverage of current 
topics in financial statement analysis. For schools 
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that can afford to offer a more advanced course 
in financial statement analysis, this, book is 


Assistant Professor of Accounting 
The Ohio State University 
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W. D. HALL and D. І. LANDSITIEL, A New 
Look at Accounting for Pension Costs 
(Homewood, Illinois: Pension Research 
. Council by Richard D. Irwin, Inc., 1977, 
pp. xxiv, 183, $9.50). 


The purpose of this monograph is to develop à 
theoretical framework within which can be 
solved the issues of (1) how to determine em- 
ployer pension expense per period; (2) whether 
unfunded pension benefits should be shown as a 
liability on the balance sheet of the employer; 
(3) how to value the assets in the custody of the 
pension plan; and (4) whether pension costs and 
liabilities of the employer should be computed in 
the same manner as that of the pension plan. 

The authors, Arthur Andersen & Co. partners, 
acknowledge use of their firm's publications, 
Objectives of Financial Statements for Business 
. Enterprises (Chicago, 1972) and Accounting 

' Standards for Business Enterprises Throughout 
the World (Chicago, 1974), as a primary source 
in developing their approach to the issues. Their 
theoretical framework is designed to meet the 
general-purpose financial statement objective of 
communicating “...information concerning 
the nature and value of the economic resources 
of a business enterprise as of a specified date the 
interests of creditors and the equity of owners in 
the economic resources as of that date, and 
changes in the nature and value of these re- 
sources from period to period” (p. 22). 

Economic resources are defined as “those 
elements of wealth that possess the three basic 
characteristics of utility, scarcity and exchange- 
ability and hence have economic value” (p. 23). 
Exchangeability imposes new restrictions in the 
preparation of a financial statement. In order to 
be exchangeable, the resource must be separable 
from the rest of the entity resources. Thus, the 
item in question must be more than just a debit 
balance, such as deferred charges and goodwill. 
It must have substance in its own right. Eco- 
nomic value in the context of the objective of 
financial statements is present- and future- 
oriented. It is more relevant to financial state- 
ment users than value based on past transactions. 
Economic value more closely reflects economic 
realities and events as they exist and transpire. 
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In order to implement their basic ideas of 
economic resources and value, the authors con- 
clude that some concepts and practices are out- 
moded and should be abandoned under the right 
set of circumstances.- Casualties include his- 
torical cost, conservatism, and objectivity when 
pitted against relevance. Their most damaging 
indictment against current accounting practice 
is the tendency for financial statements to result 
in what might be considered an artificial earning 
stability that results from a selection of appro- 
priate accounting practices. The true flavor and 
risk of an operating enterprise are subsumed 
when the up-and-down trend lines are smoothed 
by various amortization techniques. ' 

After having established their objectives: ‘for 
financial statements, the authors conclude that 
the employer pension expense per period shall 


be the sum of (1) current cost associated with . 


current employee earnings; (2) the actuarial 


present value of any past or prior pension costs: 


that have been assumed during the current 
period; and (3) current pension plan gains or 
losses that have been experienced during the 
current year. 

Current pension cost is computed by taking the 
ratio of projected benefits to total expected 
compensation as of the projected retirement 
date. This ratio times current compensation 
represents an amount necessary to be placed on 
deposit as of retirement date and so that the 
current cost is the present value of this amount 
during any given m of employment., The cur- 
rent cost recognized in any one year must be 
lower than that which is recognized in later 
years, because the earlier-year costs have more 
time in which to accumulate earnings for retire- 
ment. The result is a stream of costs which 
become greater with each passing year even if 
the compensation level is stable. 

The authors reject the commonly accepted 
notion that the computed liability for prior- or 
past-period service on the inception date or 
modification date of a pension plan will benefit 
future years. They conclude that the liability 
should be recognized as such and remain on the 
employer books until funded. Looking at the 
debit side of the entry which recognizes the 
liability, the authors observe that since it is not 


an economic resource as defined, it must be an- 


expense. They reject the APB Opinion #8 
method of averaging gains or losses related to 
pension plan operations and projections, since it 
artificially stabilizes income. They suggest that 
gains or losses be recognized in the year of 
occurrence. 

On the other issues, the authors are in agree- 
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ment with what appears to be a current trend: 
they apply current value to the pension plan 
assets. Their.computation of current pension 
cost is basically an adaptation of an actuarial 
method in arriving at pension liability which 
implies:a desire to have. similar approaches to 
the valuation whether it be on the books of the 
employer or the pension plan. Iu addition, the 
authors find that if the pension plan assets are 
exceeded by the actuarial value of employee- 
earned benefits in a defined pension plan, this 
amount, which represents unfunded pension 
benefits, should be shown on the books of the 
employee. The authors argue that the liabilities 
of a defined benefit pension plan are the liabili- 
ties of the employer, and a symmetry in reporting 
of this nature between the pension plan books 
and the employer books is desirable. 

The authors' positions with regard to asset 
valuation and liability recognition are not con- 


sistent with current practice but are consistent . 


with some current proposals, such as the SEC 
position on "reserve recognition accounting" in 
the oil and gas industry and the FASB's proposed 
treatment of differences between pension plan 
assets and the liability for defined pension benefit 
plans. 

In addition to the monograph by the authors, 
the book includes a series of comments on the 
monograph by members of the Pension Research 
Council. The Council members include accoun- 
tants, financial analysts, attorneys, actuaries, 
professors, and members of company manage- 
ment. In most cases, the comments were compli- 
mentary on the effort but lament the authors’ 
lack of understanding in specific areas. Usually 
the specific areas were the specialties of the com- 
plaining Council members. 

This book's strongest attribute is an exposition 
of what might be considered the Arthur 
Andersen & Co. approach to financial statement 
objectives and purposes. It is the type of book 
that might be assigned as outside reading while 
studying pension plan problems. The comments 
of the Pension Research Council enhance the 
value of the monograph. But the reading should 
be supplemented by a review of the Arthur 
Andersen & Co. monographs mentioned earlier 


and Accounting Research Studies #1 and #3. 


DANIEL PEARL 
: Associate Professor 
University of New Orleans 


ANTHONY HirroN, Employee Reports: : 


How to Communicate Financial Informa- 
tion to Employees (Cambridge, England: 


7 


Woodhead-Faulkner Limited, 1978, pp. 
xiv, 113, £12. 30). 


In this book, the Editor of Accountancy Age 
examines the scope, form, and benefits of 
employee reports. Although no legislation in the 
United Kingdom requires firms to distribute to 
their employees a special financial report, 
Anthony Hilton indicates that his country 
probably leads the world in the quantity of such 
employee reports produced. Beginning in 1977, 
Accountancy Age initiated an annual competi- 
tian to find the best British employee report, so ' 
the author brings to his book the knowledge 
gleaned from this contest. 

Hilton's strong preference for a separate report 
for employees. is revealed on page 3, "Even 
shareholders do not understand the shareholders' 
report. . . . The employee fares even worse, be- 
cause much of the information in the share- 
holders’ report is not relevant to him. . . . So it 
is worth getting rid of the notion that the share- 
holders' report is any good at all for employees." 

Two chapters focus extensively upon the 
detailed employee-report disclosure recommen- 
dations set forth by management (the CBI) and 
labor (the TUC); the author should have revealed 
somewhere in his book that those initials 
sent the Confederation of British Industry and 
the Trades Union Congress. While Hilton finds 
both organizations’ proposals "of value to any- 
one beginning to do work in this field," he faults 
both groups (pages 41-42) for (1) failing to give 
any system of priorities for information, (2) veer- 
ing a long way from the transmission of straight- 
forward financial information, and (3) being 
muddled as to the objectives of the employee 
report. In the next chapter, the CBI and TUC 
proposals are compared and contrasted with 
those of three other groups, such as the 100 
Group, an influential organization of top indus- 
trial accountants in the United Kingdom. 

A chapter is devoted to a case study of the 
1976 employee report of Staffordshire Potteries, 
judged to be the best such report entered in 
Accountancy Age's first contest. Some 60 most 
enjoyable illustrations from 35 different 
employée reports are situated at this point in 
the book, including four from the winning Staf- 
fordshire Potteries report; incidentally, since 
the 72 pages of illustrations are not numbered, 
this book actually consists of 185 pages. Some of 
my favorites are, "Greenall Whitléy points out 
that the 5214 million pounds it paid in taxes could 
build 45 miles of motorway or it could provide 
wages for 17,500 nurses" (Illustration 11). 
Tarmac titles its report “How we fared in a tough 
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year—when one in twenty of the U.K. workforce 
had no job” (Illustration 21). An annotation pre- 
sented by the U.K. subsidiary of Nissen on its 
balance sheet reads, “Why no ‘Goodwill’ in the 
Fixed Assets? Well, Goodwill is like a lady’s 


‘smile ... something to be valued but never 


priced” (Illustration 42). 
The four judges of the Accountancy Age con- 
test are identified, and the views of each judge 


'are summarized so the reader can ascertain what 


each was looking for in the employee reports 
examined. Throughout this part of the book, 


"Hilton makes very effective use of the illustra- 


tions, constantly referring to them to depict what 
constitutes exceptionally good or faulty content 
presentation. · 

Many readers might not be willing to endorse 
Hilton's view (p. 93) that ". .. it is a waste of 
time explaining inflation accounting to em- 
ployees. Few enough directors and accountants 
believe in it (or understand it). There is not the 


: remotest chance that employees will accept it.” 


In summary, the overall assessment of this 
book is highly favorable. Hilton very adequately 
achieves his objective of explaining the scope, 


` form, and benefits of employee reports. The 60 


illustrations are most interesting. Despite 


. Hilton’s periodic diatribes directed at the ac- 


counting profession, readers will find Employee 
Reports informative and enjoyable reading. 
MARTIN L. GOSMAN 
Associate Professor of Accounting 
Boston University 


THOMAS D. HUBBARD, LARRY N. KILLOUGH 
and RONALD J. PATTEN, CPA Review: 
Practice,’ Auditing, Law and Solutions, 
Second Edition (New York: John Wiley & 
Sons, Inc., 1978, pp. viii, 1059 and pp. 
340, $39.95). АК 


As with any text, and particularly a CPA 
Review, the question arises as to how much 
material should be included and how much 
should be left to supporting publications. To 
many, the financial accounting area is of prime 
importance, but many authoritative pronounce- 
ments do support this area; therefore, it is im- 
portant that other areas, with fewer authoritative 
pronouncements, be presented completely and 
understandably. The strength of this second 
edition, as it was in the first, is that it does just 
that. The. non-financial accounting areas are 
excellent and will need minimum supplemental 
materials, while the financial accounting area 
offers a basic review with references to authori- 
tative pronouncements, 


The Accounting Review, April 1979 


The main purpose of the second edition has 


been only to update both current professional 
pronouncements and CPA Examination ques- 


tions used or referred to within the text. The ` 


number of chapters and basic chapter sequence 
and organization have remained unchanged from 
the first edition. Chapter 1 is an introductory 
chapter; Chapters 2 through 5 are the Financial 
and Tax chapters; Chapter 6 is Cost-Managerial, 
with Chapter 7—Auditing, Chapter 8—Business 
Law, Chapter 9—Fund Accounting, and Chapter 
10 a simulated CPA Examination. Chapters 2 
through 9 include a mixture of text, illustrative 
questions and answers, and review questions, 
with answers in a separate, soft-cover. solutions 
volume. Р 

No information is included on future examina- 
tion dates or on the requirements of the various 
states to sit for the examination. The organiza- 
tion of each chapter varies. In all cases, the 
review questions appear at the end of the 
respective chapters, with reference to the 


particular exam and part, but the relative mix of . 


text and illustrative questions varies. The ap- 
proach where the text material and illustrative 
questions are intermixed by subject area is much 
more beneficial to the user and allows for. less 
time in searching for appropriate illustrations 
and questions. Like most CPA Review texts, the 
income tax area is almost exclusively review 
questions. The major emphasis in the financial 
accounting area is on problem solving. The 
official pronouncements of the AICPA and 
FASB are referenced for the user, but they are 
not outlined, and many difficult areas are left 
with minimum discussion. For example, on the 
subject of leases, pages 28 and 29 offer a general 
discussion with the following concluding state- 
ment, “One of the most complex problems in 
the area of leases relates to financial-statement 
presentation and disclosure. FASB Statement 
No. 13, issued in November of 1976, is the cur- 
rent authoritative source in accounting for 
leases. This statement covers lessee and lessor 
accounting and is a must in the candidate’s 
review.” 

The chapter on cost-managerial accounting 
is a well-integrated chapter of text material ‘and 
illustrative questions. The chapter on auditing is 
also a well-organized chapter and a comprehen- 


‘sive review of the subject. Text and questions 


are not only referenced, but the important ones 
are also capsulized and included in either the 
text or the answers to the illustrative questions. 
This is particularly true of the Code of Profes- 
sional Ethics. 

The Business Law chapter, similarly to the 
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Income Tax chapter, basically outlines important 
topics, followed by review questions broken 
down by major subject area. The Fund Account- 
ing chapter summarizes the basics for the user by 
different funds. The last chapter, a simulated 
CPA examination, offers the opportunity to sit 
for the exam in the surroundings of your choice. 
This CPA Review text offers a great deal to all 

users, since it does provide, as the authors state, 
"comprehensive material suitable for use in a 
CPA Review course, a capstone course in pro- 
fessional accounting problems, or the basic 
material for a self-study program." I recommend 
the book highly. 

H. LEE SCHLORFF 

Professor of Accounting 
Bentley College 


STEPHEN E. LoEB, Editor, Ethics in the 
Accounting Profession (New York: John 
Wiley & Sons, Inc., 1978, pp. 479, $9.95). 


In this text, Hillel is quoted as saying, "Do unto 
others as you would have them do unto you! All 
else is commentaryl" which, in essence, 
describes this book of articles and essays on 
accounting ethics. It is a well-organized and 
diversified commentary addressed to specific 
areas of accounting practice and the special 
ethical considerations implicit in them. The con- 
tents run the gamut of philosophical semantics to 
pragmatic codes of ethical behavior. 

The book is separated into six topic areas. 
These include morality, professionalism, and 
ethics; the current state of certified public ac- 
countants' ethics; the ethics of tax practice; 
ethics and management services; violations and 
enforcement; and the future. In an introduction 
to each part and to each sub-section, the author 
provides the reader with a concise preview of 
the material to be presented. Following each 
introduction is a listing of one or more additional 
references. Bach part concludes with review 
questions alone or review questions followed by 
problems. 

There are 33 articles and essays as well as 
other types of material pertinent to each subject. 
Primary sources are classical essays, journals of 
accounting associations, and the publications 
and pronouncements- of the AICPA. Approxi- 
mately three-fourths of the materials were pub- 
lished or issued after 1966, and over half, during 
the 1970s. 

The first part on айу, professionalism, 
and ethics is clearly the most philosophical sec- 
tion of the book. It explores moral and ethical 
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codes of behavior in general and the alternative 
routes toward moral decisions. A definition of 
professionalism and morality leads to an explora- 
tion of accounting as a profession and its 
responsibilities, as such, to its public. 

The next part presents the Rules of Conduct 
and Interpretations of the Rules of Conduct from 
the Code of Professional Ethics of the AICPA, 
March 1975 edition, as well as a brief extract 
from the philosophical essay, “Concepts of 
Professional Ethics.” The succeeding five sub- 
sections enlarge upon the rule areas of inde- 
pendence, integrity, and objectivity; compe- 
tence and technical standards; responsibilities 
to clients; responsibilities to colleagues; and 
other responsibilities and practices. Extracts 
from “Concepts of Professional Ethics” directly 
applicable to the topic areas form a particular 
part of each sub-section. 

Two parts examine the unique ethical prob- 
lems of tax practice and management services. 
In the area of tax, the tax adviser's role of 
advocacy is contrasted to.that of the independent 
auditor. Applicable codes for tax practice from 
the Treasury Department and from the AICPA 
Code of Professional Ethics are compared. The 
increasing provision of management advisory 
services by accounting firms is examined. Ethical 
questions center around audit independence, 
where these services are performed, and the 
competence of CPA firms to perform the 
services. 

A part on violations and enforcement enters 
four areas: the role of the AICPA in promoting 
compliance with an enforcement of its ethical 
code; compliance with auditing standards, 
especially in the case of unpublished reports; the 
use of “foreseeability” as a determinant of audit 
responsibility; and the role of the SEC in setting 
controls and applying pressure upon accounting 
practice behavior. The concluding part focuses 
upon future ethics for the accountant in industry 
and government. The author feels that “in the 
future there may be greater emphasis on the 
conduct of accountants not in public practice.” 
The since-resolved issue of advertising in the ac- 
counting profession is presented, and the section 
concludes with a brief delineation of modified 
general and technical standards submitted to the 
Council of the AICPA at the time of publication. 

The pervasive theme throughout this manu- 
script is the concept that “in order to retain its 
autonomy and the privilege of self-regulation, a 
profession must satisfy society that it is doing a 
creditable job of regulating itself.” This theme 
provides the internal integration of the parts of 
this book into a whole. The quality of the articles 
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and essays is generally high, and the majority 
are readable, lucid, and well-organized. Only in 
a very few cases is the material either pedestrian, 
poorly organized, or wordy. Any book which 
combines the efforts of diverse authors on a 
similar topic will inevitably contain repetition 
and some redundancy. This book is no excep- 
tion. However, a real effort has been made to 
allow this redundancy only when the article also 
provides some unique insight to the problem in 
question. A felt lack in the discussion of the 
future.is the absence of any commentary on the 
specific implications for the accounting profes- 
sion of the Moss and Metcalf investigations. 

Loeb’s stated purpose in compiling this book 
was to provide the reader with “an understanding 
of the nature of the ethical standards of the ac- 
counting profession and the problems relating 
to them.” He has been successful. Suggested 
applications by the author are extensive and 
include use as: 


1. A supplément to courses in auditing or 
business ethics, both on.the graduate and 
undergraduate level. 

2. A primary or supplementary text for a 
college course or seminar dealing with the 
professional responsibility or development 
of accounting. 

3. Recommended reading for students or 
practitioners of accounting. ` 


Two elements should be considered regarding 
the suitability of the book for these purposes. 
The discussion on morality, professionalism, and 
ethics could prove to be heavy going for the 
average business student, as well as for the ac- 
counting practitioner. It would require special 
effort on the part of the instructor to present it 
in a usable framework. The review questions and 
problems at the end of each part do provide an 
excellent discussion base for any educational 
situation and can aid the student in building an 
awareness of his own positive ethical decision 
responsibilities. 

Dwicat J. ZULAUF 
Professor of Accounting 
Pacific Lutheran University : 


С. B. Lowe, CPA Business Law Review 
(Cincinnati: South-Western Publishing 
Co., 1978, pp. iv, 296, $11.25). 


This paperback book is designed for use in a 
review course in business law for CPA candi- 
dates. It includes material concerning all topics 
which may be expected to be the subject of 
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business law questions, as listed in the latest 
edition of the AICPA’s Information for CPA 
Candidates. Each topic is presented in an outline 
format, followed by both objective and essay 
questions that have appeared in recent CPA 


examinations. Answers to the CPA examination. _ 


questions appear in the back of the book. 

The topics covered in the early chapters are 
arranged: logically, beginning with. Contracts, 
then the Uniform Commercial Code subjects. 
The sequence of later chapters does not always 
position related topics close together; e.g., 
Suretyship and Insurance are separated, Partner- 
ships does not immediately follow Agency, and 


Federal Securities Regulation appears many . 


chapters prior to Corporations. 
The pages are large (8 by 104 inches), and. 


the text is outlined with generous use оѓ bold - 


print and italics. The amount of coverage given 
to topics is related to their emphasis on previous 


CPA examinations, although the quantity of ` 


material is not directly proportional to the fre- 
quency of a topic's appearance. For example, 
there are more than nine pages of text on wills, 
estate, and trusts, subject to relatively few ques- 
tions, and four and one-half pages on the accoun- 
tant's legal responsibility, a topic almost certain 
to appear in a CPA examination. 

This book is intended for a review course, but 
the text material is not adequate for one who has 
not previously studied business law, and is con: 


siderably less detailed than the corresponding : 


material in the similar book of the same title by 
Edmund F. Ficek, published in 1977 by Charles 
E. Merrill Publishing Company. However, the 
author's familiarity with past CPA examinations 
has enabled him to include legal rules and princi- 
ples that have repeatedly been the subject of 
examination questions. 


The insertion of questions from prior CPA’ | 


examinations, following the text in each topic, is 
common for this type of book and is certainly 


very helpful to the CPA candidate. The inclusion ` 


of the answers in the back of the book, also 
quite common, reduces the usefulness for the 
teacher who would Hike to refer to the examina- 
tion questions as a basis for class discussion. 
Accounting textbooks do not normally contain 
the answers to their questions and problems. In 


this reviewer's opinion, neither should a business - . 


law book, if it is intended for use in a course. 
This reviewer has found that discussion of possi- 
ble answers with members of his class is an 
effective instructional procedure, and he has, 


for this purpose, compiled his own booklet of - 


recent CPA examination questions, without 
answers. ` 
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In summary, this book provides an excellent ' 
outline of business law essentials for a CPA. 


candidate, The inclusion of CPA examination 
questions and answers is very helpful for a candi- 
date engaged in a self-study program. For use 
in a course, the book would be more suitable if it 


did not contain answers to the questions. 


JAMES O'CONNELL 
Associate Professor 
University of Massachusetts (Amherst) 


R. K. Maurz and WILLIAM G. May, Finan- ` 


cial Disclosure in a Competitive Economy 
(New York: Financial Executives Re- 
‘search Foundation, 1978, pp. vii, 147, 
_plus 5 appendices, pp. 141, $5.00). 


About 50 years ago, many major corporations 
were still resisting the disclosure of sales and cost 
of sales amounts in their.annual reports. Such 


. disclosures were considered to give competitors 


an advantageous insight into the profit margins 
on their, then singular, product lines. No authori- 
tative standards existed to compel disclosure 
until the SEC, a few years following the enact- 


. ment of the Federal Securities Acts, required it. 


Even so, this reviewer recalls a watch manu- 
facturer's successful non-disclosure efforts until 
the early fifties. (The Securities Acts still provide 
for confidential treatment or non-disclosure— 


` subject to SEC approval—of information that 
- would be detrimental to a company's interests.) 


While 50 years is.not so long a period of time 


` (for one who has lived through it), the financial 


disclosure environment has changed radically 
in the interim. .“Notes to Financial Statements” 
were practically non-existent then, and the state- 


' ments were capsulized; today the notes usually . 


take up many more pages than the expanded 
statements themselves, and, in addition, we have 
required supplementary financial data. Sparked 
by the SEC’s Regulation S-X, the accounting pro- 
fession's standard-setting . bodies gradually 
accelerated. the disclosure explosion as they 
came to recognize the inability of statement cap- 
tions and summarized numbers to tell the story 
which investors needed. 

As this developed, businesses grew and diversi- 
fied their operations, lines, and locales; they 
adjusted, sometimes reluctantly, to the need for 
more ànd more disclosure. They soon found that 
investors, (and analysts) were made happier 
thereby, and that the diversity and complexity of 
their operations often made the disclosures 
sterile, from a competitor's standpoint. 

But then it happened. The early 1960s saw the 
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rise of the multi-product, multi-national, and 
conglomerate companies. Financial analysts: 
were frequently stumped as they tried to un- 


scramble numbers that often offset each other . 


(usually the announced intention of a conglom- 
erate, in an effort to overcome varied cyclical : 
trends). They pressured the APB into issuing 
Statement No. 2 (not an Opinion, hence not 
obligatory), Disclosure of Supplementary Finan- 
cial Information by Diversified Companies 
(1967), recommending product line reporting. As 
was to be expected, only when the SEC required 
such reporting (1969) did it come into vogue. ` 
Now, of course, the FASB has made it manda- 
torv with FASB Statement No. 14, Financial 
Reporting for Segments of a Business Enterprise 
(1976). ) 

Enough of history, which is not what this book 
is about. The research study reported upon here 
was the natural outgrowth of the aforementioned 
development of product line reporting (although 
it is not so specifically stated). The Financial 
Executives Institute's Research Foundation 
authorized and funded it in response, no doubt, 
to its membership’s concern over the possible 
future impact of the ever-increasing disclosure 
requirements set by the powers-that-be—mainly 
the FASB and the SEC, and to some extent the 
FTC. In recent years, the FEI, as the spokesman 
for corporate finance, has taken an aggressive 
and positive approach toward the need to im- 
prove reporting, for which it should ve com- 
mended. 

This is the first research Бе шо the costs 
versus benefits of financial disclosure related to 
“competitive disadvantage,” во the researchers 
(Ernst & Ernst partners and members of their 
staff) had to start from scratch. Practically no 
literature or other hard data were available. 
That they could produce something meaningful 
—aad it is that—about so abstract and elusive 
a concept in two and a half years (not con- 
tinuous) of frustrating effort, is a momentous 
achievement. As a starting point for future 
résearch in this area (and related accounting 


` Studies of a behavioral nature), it will be in- 


valuable. The objectivity of the principal 
researcher, Bob Mautz, is known to me 
personally, and I would not conceive of ques- 
tioning the scholarship of the project. Although 
Iam not enamored of behavioral approaches to 
accounting research, I wonder whether the aid of 
a behavioral scientist could have improved it or 
influenced it. Perhaps it is better for not having 
had that input. 

Questionnaires are customarily used in dealing 
with abstract or esoteric concepts, but the one 
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used for this research was no ordinary question- 
naire. Not only was it exhaustive, but pragmatic 
to the core. Specific cases of disclosure or non- 
disclosure were presented (in addition to a wide 
variety of areas of interest to users), no 'doubt 
gleaned from their firm’s vast experience. The 
respondents were asked to express views on each 
item concerning the costs involved (not just 
monetary, but particularly competitive dis- 
advantage, negotiating disadvantage, and harm 
to the company and/or its present stockholders) 
versus the benefits (help to present or prospec- 
tive investors) from the standpoints of both 
' management and investor. The questionnaire 
was so complete (21 pages) that it is a wonder 
that 479 corporate executives and 147 financial 
analysts took the time to respond. 

In addition, three seminars of from 15 to 25 
corporate executives, financial analysts, aca- 
demics, and representatives of regulatory 

' organizations focused on five challenging cases 
designed to buttress and embroider the results 
of the questionnaire. It would be interesting to 
hear the tapes of those three-hour sessions. 

The conclusions are set forth early in the book 
—a "Summary of Findings” and "Recommenda- 
tions for Those Who Establish Financial Ac- 
counting Standards"—the latter being the basic 
Objective of the study. But the more interesting 
parts are the discussions on contrasting views of 
financial disclosure, the. nature of competition, 

. financial disclosure and securities trading, the 
seminars, and particularly some misconceptions 
about financial disclosure. Some prevalent 
myths are explored and exploded: does business 
abbor financial disclosure? do financial analysts 
want every additional disclosure regardless of 
the impact on the economy or the company? Get 
the book and see what this unusual study has 
revealed. The responses to the questionnaire 
alone will keep you fascinated. 

This is "must" reading for all those interested 
in financial disclosure and standard setting. The 
consequences of standard setting are presently 
uppermost in the minds of standard setters, ac- 
countants, and all businessmen. Speaking before 
the AAA Convention in August, Oscar S. 
Gellein, member of the FASB, said in his address 
entitled, “Neutrality Has Consequences”: 
“Standard setters should be concerned about the 
impacts of their standards. They should be con- 
cerned before pronouncing as well as after. They 
manifest their concern principally by pronounc- 
: ing standards that apply evenhandedly to 

companies across industries. Evenhanded treat- 

„ment builds on objectives and concepts that 

continually search for real differences in risk 
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and return, treats them’ differently, and avoids 
creating the appearance of difference where 
there is none .... But neither the standard 
setter nor those interested in the process should 
get carried away with the prospects of ascertain- 
ing in a conclusive way the consequences that 
ensue, let alone foreseeing the consequences that 
may occur. I would hope we could keep expecta- 
tions within reasonable bounds to avoid bringing 
the standard-setting process to a screeching 
halt." 

For those interested in the behavioral aspects 
of accounting research, much can be gained 
from a study of the queavonanirs design and 
related methodology. 

PHILIP L. DErLIESE 
Professor 
Columbia University 


Levis D. McCuLLers and RICHARD G. 
SCHROEDER, Accounting Theory: Text 
and Readings (New York: John Wiley & 
Sons, 1978, pp. 577, $16.95). 


A recent addition to the financial accounting 
theory texts is a book that contains 14 chapters, 
each of which is divided into three parts. A des- 
cription of the topic under consideration is 
followed by two or three authoritative committee 
reports or articles from accounting periodicals 
and then ten to 15 questions. 

The authors indicate in the preface that "the 
objective of this book is to provide the student a 
framework within which to operate by discussing 
various financial accounting topics and expand- 
ing upon those topics by including readings 
directly connected with each of the chapters." 
They also indicate that the book “may be used in 
several alternate ways: (1)... by itself in a 
course which is descriptive of existing accounting 
theory while critically examining alternatives, (2) 

. . In a course designed to explore accounting 
theory in depth. To be used with the Commerce 
Clearing House Accounting Principles—Current 
Edition. (3)...In a normative accounting 
theory course in which the text is supplemented 
with the discussion memoranda which preceded 
the issuance of APB Opinions and FASB State- 
ments. (4) . . . In a course designed to evaluate 
the conclusions reached by the APB and FASB 
through the use of the research articles contained 
at the end of each chapter and the supplemental 
readings.” 

Most of the chapters are devoted to the 
authoritative pronouncements of financial ac- 
counting theory; however, several chapters in- 
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clüde topics of-a theoretical nature. Chapter 1 
includes the- history of GAAP from the Com- 
mittee on Accounting Procedure to the FASB 


and the role of the SEC. This is followed by a | 


section on research methodology and includes 
seven approaches. Chapter 2, Income Concepts, 
is concerned with the theoretical income con- 


cepts and not with the official: pronouncements. ` 
Income recognition, ‘measurement, realization, 


and the matching principle are followed by a dis- 
cussion of income recipients. Chapters 3 and 4, 
Financial Statements, include such topics as 
earnings per share, disposal of a segment, ac- 
counting changes, interim financial statements, 
and development stage enterprises. Chapters 4 
through 7 complete the asset side of the balance 
sheet, with working capital, long term assets, and 
inyestments and intangibles. The authors then 
selected the specific topics of income tax alloca- 
tion for Chapter.8 and leases and. pensioris for 
Chapter 9. In Chapter 10, the balance sheet 
classifications are revisited, and long-term liabili- 


ties are followed in Chapter. 11 with a discussion ` 


of equities. The last three chapters include 
general purchasing power and current value, 
accounting for multiple entities, and financial 
reporting and disclosure requirements. 


` For each topic, the authors have described the . 


authoritative pronouncements and brought out 


` the theoretical concepts. This is accomplished in 


14 pages, on the average, for each. chapter. 
Chapter 1 requires 22 pages to give the history of 
GAAP and to discuss research methodology. 
Chapter 6 includes eight pages.on long-term 
assets, including the SEC replacement cost 
requirements and a discussion of depreciation 
methods. While the selected readings supple- 
ment the brief coverage, this reviewer believes 
that senior and graduate level work require more 


‘depth. Most of the articles include footnote 


references to other articles, and students could 
expand their work by additional readings. A 
feature that would have improved the usefulness 


‘of this book at the level suggested would be the. 
inclusion of an extensive bibliography at the end 


of each chapter. 

: The questions at the end of each chapter are 
primarily multiple choice. While credit is пої 
given for these questions; there is a general credit 


in the front of the book for “material from the ` 


Uniform CPA Examination. and unofficial 
answers . . ." that would imply the source of the 
questions. Problems and cases are not included 
in this text, and an instructor would need to 


supplement most topics with material in greater. 
th. А 
It is difficult to find a text for financial ac- · 
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counting that is up to date. This text is, and as an 
example, the authors discüss prior period adjust- 
ments and explain the changes in APB No. 9 that 
resulted from the issuance of FASB Statement 
No. 16. All of the significant material for.a finan- 
cial accoünting theory course has been taken 
from the most recent authoritative pronounce- 
ments. 

This téxt could be adopted for a one-semester 
course if the instructor supplements it with prob- 
lem and case materials. 

Rosert D. NEUBIG 
Professor of Accounting 
Western Michigan бшен. 


koi OF А COMMITTEE CHAIRED By J. E. 
MEADE, The Structure and Reform of 
‘Direct Taxation (London: Свое Allen 
& Unwin, 1978; pp. ХУП; 533). 


Tax reform tends to have a negative connota- 
tion. Too frequently the words are used to mean 
some type of simplified objective that the user 
of the term has in mind, neglecting all other 
effects that the measure might cause. In New 
York State, for example, the expression “tax 
reform” has been used to mean “soak the rich” 
without considering the fact that the low tax state 
of Connecticut is one step away. At the Federal 
level, grades have been awarded to legislators 
based ‘on their votes for tax reform, where tax 
reform is defined in terms of whether the result 


increases or decreases the taxes of the poor 


people and rich people. An increase in the . 
capital gains tax is defined to be a reform. The 
use of the term "tax reform" in these contexts 
gives it a bad name. . 

From England has come a book that succeeds 
in giving new meaning to the goal of tax reform. 
While restricted to the types of direct taxation 
(an income tax (or the equivalent) of individuals 
and corporations and capital gains tax), this 
book is “must” reading for anyone interested in 
tax policy. Well written, it is less interested in 
presenting conclusions than in presenting analy- 
sis aud defining the promises oa which Ше con: 
clusions are based. 


. The book is the report of a committee chaired 


by Professor J. E. Meade. Professor Meade 


‘received the Nobel Prize for Economics in 1977, 


and nothing in ће. book casts doubt on his 
worthiness. Consider the following srateinent by 
the Chairman (p. XV: : 
“Our economy “has become too stagnant; restora- 
tion of standards of living and many -desirable 
increases in economic welfare depend upon 
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higher productivity. At the same time a modern 
humane society demands that effective action 
should be taken to prevent poverty and to remove 
unacceptable inequalities of opportunity, wealth 
and privilege. There may be.some degree of in- 
evitable conflict between these two objectives of 
“efficiency” and “equality.” But the clash can be 
minimized by an appropriate choice of social, 
political and economic policies and institutions; 
and the structure of the tax system is one impor- 
tant element in the outcome.” 


Both the far right and far left will find much in 
this book to which to object. But everyone will 
find challenging thoughts. While written with the 
objective of reforming England’s tax structure, it 
is equally appropriate for the United States. 
While the committee was chaired by a noted 
economist, the committee included experienced 
practitioners in tax law and accounting. 

Of special interest to accounting professors 
are the definitions of income (pp. 31-32). Ex- 
panding on Hicks’ famous definition, the report 
offers an alternative definition that deserves to 
be incorporated into the accounting literature. 
An individual's income may be defined (p. 31) “as 
the amount which he could consume in any one 
year and yet be left with the resources and ex- 
pectations at the end of that year which would 
enable him to maintain that same level of con- 
sumption indefinitely in the future." This defini- 
tion is equally as important as that of Hicks. 

The major thrust of the book is to question the 
use of income and capital gains as the primary 
basis of direct taxation. Instead of income, it is 
suggested that expenditures be taxed and that the 
tax on expenditures be progressive. There would 
be tax relief for savings with the objective being 
to stimulate real investment. Consumption, not 
income, would be taxed. 

Social objectives would be attained by placing 
a floor on minimum payments to individuals and 
by a progressive tax on inherifed wealth or gifts 
(to achieve a wider dispersion of property owner- 
ship). 

This committee differs from the conclusions 
of the Carter Commission (the Canadian tax 
report published in 1966) in that it recommends 
indexing for inflation. Adjustment for inflation is 
essential unless (p. 127) "we are ready to accept 
inflation as an extremely powerful but inefficient 
and unjust revenue raiser." . 

One of the more important changes in cor- 
porate taxation would be to allow the immediate 
expensing of purchases of capital equipment. 
This change would be accompanied by discon- 
tinuing the deduction of interest payments from 
the calculation of the taxable amount (tax base). 


The Accounting Review, April 1979 


While the set of recommendations might 
sound revolutionary and likely to lead to an up- 
heaval, it should be recognized that the com- 
mittee also makes suggestions for implementa- 
tion. The changes would be implemented 
gradually through time as the economy learned 
to live with the new rules. ' 

A large percentage of the book is essentially 
a primer on public finance. All of Chapter 2 is 
devoted to defining and explaining the character- 
istics of a good tax structure, and throughout 
the book are scattered lessons in public finance. 

This book deserves a wide exposure in the 
United States. It would be nice if the Ford 
Foundation were to send a copy to each Senator 
and Representative. Completely unhampered by 
the narrow, short-sighted focus of most tax 
reform publications, this book opens the door to 
the possibility of true tax reform. Tax reform 
conceivably would benefit not just one "class" of 
Society but rather would benefit all members of 
society. ) 

Too frequently, tax reformers make calcula- 
tions as to the effect of a change on the after-tax 
income of a specific type of income recipient. 
This study takes us beyond such calculation to 
the basic questions as to what should be the 
objective of the taxation, and makes us ask our- 
selves whether the present law or the laws pro- 
posed by the present Administration lead to 
these objectives. 

President Carter has called the tax laws of the 
United States a disgrace. Before he recommends 
further modifications under the banner of tax 
reform, it is strongly recommended that he read 
this book. The modifications resulting from such 
a reading will be different than the Administra- 
tion's most recent tax reform proposals. 

HAROLD BIERMAN, JR. 

The Nicholas Н. Noyes: 

Professor of Business Administration 
Cornell University 


EpwARD E. MILAM and D. Larry CRUMB- 
LEY, Estate Planning After the 1976 Tax 
Reform Act (New York: AMACOM, A 
Division of American Management 
Association, 1978, pp. vi, 230, $14.95). 


Directed at the layman with sufficient wealth 


, to have an interest in estate planning, this book 


makes a serious attempt to explain in narrative 
form those provisions of the Internal Revenue 
Code dealing with or affecting estate planning. 
The authors deal with an extremely difficult 
subject as effectively as can be expected, con- 
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sidering the complexities of the Internal Revenue 
Code and the Regulations that deal with trusts 
and estates. 

One result could well be that a reader will 
determine that this is indeed a complicated 
subject and turn to professionals for assistance 
in estate planning. The book, in fact, recom- 
mends an estate planning team and encourages 
the person with assets to evaluate his or her 
estate plan and seek out competent profes- 
sionals, to include an attorney, a certified public 


' accountant, & trust officer, and a life insurance 


underwriter. · 

In some instances language from the regula- 
tions is used which is probably unfamiliar to the 
reader. A glossary of terms could be of assistance 
to a reader making a serious effort to read and 
comprehend the entirety of the book. Such terms 
as interpolated terminal reserve, depreciation 
recapture, and naked life estate may not be in the 
non-professional’s vocabulary. In most instances 
the authors have attempted to explain terms used 
in the Internal Revenue Code that would be 
unfamiliar to their readers. The authors state in 
several chapters that the federal estate tax laws 
are quite complicated. Sentences appear that 
will confuse; for example, in discussing the 
marital deduction in community property states, 
the following sentence appears: “First, a com- 
munity-property adjustment under Section 
2056(c)(1)(c) reduces this figure by the ‘excess 
of the community property’ [a figure defined in 
Section 2056(c)(2)(B)] that must be deducted 
from 50 percent of the adjusted gross estate, 
after deducting the excess of the total expenses 
under Sections 2053 and 2054 over the actual 
Sections 2053 and 2054 deductions under the rule 
applicable to 50 percent of the adjusted gross 
income in separate community-property states.” 

They immediately give an example of the 
above and set out a schedule for a calculation. 
However, they may have already lost their 
reader. Indeed, much of the book is concerned 
with stating a rule from a Code Section and then 
attempting to explain, with use of examples, the 
Code Section’s meaning. It seems doubtful that 
a lay reader would be interested in the Code 
Sections or their language except in footnote 
form for reference. 

For an accountant who feels his or her educa- 
tion in estate planning is lacking, this book might 
well answer a need for a comprehensive, yet 
basically readable handbook of the many possi- 
bilities in estate planning. 

But tax laws change and this book deals with 
the Tax Reform Act of 1976. Congress at this 
time is considering either a postponement of the 
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effects of parts of the Act or new laws in place 
of some of the provisions of the Act, specifically 
in the area of the tax basis to beneficiaries. 
Despite minor problems caused by the com- 

plexities of the subject matter, the book can be 
recommended to those interested in learning in 
more detail about the involved Code Sections 
that affect estate planning. The likely readers will 
be lawyers and accountants who will find it 
necessary to supplement their reading with up- 
to-date material that points out changes since 
the publication of this book. 

E. Lou Curry 

Associate Professor 

of Tax Accounting 

University of Texas at San Antonio 


The Multinational Corporation: Accounting 
and Social Implications (Urbana, Ill.: 
Center for International Education and 
Research in Accounting, Department of 
Accountancy, University of Illinois, 1977, 
pp. 234, $6.00). 


The 13 papers in this ТА were presented at 
the International Seminar sponsored by the 
Center for International Education and Research 
in Accounting, University of Illinois, in March, 
1977. In his keynote address paper, Hans B. 
Thorelli emphasizes that multinational corpora- 
tions (MNCs) and less developed countries 
(LDCs) can best serve their mutual interests by 
forming a partnership based on respect and trust. 
He suggests that MNCs should voluntarily 
establish audits of managerial performance to be 
conducted either internally or by outside con- 
sulrants. This type of audit, according to 
Thorelli, presents three exciting challenges to the 
accounting profession. First, economic per- 
formance practices must be standardized inter- 
nationally. Second, quantitative and qualitative 
measures need to'be developed and imple- 
mented. Finally, a new type of management 
information system should be designed to help 
answer relevant questions. 

Borrowing from William Shakespeare’s “The 
Seven Ages of Man,” Athol S. Carrington intro- 
duced his “Accounting Standards and the Profes- 
sion—Seven Ages of Development.” Presented 
in a light manner, his seven ages of develop- 
ment—imnocence, improvisation, uniformity, 
inflation, intervention, integration, and innova- 
tion—are thought-provoking, especially in terms 
of Thorelli's challenges to accounting. 

Four papers concentrate on an LDC. L. LeVan 
Hall discusses the home-country influences that 
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MNCs based in developed countries carry into 
LDCs. After citing problems in Tanzania, he 
recommends that the host country evaluate the 
benefits and costs of each MNC operating within 
its borders. In addition, he believes the host 
country should design a control system to ensure 


that anticipated benefits are achieved and 


expected costs are not exceeded. 

In 1972, Nigeria began the process of transfer- 
ring partial or complete ownership of business 
firms operating within its borders from foreigners 
to Nigerians. Afolabi Soyode discusses this policy 
and the accounting data that are used to deter- 
mine the prices of stock sales to Nigerians. Yah 
Mireku-Mensah presents an informative back- 
ground of “Accounting Aspects of Economic 


_ Development in Ghana.” Under a similar title, 


Naim H. Dahmash discussed “Accounting 


Aspects of Economic Development Planning in’ 


Jordan.” 

. Empirical data relating to risk and the MNC 
are analyzed in two papers. William R. Folks, 
Jr., Thomas G. Evans, and Michael Jilling report 
the results of a questionnaire completed by 107 
U.S.-based MNCs regarding management of 
their foreign exchange risk. Among the topics 
explored are: objectives of corporate exchange 
risk management policies, techniques used to 
achieve these objectives, and the extent these 
techniques are influenced by conditions in the 
host country. To look at risk in a broader sense, 
Haim Falk and Vihang R. Errunza gathered data 
from 160 corporations. Using 13 accounting 
ratios, the authors compare relative risk posi- 
tions and earning performance of MNCs with 
similarly situated domestic corporations. 

"Financial reporting problems encountered in 
international business by MNCs are discussed in 
three papers. From the perspective of a U.S.- 
based accounting firm, William R. Mette, Jr., 
presents an overview of financial reporting 
differences around the world and the role of the 
International Accounting Standards Committee. 
His appendix contains annual reports for 
companies based in Australia, Denmark, France, 
and the United Kingdom. From the perspective 
of a German-based accounting firm, Wolfgang 
Lück reports on the problems faced by German 
MNCS that prepare consolidated financial state- 
ments. In his paper, "International Accounting 
Practice and the Reporting of Price-Level 
Changes, ” Peter E. M. Standish reviews account- 
ing responses to inflation and price-level 
changes. 

International corporate bribery is the theme 
of two papers. David F. Linowes rejects the 


' argument that bribery is necessary to do business 
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abroad. Strong emotional feelings against 
business deceit and dishonesty flow from his 
paper. . 

In contrast, Lee H. Radebaugh approaches 
corporate bribery of foreign officials by examin- 
ing how and why such activities occur and 
reactions to disclosure by U. S. government 
agencies and accountants. His conclusions are 
in agreement with those of Linowes—top 
management should consciously establish a 
corporate climate emphasizing honesty. ` 

International business and accounting re- 
searchers, educators, and students will find 
much useful information in this volume. Some 
may be disappointed by the lack of empirical 
papers and rigorous research techniques. How- 
ever, excellent backgroünd information with 
interesting observations and analyses provide 
considerable material and ideas for further 


research. 

ЈАМЕ O. BURNS 

Assistant Professor of dudas 
Indiana University 


ROBERT G. MURDICK, THOMAS C. FULLER, 
JoeL E. Ross, and FRANK J. WINNER- 
MARE, Accounting Information Systems 
(Englewood Cliffs, New Jersey: Prentice- 
Hall Inc., 1978, pp. ix, 499, $13.95). 


Writing an introductory text in an area as ill- 
defined as accounting information systems (AIS) 
presents the author with numerous challenges: 
what topics should be included? in what order 
should they be presented? what is the proper 
depth of coverage? should the focus be technical, 
behavioral, or orgarizational? The authors have 
"attempted to present good basic coverage of a 
new subject of vital importance to future prac- 
ticing accountants" (p. ix). 

The book's 14 chapters are grouped into five 
parts. Part I (2 chapters) sketches the variety of 
management's information needs and discusses 
the accountant's role in the organization's in- 
formation and decision systems. 

Part П (3 chapters) introduces the basic ac- 
counting and operating systems in the firm. For 
most systems, the description is limited to a 
summary flowchart. The exception is accounts 
receivable, for which a detailed description of a 
particular software package is provided. For the 
student with no EDP background, this descrip- 
tion will be difficuit to follow, as it includes 
computer hardware and file concepts as well as 


standard system flowcharting symbols not рге- ` 
viously introduced in the text. The space could 
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have been better used to provide more thorough 
descriptions of-all systems and to describe the 
role played by each. Part II also includes a good 
introductory chapter on internal control and a 
chapter on the reports produced by the AIS. This 
latter chapter would be stronger if it more clearly 
delineated how and why these reports are gen- 
erated, and by which subsystems of the AIS. 

The third part of the book (2 chapters) pro- 
vides a broad overview of the problem finding 
and problem solving processes. A great deal of 
material is introduced in a very interesting dis- 
cussion of this area. The section concludes with 
8 brief look at the impact of the AIS on some key 
corporate decisions. 

Part IV (5 chapters) provides a glimpse of 
some aspects of the system development and 
implementation processes. The major steps in 
the development process are described briefly. 
One chapter describes a number of tools and 
techniques useful for systems analysis and 
design. The discussion in this chapter focuses on 
the mechanics of each technique, but there is 
little integrating material to explain why the 
techniques are useful or how they fit together i in 
the overall design process. The remaining chap- 
ters focus on forms design and control (less of 
the. former, more of the latter), and the hard- 
ware, software, and database components of the 
AIS. Coverage of each of these areas is brief, and 
centers more on what than on why. 


The final part of the book (two chapters) intro- 


duces the topics of maintaining, controlling, 
evaluating, and auditing AIS. 

Throughout the book, there are numerous 
charts and illustrations to supplement the text. 
In addition, each chapter is followed by a short 
bibliography and by a list of discussion questions 
and problems. As most topics are given only a 
brief, introductory treatment in the text, longer 
bibliographies which could lead the interested 
student to a more thorough coverage of the topic 


would be desirable and would add to the useful- 


ness of the book as an introduction to AIS. 

' In conclusion, the breadth’of topics covered 
provides a more than adequate view of the scope 
of the subject. However, few topics are dis- 
cussed in enough detail to provide the interested 
student with a clear understanding of how that 
topic fits into the broader picture of AIS. The 
authors state that this book “is an accounting 
text which is designed for the accountant in a 
completely different role from that of the past” 
(p. ix). There are, however, four new roles 
which the accountant might play: a designer of 


computer-based information systems, a user of. 


computer-based information systems, a.manager 
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of the development and operation of computer- 
based information systems, or an auditor of 
computer-based information systems. The 
authors never clarify which of these roles tbey 
are concerned with, and the material they pre- 
sent attempts to address all four. Unfortunately, . 
a single, 500-page text book cannot provide an 
adequate introduction to the topics relevant to 
each of these roles. 

MICHAEL J. GINZBERG 

Assistant Professor of Business 
Columbia University 


‘ALAN L. PATZ and ALAN J. RowE, Manage- 


ment Control and Decision Systems 
(Santa Barbara: John Wiley & Sons, Inc., 
1977, pp. xii, 453, $13.95). 


This.book of text, readings, and cases is a 
broadly based examination of the motivational, 
technical, and political aspects of management 
decision systems. The authors adopt an integra- 
tive, socio-technical approach to exploring the 
question of how managers can exercise control 
and make decisions to achieve organizational 
objectives. 

As a text, this book probably will be most 
appropriate for management, organizational 
behavior, or behaviorally oriented decision 
Science courses. However, the book also could 
be used as a supplement in an advanced mana- 
gerial accounting or conceptual information 
systems course where some emphasis is placed 
on the behavioral and organizational dimensions 
of management decision and control systems. 
Outside the classroom, the book constitutes a 
nicely organized collection of readings for those 
with research interests in this area. 

The book is organized into five chapters. Each 
chapter is introduced with a brief discussion of 
key concepts which serves as a framework for 
the three readings and one case which follow. 
The readings are preceded by a brief synopsis, 
and discussion questions are provided for the 
readings and the cases. 

The underlying theme of the book is that the 
complexity of interactions between human 
behavior and control decisions in the technical, 
socio-technical, and social organizational 
settings necessitates an integrative approach to 
management decision systems. This systems ap- 
proach “considers management decision making 
as part of a social process in which human 
behavior interacts with an organization’s in- 
formation and technical procedures, as well as 
the economic and political realities that exist in 
the organization.” 
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This theme is further developed by the intro- 
duction of the concepts of Dynamic Strategies, 
Adaptive Controls, and Goal Effectiveness as a 


foundation for more effective management : 


decision systems. Three chapters are concerned 

-with the motivational, technical, and political 
bases for behavioral and control decisions, 
respectively. The authors’ decision systems ap- 
proach undertakes to integrate these three inter- 
related dimensions of management decision 
making. 

Approximately two-thirds. of the book is 
'devoted to the readings. The 15 selections are 
' taken primarily from the management, decision 

science, and organizational behavior literature. 
The oldest paper originally appeared in 1967, 
but most of the papers are dated in the mid 
1970s. 

The readings are well chosen in relation to one 
another and to chapter objectives. Most of the 
readings present empirical research findings 
related to chapter topics. The reported research 

_ studies are quite diverse in level of sophistication 
and methodology. As a result, selected papers 
could be used at different levels for readers with 
varying backgrounds and interests. 

The authors’ comments introducing each 
chapter are quite brief (52 pages total). The 
comments are terse and are effective in creating 
a conceptual framework for the readings. How- 
ever, the reader with limited exposure to the 
literature and vocabulary of the area may require 

'some supplement or assistance to fully appre- 
ciate the authors' implications. 

The five cases vary in length from six to 29 
pages. The organizational contexts depicted in 

' the cases are quite diverse, including a bospital 
and a university as well as corporate enterprises. 
Most of the cases include rather rich background 
information as a basis for discussing systems- 
wide issues and alternatives. The strategy of 
using this type of case appears to be well suited 
to the objectives of the book. 

In conclusion, this book primarily is a well- 
conceived, well-organized collection of readings 
related to the behavioral and organizational 
aspects of management decision making. The 
text portion of the book is effective, but may be 
excessively terse to function as a complete text- 

` book, depending upon the level and objective of 

the course. The book may be particularly 
valuable as a supplementary readings text and as 

8 resource book outside of the classroom. 

James B. THIES ' 
Associate Professor of Accounting 
and Management Information Systems 
The Pennsylvania State University 
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WILLIAM W. PYLE, Jonn ARCH WHITE, and 
Kermit D. Larson, Fundamental Ac- 
counting Principles, Eighth Edition 
(Homewood, Illinois: К. D. Irwin Pub- 
lishing Company, 1318, pp. XVI, 946, 
$14.95). 


This edition, as with previous editions, is 
designed for a one-year course in financial and 
managerial accounting at the undergraduate 
level. However, along with the addition of 
Kermit Larson as a.co-author, have come a 
number of significant changes which have greatly 
improved the text's pedagogical effectiveness. 

The stated objective is to serve "the educa- 
tional needs of both students who will make ac- 
countancy their career and those who will use 
accounting information in other areas of 
specialty or in personal affairs" (p. VII). To ful- 
fill this objective, the general emphasis of the 
text is three-fold, consisting of: (1) a description 
of fundamental concepts and principles under-. 
lying accounting information; (2) an explanation 
of how accounting data are accumulated; and, 
(3) an integration of the effective use of such 
data. 

The topical outline has eight major parts. Part 
I (Chapter 1) has changed from the previous 
edition; all material on accounting principles 
(formerly in Chapter 14) has been incorporated 
into this chapter. Part II (Chapter 2-6) has not 
changed materially, placing the major emphasis 
on the basic accounting cycle for service and 
merchandising businesses. Parts III (Chapters 
7-11) and IV (Chapters 12-14) present a basic 
treatment of the. balance sheet accounts. Al- 
though the content is similar to the previous 
editions, the rearrangement of topical coverage 
represents a more understandable logical flow 
for discussion purposes. Part V (Chapters 15-17) 
presents the traditional coverage of the cor- 
porate form of organization, again with some 
minor rearrangement of topics discussed, Part 
VI (Chapters 18-20) contains the chapters on the 
statement of changes in financial position (Chap- 
ter 18) and analysis of financial statements 


- (Chapter 19), which are similar to the Seventh 


Edition. However, Chapter 20 is entirely new 
material on price-level changes and represents a 
substantial positive change. Parts VII (Chapters 
21-23) and VIII (Chapters 24-28) are specifically 
related to managerial accounting. Flexible bud- 
geting has been added (Chapter 26), and the 
previous coverage.of fixed budgets has been 
revised to emphasize the preparation of master 
budgets for several sequential periods. 

A basic accounting text cannot be rated very 
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high unless it contains excellent homework and 
demonstration problems to reinforce its major 
points. The authors have done an admirable job 
in providing an adequate quantity of well- 
coordinated material for each chapter. To assist 
the student, each chapter is begun with a set of 
measurable objectives designed to focus atten- 
tion on important topics and upon expected 
student performance. A glossary of important 
terms has also been added at the end of each 
chapter, as well as an excellent set of questions, 
exercises, regular problems, alternate problems, 
and decision problems. All of the problems-have 
been rewritten. 

Evaluation of a text should also include a re- 
view of supplementary support materials ac- 
companying the text. Materials in this area are 


' even more extensive than for the previous edi- 


tion. A workbook of study guides, two booklets 
of working papers, three practice sets, and a list 
of check figures are available to students. In- 
structors may obtain a series of ten achievement 
tests, which includes two final examinations, a 
booklet of supplementary test questions and 
short-answer problems, and transparency solu- 
tions to each problem in the text, plus 35 addi- 
tional teaching transparencies to be used as aids 
in classroom presentations. 

The conclusion that can be drawn is that the 
book primarily is aimed at the segment of the 
textbook market which prefers the use of a single 
textbook for a traditional two-course principles 
sequence emphasizing financial accounting, but 
still providing adequate coverage (eight chap- 
ters out of 28) of managerial topics. All of the 
material has been updated where appropriate, 
including incorporation of the most recent pro- 
nouncements of authoritative bodies such as 
the Financial Accounting Standards Board, 
Securities and Exchange Commission, and 
Internal Revenue Service. The new edition is 
approximately 100 pages longer, largely because 
of the inclusion of accounting for price-level 
changes and flexible budgeting. Some of the 
more procedural subjects have been condensed. 
Overall, the authors have done a creditable job 
of achieving the stated objective of the text. 
Adopters should be highly pleased if the text is 
used for.a course which fits the traditional mold. 

RONALD R. BOTTIN 
Associate Professor of Accounting 
University of Wisconsin-La Crosse 


WiLLIAM L. RABY, The Income Tax and 
Business Decisions: An Introductory Tax 
Text, Fourth Edition (Englewood Cliffs, 
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New Jersey: Prentice-Hall, Inc., 1978, 
pp. 525, $16.95). 


The book emphasizes the tax impact on the 
decision-making process. As such, it has much 
practicality in an MBA course for acquainting 
the student with an important criterion in any 
business decision. 

The underlying philosophy is to convey a 
meaningful understanding of taxes rather than to 
present a repository of tax rules. In explaining 
today’s tax laws, Raby discusses the historical 
origins of many tax provisions, emphasizing the 
social, economic, and political influences. 
Another technique employed is to compare and 
contrast financial accounting rules with tax ac- 
counting rules, including installment sales, 
depreciation, leases, investment tax credit, and 
the LIFO method of valuing inventory. Before 
getting involved in the substantive subject areas, 
the author introduces the basic characteristics of 
each type of taxpayer, explaining the tax planning 
opportunities unique to each. In the delineation 
of the various taxpayers, the major tax forms 


' used by these taxpayers, and the consequent 


tax differences are compared and contrasted. 
After introducing the various tax entities, 
many of the more important substantive areas 


. which affect business decisions are presented. 


The importance of the tax laws for such decisions 
as dividends, pricing, business form, capital 
budgeting, and replace-or-repair are developed. 
The effect of the tax rules on these decisions is 
demonstrated in the context of hypothetical 
cases which simulate the "real world." In many 
cases, cash flow is emphasized. 

The book is organized so that related rules 
associated with a particular kind of a decision are 
dealt with in a logical sequence. For example, 
depreciation recapture is discussed along with 
depreciation. The depreciation method impacts 
both on the cash flow of a business and on the 
subsequent disposition of the asset. The inter- . 
twining of the minimum and maximum tax is 
developed to indicate the relationship between 
these two provisions of the Internal Revenue 
Code. In a separate chapter, the effect of the tax 
laws on the investor is pointed out by analyzing 
the tax strategies peculiar to each type of invest- 
ment. In the final portion concentrating on tax 
practice and policy, the author discusses such 
topics as handling an audit, tax fraud, tax 
research, and planning and tax reform. 

An interesting feature is the last section of 
each chapter entitled "Case Excerpts." The cases 
have been edited to avoid the entanglement 
inherent in interpreting judicial prose. The "Case 
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Excerpts” indicates to students that much of 
what is referred to as the “tax laws” emanates 
from the judicial arena. In addition, it provides 
a “beginner’s lesson” on the intrepretation of the 
case material. 

In summary, this book focuses on the federal 
income tax as a component in the decision- 
making process. It is easy to comprehend, 
making it an excellent selection for a general 
course in taxation. à 

Puri К. FINK 
Assistant Professor of Accounting 
University of Toledo 


DoNALD M. ROBERTS, Statistical Auditing 
(New York: American Institute of Certi- 
fied Public Accountants, 1978, pp. xii, 
274). 


The origin of this book is unique. It is authored 
by a professional statistician who has had con- 
siderable consulting experience in audit samp- 
ling. It has been reviewed at various stages of 
completion by about 25 professional auditors 
(members of the Statistical Sampling Sub- 
committee of the AICPA) who have had con- 
siderable experience in field application of audit 
sampling, and it is published by the national 
. organization of practicing certified public ac- 
countants. The first factor assures an awareness 
, Of specific auditing problems as well as technical 
statistical validity, while the second provides a 
practical validity often lacking in quantitative 
work in accounting. Finally, the third factor 
indicates the importance of the subject matter 
for current practice. 

The purpose of the book is to “help the auditor 
use statistical sampling in audit practice.” The 
“help” is primarily in the form of providing a 
rather specific basis for the application of 
statistical sampling techniques which have been 
successfully applied in practice. The approach 
is entirely consistent with existing professional 
standards expressed in section 320 and appen- 
dices 320A and 320B of Statement on Auditing 
Standards #1. The book provides a much-needed 
clarification and illustration of how the concepts 
expressed in auditing standards might be applied, 
along with specific statistical techniques which 
might be advantageously used. 

The book is not a primer in statistics nor is it 
a complete statement of how statistics might or 
should be applied by auditors. For example, it 
does not consider the statistical aspects of 
internal control system design evaluation, statis- 
tical analytical review, Bayesian methods, or 
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traditional methods not widely used in practice 
such as cluster and multistage sampling. It does, 
however, provide much practical guidance in 
selecting auditing techniques which have wide 
applicability and can be expected to control 
audit sampling risk et reasonable cost. 

The book can be divided into three basic parts. 
The first (Chapters 1, 2 and 3), reviews current 
auditing standards related to evidence and test- 
ing, and introduces basic statistical concepts 
which are relevant. The focus is on the appro- 
priate integration of auditing and statistics to 
yield effective and efficient auditing. Topics 
covered which have received little or no atten- 
tion in the previous AICPA literature and other 
books on audit sampling include: the risk of over- 
auditing, the risk of unwarranted reliance on 
internal control, nonsampling error, and the use 
of multiple audit tests. Furthermore, the positive 
and negative approaches to substantive tests of 
details which are implicit in section 320 are 
clarified. 

The second part af the book (Chapters 4, 5 and 
6) discusses various statistical techniques which 
have been successfully and widely applied in 
audit practice. Considerable attention is devoted 
to how the peculiar nature of accounting popula- 
tions and the nature of auditor decisions affects 
the application of well-known statistical proce- 
dures. The presentation of relevant techniques in- 
cludes the assumptions and rationale underlying 
each technique, the advantages and limitations of 
each under various situations, and relevant trade- 
offs. Audit planning and implementation deci- 
sions are shown as being based upon what the 
auditor expects to find in a given application. 
Specific consideration of appropriate alternatives 
when expectations are not met should be particu- 
larly helpful to practitioners. Also of value is the 
liberal insertion of practical guidelines as to what 
large (small), many ifew), high (low), ete., mean 
in terms of specific numbers in statistical auditing. 
Finally, references to underlying theoretical and 
empirical work in the accounting and statistical 
literature are provided for those wishing to extend 
their knowledge. 

Chapter 4 covers attribute methods, while 
Chapters 5 and 6 cover variables methods. Of 
particular interest in the variables chapters is 
attention to methods based on selection with 
probability proportional to size. For applications 
in which few errors are expected, the Stringer 
bound is discussed; and for applications ex- 
pected to yield meny errors, the probability- 
proportional-to-size ratio evaluation method is 
presented. - 
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The third -part ‘of the book concerns field 
application of the topics discussed jn the first 
two sections. Chapter 7 presents. “опе possible 


way to integrate statistical sampling into the . 


audit planning process.” The rather comprehen- 
sive integration js consistent with SAS #1. How- 
ever, many auditors may find other, perhaps less 
completely integrated methods to be moré 
appropriate, given the present state of knowl- 
edge. Chapter.8 presents a case study of accounts. 
receivables and sales to illustrate the integration 
of Chapter 7. : 

Chapter 9 presents descriptus of and sample 
output from the computer programs available to 
conduct the. procedures presented in Chapters 
4, 5 and 6, The programs can be obtained at 
nominal charge from the AICPA and might -be 
used by practicing CPAs as well ав by colleges 


and universities. The potential user is relieved of · 


the computational and/or programming deterent 


to the use of appropriate and efficient statistical - 


methods. Chapter 10 presents some policy con- 
siderations and quality control suggestions for 
field application of statistical sampling. Finally, 


. the seven appendices include a ràther compre- 


hensive glossary, formulas, tables, and some 
derivations. 


The-book has several excellent uses by practi- 


tioners, scholars in accounting and statistics, and 
students of accounting. For practitioners, it can 
serve as a guide to thinking about risk control 
and alternative means for achieving it, back- 
ground reading for training materials on sam- 
pling, and as a reference work for audit manuals. 


The programs can be used as a software package - 


or to supplement packages already in use. For 
scholars, the book can provide a concise intro- 
duction to the peculiar problems of accounting 
populations and audit decisions. Such an intro- 
duction can guide scholars in adapting and 
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G.D. Roy, Anatomy of Depreciation (Cal- 
-cutta; The World Press Private Limited, 
- 1977, pp. xii, 206, $10.00). 


This “exercise” on depreciation mainly follows 
the old tradition of ‘interpreting "what" is 
measured. The author ‘seeks to identify depre- 
ciation in a number of ways, while trying not to 
ignore the measurement aspects. At least a basis 
has been established through algebraic and other 
processes by which further research may be 
taken up by others. An attempt has been made to 
develop. the annuity formula for measuring 
‘periodical depreciation into a valuation formula, 
without impairing the utility of the traditional . 
formulas. The author also injects a “novel” idea 
of human depreciation in order to consider cur- 
rent labor costs as amortized capital expenditure 
so that the replacement of a machine by labor, 
and vice-versa, may be. Brought into con- 
sideration. 

The book opens with traditional methods of 
depreciation, by charging depreciation as an 
expense ‘to revenue. However, the process is 
found to yield simultaneously an equivalent fund 


. in case profit is. not inadequate. This inadvertent 
` appearance of a fund possibly could prompt ac- 


developing methods for solving statistical audit- >- 


ing problems. Finally, students.can use the book 
as an introduction to statistical auditing and as 


background for the current research literature in - 


audit sampling. The computer.programs can be 


readily used by students and are in niany ways: 


pedagogically superior to'the use of the software 
packages ‘available for educational use from 


‘audit firms. ^; е 
|: In summary, the Roberts book provides a 
significant addition to the literature i in statistical 
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countants to treat depreciation as a “provision.” 
As such, an attempt is made to reconcile “provi- : 
sion” with “expense,” and it is concluded that 
the former, if adopted as a method of deprecia- 
tion, might serve the purpose of both. Though 
depreciation essentially could be considered as 
an “expense,” it could be recognized as “diminu- 
tion of value.” The idea, however, should be. 
based on what may be the difference of two 
values. Since much controversy has been raised - 
in the past as to the nature of the said value, 
interpretations such as "diminution of life" and 
"recovéry of capital-outlay” are introduced. As’ 
such, depreciation rates are proposed to be 
studied under three categories: (1) allocation of 
cost resulting from expiration of cost, (2) re- 
covery of capital-outlay, and (3) revaluation. 
Although the three methods are accompanied by . 
yielding of funds, the special emphasis is ac- 
corded to the "recovery of capital-outlay." : 
The various conventional methods of allocat- 
ing expired deferred cost are discussed, and 
special emphasis is placed on the diminishing 
balance method aiming at equalizing the 
periodical cost of depreciation plus repairs and 
renewals, the latter being expected gradually to 
rise towards the later periods of the life of the 
asset. Roy claims, however, that that seems to be 
hardly possible because the value of r, which is 
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the rate of initial charge, depends, instead of on 
repairs and renewals, actually on n, the life of 
the asset, and on R, the rate of total deprecia- 
tion, in accordance with the following equation: 


2-9-2) 
r=|(1-— "1 —— |х 100 
00 


The measures of depreciation charges obtained 
under the method are decreasingly accelerated, 
and the said acceleration is not uniform. The 
author, therefore, suggests an alternative method 
of uniform acceleration. The alternative method 
deals with "capital-outlay" and links itself with 
the sinking-fund method and the annuity 
method, which are naturally related with the 
computation of interest. Algebraic formulas are 
established, in case of both the methods, in order 
to show the relation with the asset cost and to 
find out the measure of the depreciation charge 
of a given period. The idea of cost of capital is 
formulated with the annuity method and the 
computation of interest. The annuity method, 
also, fosters the growth of an asset valuation 
method. For internal investment of depreciation 
provisions, the “current cost method” cannot be 
a substitute for the “replacement cost method” 
by making any kind of manipulation of the 
investment. 

No attempt seems to have been made to assert 
anything abruptly at any given stage of the book. 
Yet no last word has been spoken regarding a 
final conclusion where depreciability is identified 
-as the unpredictability of the asset life. Such a 
conclusion, Roy claims, deprives “time-assets” 
such as leaseholds, intangibles, etc. of deprecia- 
bility and makes "use-assets" entitled to it only 


as a special.kind of amortization. Further con~ ` 


sideration mdy be given to' the problem, as 
opposed to a situation, in which “use” is itself a 
. function of “time.” The book provides an excel- 
lent basis for further rigorous research. 

Manesa C. JAIN 

Associate Professor of Accounting 
Howard University 


HAROLD F. RUSSELL, Foozles and Frauds 
' (Altamonte Springs, Florida: The Insti- 
tute of Internal Auditors, Inc., 1977, pp. 
xv, 249, $16.00). 


The result of a research project, the stated 
purposes of the book are five, but it is primarily 
oriented toward putting fraud into perspective 
for the internal auditor. The book draws on the 
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author's 40 years of internal audit experience as 
well as opinions and experiences contributed by 
more than 100 members of the Institute of 
Internal Auditors. 

The book includes 28 chapters organized into 
eight parts. Part 1 includes two chapters, the first 
representing an attempt to define and explain 
the interaction of foozles and frauds, and the 
second chapter identifying and elaborating on 
the objectives listed above. In explaining the 
book’s title, the author quotes a dictionary de- 
fining a foozle as “an awkward, unskillful act; a 
bungle,” and fraud as “intentional deception to 
cause- a person to give up property or some 
lawful right" (p. 2). Highlighting "intention to 
deceive" as the critical distinction, Russell makes 
the point that many frauds are perpetrated to 
cover up foozles made by the perpetrators: 

Part 2 includes eight chapters, the purpose of 
which is “to supply ancillary memorandums to 
audit programs” to enhance the auditors vigi- 
lance and sharpen his perception of conditions 
that command attention. The first of these chap- 
ters sets forth some general caveats concerning 
such matters as overreliance on internal controls 
and overemphasis on the notion that the auditor 
does not and cannot conduct his examination by 
presuming that fraud exists. Four chapters con- 
tain primarily a series of anecdotes about. frauds 
related to assets, liabilities, income, and expendi- 
tures, respectively. Three chapters contain addi- 
tional anecdotes concerning such selected. topics 
as foreign currency exchange, adequacy of 
footnotes, price-fixing, credit-card . frauds, 
bribery, and kickbacks, among others. Computer 
frauds are treated lightly, with just over two 
pages on this subject. These cases are generally 
very brief and not unlike those found in other 
compéndiums of fraud cases. They do serve to 
remind the auditor of, or open his mind to, the 
myriad possibilities for fraud. 

Part 3includes seven chapters dealing with the 


l investigative audit of suspected fraud. The dis-" 


cussion includes approaches to interviewing’sus- 
pects and other means of gathering evidence, 
including polygraph systems. Appropriate 
cautionary measures are suggested for auditors 
investigating fraud to avoid risks associated with 
defamation, false arrest and imprisonment, sur- 
reptitious recordings, and securing confessions. 
A particularly noteworthy aspect of the section is 
the coverage given to human behavioral con- 
siderations aimed at obtaining the maximum 
cooperation of all parties involved, including the 
suspected perpetrator. This section also includes 
a chapter on internal auditors’ views оп their 
responsibility for investigating various types of 
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fraud and a chapter on fidelity bonds and prep- 
aration of claims thereunder. ' 

Fraud-and the criminal law is the subject of 
Part 4. The first of the two chapters in this part 
provides legal definitions' distinguishing the 
various types of fraud crimes and describing 
certain illegal business practices. Cursory re- 


-views are provided of the applicability of the 


antifraud sections of the Securities Act of 1933 
and the Securities Exchange Act of 1934, as well 
88 Section 7201 of the Internal Revenue Code 
of 1954. In the second chapter, Russell examines 
the question of when to prosecute. 

The two chapters in Part 5 provide advice to 
top managements and internal auditors with 
regard to adopting policies and measures for 
establishing and observing ethical principles and 
investigating and reporting on suspected infrac- 
tions. Three exhibits provide actual examples of 
one firm's written policy on ethical principles and 
legal standards and two firms' administrative 
procedures for handling and reporting illegal 
acts. These exhibits predate enactment of the 
Foreign Corrupt Practices Act of 1977 and are 
not models for complying with that act, although 
readers may find them of interest in connection 
with setting up an apparatus for complying with 
the act. Coordination between internal and 
external auditors and the case for independent 
audit committees of the board of directors are 
also discussed in this section. 

In Part 6, Russell states eight general-conclu- 
sions for the internal auditor, supported to vary- 
ing degrees in the earlier chapters. Peculiarly, 
from an organizational standpoint, a second 
chapter in this part, labeled conclusions, intro- 
duces new material on technical investigative 
aids. The chapter concludes with a plea for top 
management to assume additional responsibility 
for better defining the auditor's proper role in the 
detection of fraud, and a plea for others to 
develop additional case studies and conduct 
additional surveys on the subject of fraud. 

After a slow start in the introductory chapter 
of Part 7, the next two chapters provide a lively 
review of landmark fraud cases. All the well- 
known cases are reviewed. Unfortunately, the 
Coverage is not well-balanced. For example, the 
story of Ivar Krueger runs on for more than ten 
pages, longer than 20 of the 28 chapters in the 
book. 

In the remaining two chapters of Part 7, 
Russell conveys the Sutherland school's theories 
on criminality, reviews a number of other studies 
in the accounting and business literature on 


fraud, and compiles another collection of fraud · 


cases seemingly left over from earlier chapters. 
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. Finally, Part 8, comprising one chapter, lists 15 


points stressed in the book with yet more brief 
anecdotes thrown in. 

This modestly long (249 pages) book suffers 
from a crisp but choppy writing. style, as evi- 
denced by seven chapters which are three pages 
or less in length. A typical page includes seven 
or eight short paragraphs. Another deficiency of 
the book is its failure to address the implications 
of the Foreign Corrupt Practices Act of 1977 and 
SAS 15 and 16 on the independent auditors' 
responsibility for detecting errors, irregularities, 
and illegal acts. In fairness to the author, the 
book likely went to press prior to their issuance 
or implementation. 

Notwithstanding the above criticisms, the style 
of the book may encourage broader readership 
among its intended audience, internal auditors, 
and thereby contribute to meeting the objectives 
identified at the outset of this review. Further- 
more, the human behavioral considerations dis- 
cussed, though briefly, in Part 3 on the investiga- 
tive audit might be of interest to students and 
external auditors in view of the underemphasis 
on that topic in the auditing literature. 

WILLIAM C. BOYNTON 
Assistant Professor 
University of Virginia 


Eprror’s Note: This book was previously 
reviewed in "Capsule omens c dons 
ary 1979 issue. 


CLARENCE ScHEPS and E. E. DAVIDSON, 
Accounting for Colleges and Universities, 
Third Edition (Baton Rouge, Louisiana: 
Louisiana State University Press, 1978, 
pp. xv, 379, $24.95). 


"The new edition of this authoritative book pro- 
vides a current sourcebook, reflecting the 
changes since the early 1970s in college and 
university accounting brought about by the 
publication in 1973 of the American Institute 
of Certified Public Accountants' industry guide, 
Audits of Colleges and Universities; the publica- 
tion in 1974 by the American Council on Educa- 
tion of the revised College and University Busi- 
ness Administration, and the work in recent 
years of the National Center for Higher Educa- 
tion Management Systems in the areas of cost 
analysis and account classification. 

The first edition, published in 1949, set the 
general format and subject matter of all three 
editions. The second edition, published in 1970, 
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added a chapter on Data Processing Systems. 


The new edition uniformly follows the second ~ 


„edition in its general format and contents. 

„Between the publication of the first and second 
editions, colleges and universities experienced an 
unparalleled . growth. Student enrollment in- 
creased markedly and support for research and 
graduate training from the Federal government, 
foundations, corporations, and other sources 
increased to an even greater extent. By the end 
of the 1960s, the expenditures of individual 
colleges and universities were exceeding one 
hundred million dollars annually. Endowment, 
student loan, and other non-expendable funds 
of individual institutions often amounted to $100 
million or more. And the outstanding debt of 
individual institutions for residence halls, student 
, centers, and recreational and other facilities 
often amounted to $50 million dollars. The size 
of such fiscal data and the number of colleges 
and universities involved commanded attention 
from federal and state governments, lenders of 
funds, donors, the public accounting profession, 
and interested alumni. All of these groups be- 
came interested in the accounting principles 
followed in college and university financial 
reports, the contents of these reports, and the 
certification of these reports by public accoun- 
tants. 

In 1968, the American Council on Education 
published a revision of the 1952 College and 
University Business Administration manual, 
reflecting this widespread interest in the business 
and financial policies and practices of educa- 
tional institutions. Soon thereafter, in 1970, 
' Scheps and Davidson prepared a revised edition 

of Scheps’s 1949 book, which carefully in- 
'corporated the contents of the American 
Counci's manual which had reference to 
specific accounting matters and included a 
number of new developments arising in the 
1950s and 1960s. 
. As the autbors point out in the preface, the 
third edition of their book incorporates, within 
their standard format used in the earlier editions, 
the concepts, definitions, terminology, tech- 
niques, and financial reporting procedures of the 
AICPA Audit Guide and the American Council's 
, Business Administration Manual. | 
While the major objective of the authors for 
this 1978 edition is accomplished (to reflect in 
their standard format and coverage the industry 
Audit Guide and Business Administration 
Manual), it could have included other develop- 
ments of interest to those who are currently in- 
volved in college and university accounting 
- matters. 
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Since 1970, there have been several develop- 


ments in the area of internal control and internal - 


audit which one would expect to be noted in a 


o 


1978 edition. The organizational reporting of the С" 


Internal Auditor is now not quite as precise as 
formerly, and the coordination of internal and 
external audits is now a significant part of the 
whole audit process, yet there is no mention of 
either of these current developments. And the 
statement, "the use of the computer as a tool of 
internal auditing is still being explored," seems 
alittle out of date for 1978. 

All three editions of the book have included a 
chapter on Development, Organization, and 
Personnel of the Business Office, with very little 
change in the contents of the chapter. Yet, since 
1949, there has been considerable discussion 
concerning the structure of the main Business or 
Financial Office, the concurrent development of 
centralized fiscal controls and decentralized 
operating practices, the impact of government 
actions and labor union developments on person- 
nel policies and procedures, and other matters 
with & major influence on the structure and 
responsibilities of the senior executive officers 
of a college or university. While the subject 
matter of this chapter is not crucial to a book on 
accounting, if the chapter is to be included, one 
would expect that some recognition would be 
given to:the developments in this area since 
1949 and 1970. 

The shortcomings in this book, however, до 
not detract materially from the main objective, 
to present an up-to-date, authoritative source- 
book on current accounting policies and prac- 
tices for colleges and universities. As such, the 
book is a very good current source of informa- 
tion for college and university fiscal managers, 
for accounting teachers who would like to in- 
clude in an accounting course some attention to 
a large area of not-for-profit accounting and 
fiscal management, and to anyone in the general 
public interested in a readable, pragmatic 
presentation on accounting in colleges and 
universities. 

WiLBUR К. PIERPONT 
Professor of Accounting - 
University of Michigan 


MicHAEL Scurr, Accounting Reporting 
Problems—Interim Financial Statements 


(New York: Financial Executives Re- 


search Foundation, 1978, pp. 139). 


This empirical research effort is directed 
toward examining end evaluating current prac- 
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tices in interim reporting under Accounting 
Principles Board (APB) Opinion 28. Two groups 
were identified by the author as having a poten- 
tial interest in the research findings: financial 
executives who prepare interim statements and 


the Financial Accounting Standards Board, 


which is studying the problems of accounting 
for interim periods. The study, by design, was 
restricted to accounting measurement problems 
for interim periods and does not address the 
issues of disclosure or auditor involvement. 

The research design involved the following 
steps: 1. a literature review; 2. interviews with 
financial executives, CPAs, and financial ana- 
lysts; 3. the development and testing of a 
questionnaire; 4. original and follow-up mailing 
of a revised questionnaire; and 5. tabulation of 
the results and preparation of the report. 

The brief review of the literature was con- 
ducted to focus on two matters: empirical re- 
search which confirms that interim reports are 
useful to investors, and accounting and reporting 
problems which have surfaced subsequent to the 
issuance of APB Opinion 28. Since the Opinion 
lacks specificity in explicating the accounting 
principles to be followed, diversity exists in 
accounting practices. 

Interviews were conducted with a small num- 
ber of financial executives, CPAs, and security 
analysts to identify problem areas to be ad- 
dressed by a questionnaire. The questionnaire 
was field-tested, revised, and then mailed to 
1,000 randomly selected members of the Finan- 
cial Executives Institute; 268 usable responses 
were received. 

The first part of the questionnaire sought to 
identify accounting practices currently employed 
for revenue recognition, treatment of the adjust- 
ment for invasion of LIFO base stock during 
interim periods, treatment of manufacturing 
standard cost variances, allocation of other costs 
and expenses, disposal of a business segment, 
foreign currency translation, and valuation of 
marketable securities. The second part of the 
questionnaire asked for opinions on deter- 
mination of effective income tax rates, account- 
ing for manufacturing cost variances, allocation 
of costs and expenses, determination of the 
effective tax rate for clearly identified seasonal 
businesses, and criteria for an overall approach 
to interim reporting and relative costs of imple- 
menting adherence to the selected criterion. 

Among respondents to the questionnaire, 


widespread acceptance of end-of-year principles. 


for interim periods exists. However, the author 
concludes that the vagueness of APB Opinion 28 
and its vacillating position on accounting for 
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cost and expenses is responsible for respondents 
indicating the utilization of methods which would 
be supportive of both the discrete and the 
integral concepts of income measurement. A 
majority of respondents favored the integral 
concept, but in choosing among alternative ac- 
counting methods, respondents favored methods 
which could support both the integral and the 
discrete concepts. Despite the availability of 
alternative accounting practices with regard to 
income determination, respondents favored anti- 
smoothing practices even though the smoothing 
option was available. 

Drawing upon his knowledge of interim report- 
ing practices and problems, the author provides 
a concluding recommendation to the FASB. 
Since a modified set of standards would need to 
be extensive to cover the many issues and varia- 
tions encountered in interim reporting and the 
need for its articulation with the conceptual 
framework, a modest proposal for accounting 
policymakers is advanced: 


Companies should prepare interim reports apply- 
ing standards on a consistent basis. Accounting 
principles utilized must be articulated as they cur- 
rently are in annual reports. Relevant accounting 
changes must be reported in the interim period. 


The greatest limitation of the study is tbe poten- 
tial nonresponse bias which always exists in such 
a study. To the extent that the sample is repre- 
sentative of all companies (and some concern is 
expressed about this through an analysis of the 
respondents), the study is most informative 
about accounting methods employed in account- 
ing practice and opinions of financial executives 
about interim accounting problems. In fact, the 
study provides the most complete survey of 
methods utilized in measuring interim income 
that has been published to date. 

JACK E. KiGER 

Associate Professor of доош 


University of Tennessee-Knoxville 


ALLEN Н. SEED, III, Inflation: Its Impact 
on Financial Reporting and Decision 
Making (New York: Financial Executives 
Research Foundation, 1978, pp. xvi, 137, 
$3.00). 


It is refreshing to read a research study that 
is not replete with abstruse language or mathe- 
matical symbols, but is well-organized, clearly 
written, and to the point. The purpose of the 
study, was to search for answers to three basic 
questions: (1) How does inflation affect both 
financial reporting and decision-making? (2) 
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What reporting practices are employed in- 
ternally and externally in different companies to 
cope with inflation? and (3) What practices 
should be adopted in the United States in light 
of the 4-8 percent expectations for inflation in 
the next five years (p. xiii)? 

The research consisted of interviews with 35 
financial executives (preparers) and 25 external 
users of financial statements between July, 1977 
and January, 1978. An assessment of what the 
preparers and users perceive their needs to be, 
rather than what the researchers think they ought 
to be was a central focus of the study. Some 
might question the researcher's design for not 
specifying hypotheses with corresponding 
statistical analyses or utilizing a conceptual 
framework to judge existing practices. Never- 
theless, the study is timely and attempts to 
identify user needs—a critical issue needed by 
researchers in formulating behavioral objectives. 

The report consists of eight chapters, four 
appendices, and a synopsis of the research at the 
beginning. The first two chapters are concerned 
with the nature of inflation and the major ac- 
counting proposals that have been advanced to 
adjust for it. In fact, Chapters 1 and 2 are 
_excellent summaries of the economist’s views 

.(ie., Hicksian versus Friedmanite) and the 
alternative accounting proposals for recognizing 
the effects of inflation. The usual coverages of 
the pros and cons of historical costs are discussed 
at length in Chapter 2. This coverage may well 
have been omitted from the accountant's per- 
spective, but may be of some value for readers 
not well versed in the accounting literature of 


"inflation. Chapter 3 surveys the international . 


dimensions of inflation and summarizes the dif- 
ferent ‘accounting responses that have appeared 
over the years in various countries. 

. In Chapter 4, the author examines the various 
attempts at applying accounting proposals with 
respect to inflation (i.e. , price-level and current- 
value concepts) and how the nature of the 
business and the financial characteristics of tlie 
company impact on financial statements. An 
important finding revealed in this chapter is that 
almost all preparers and users do not feel there 
` is a need for replacement cost information since 
it is based on the notion of replacing assets that 
companies will never replace due to tech- 
nological or financial reasons. And at best it is 
"no more than a broad, general indicator of the 


impact of inflation" (p. 46). In fact, similar con- 


clusions were reached for other various forms of 
price-level and current-value adjustment tech- 
niques, even though each may have some 
theoretical value. 
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Chapters 5, 6 and 7 focus on the “cornerstone” 
of the research (p. 59). Chapter 5 describes 
the methodology, tke participants: perception 
of the rate of inflation in the United States for 
the next five years, and how inflation affects 
different companies, such as capital-intensive 
businesses, insurance companies, energy inten- 
sive organizations, and small business, to name a 
few. Interestingly enough, the findings suggest 
some of the major casualties of inflation are 
capital-intensive industry, property and casualty 


insurance companies, and small businesses seek- : 


ing capital. At the other extreme, most managers 
of many manufacturing and service companies 
perceive a relatively small inflation impact on 
their companies. 

Chapters 6 and 7 focus on the impact of infla- 
tion on both internal and external reporting 
practices, and survey how companies and ex- 
ternal parties.factor inflation into the decision- 
making process. The research findings suggest 
that managers, lenders, and investors generally 
recognize the reality of inflation, but employ 
their own judgment to reflect its impact rather 
than relying on current value or general price 
level accounting techniques to measure it (p. 69), 
unless the adjustment technique stems from “ac- 
cepted historical aczounting concepts" (p. 83). 
For example, since most manufacturing com- 
panies utilize some sort of cost system, and since 


the cost system provides the principal cost . 


information for pricing decisions, inflation is 
quantitatively incorporated in the pricing process 
to-the extent it is incorporated into the cost ac- 
counting system (Le., up-to-date standards). 
This, and other examples illustrated by the 
author, suggest that some of the conceptual ac- 
counting proposals being advocated by academi- 
cians which do not stem from the historical cost 
model have no real market (p. 69). 

The most significant recommendation is that 
the accounting and financial community should 
concentrate on improving the existing historical 
cost framework, rather than seeking a substitute 
for it (p. 93). Within the historical accounting 
context, it is recommended that (1) the funds 
statement be restructured, (2) historical costs 
on the income statement be classified by type 
of cost, (3) holding gains and losses be separated 
on the income statement, and (4) unaudited 
supplemental information relating to inflation 
be included in financial reports. If there is a 
major criticism of the study, other than that it is 
descriptive, it is in these recommendations. Al- 
though the author indicated the recommenda- 
tions were "those of the researchers" and 
believes that the majority of the participants 
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would support the proposed changes, the study 
does not provide the n 


decision-making. 
` CLIFFORD D. BROWN 
З · Associate Professor of Асен: 
Clarkson College" ; 


Jais H. SELLERS and J. LARRY HAGLER, 
The Academic Accountant: A Profile 
(Oxford, MS: The University of Missis- 
sippi, School of Business, Administration, 
1978, pp. vi, 83). | 


The objective of the study was s to ioiei a 
complete profile of the typical academic accoun= 
tant in universities and colleges throughout the 


United States. The authors felt a need to provide- 


information ón this group of accountants who 


have received little attention in accounting and: 


related literature. 


. Data used in the study were ‘collected from. 
. academic accountants by use of a. questionnaire 
.. containing 55 questions. Questionnaires were 

‘mailed to 1,059 academic members of the 


American Áccounting Association. Academic 


. members of the AAA as listed on the 1975 AAA 


membership roster were stratified on a 


geographic basis using zip codes; a sample of . 
` every third’ number. was selected,’ Usable 


responses totaled 565, a response rate of 53 per- 
cent. Data analysis was done on the basis of the 


' frequency of responses to questions and com- 


parisons. of various elements. The mogograph 


.consists of seven chapters and two appendices. : 
. An extension of the study's central theme pre- © 
-sénts а discussion оп "Women in Accounting ^ 
" Education." Using information compiled from 


the female respondents to the survey, the authors 


present a profile of the woman accounting. 


educator. Discussions are presented on the 
women's general (demographic) and professional 


".characteristics, characteristics of their school 


affiliation, compensation, and job satisfaction. 
Comparisons of woman accounting educators 


with: all accounting educators in such areas as 


professional ` certification, doctorate degree 


- holders, publications, rank, and compensation 


are also presented. The major limitation of this 
area of the study is the small sample size—only 
46, or 8 percent of the surveyed academicians 


- were women. Despite the large number of 


,tabulated results (32 tables), this factual study 


' gives few interpretations,-as was apparently in- 


tended. In addition to presenting the overall 


supporting evi- ' 
dence. But the author did effectively describe- 
ў how inflation impacts ой financial reporting añd 
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responses to the: questions, fhe- authors made 
numerous comparisons of the responses of the 
survey respondents according to their academic 
rank and type of institution where. employed— 
state or locally supported schools, private 
schools, junior colleges, AACSB schools, and 
noa-AACSB schools. This dimension of the study 
is most. beneficial, because it allows the oppor-. 
tunity to draw conclusions and to make com- 


. parisons of individual personal situations and 


university requirements with those of their 


‘colleagues of similar rank and institution. How- 
. ever, the survey was conducted in 1975. . 
- The authors accomplished their objective of 


providing a better understanding of the 
Characteristics, attitudes, and aspirations of 
academic accountants. In addition, the study 
provides bases for farther research чеш: 
academic accountants. 

~EDWARD N. COFFMAN’ 

Associate Professor of Accounting 
Virginia Common nent University . 


EARL A. SPILLER, JR., Financial Account- 
ing: Basic Concepts, Third Edition 
(Homewood, Ш.: Richard D. ‘Irwin, Inc., 
1977, pp. xix, 739, $14.50). 


Are you looking for a text on financial ac-, 
counting for MBAs that emphasizes the “why” 
of accounting and incorporates other dis- 
ciplines? This edition maintains the same con- 


. .ceptuakanalytical approach that. was stressed 
‚їп the first edition. The author interweaves other 


disciplines—management, marketing, and. 
economics—with accounting concepts in several 
areas of the text. In explaining the. earning cri- ~“ 
terion, the author states, "Each cash receipt from 


` а particular sale or event represents the reward 
. for .a- combination of  efforts—organizing,. 


purchasing, producing, selling, delivering, col- 
lecting, and others" (p. 168). 

-The aim is to develop in the reader the ability 
to understand, interpret, and analyze the finan- 
cial statements of business enterprises. The 
reader is assumed to be mature, intelligent, and 
motivated to the point that the pace, language, 


'and the intense theoretical discussions of ac- 


counting can be handled. Similar to the other 
editions; this edition is written for a one-semester 


' course offered to students at the MBA or ad- 


vanced undergraduate level. This edition may 
be used in management development and train- 

There is an expansion on the theoretical and 
environmental framework of accounting in the 
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first chapter. Assets and equities, collecting 
financial information, elements of the account- 
ing cycle, and accounting concepts of income 
are discussed in the remaining chapters of the 


first section. Processing accounting data, in- 


ternal control, and EDP have been condensed 
and incorporated in an appendix. A half-page 
graphic framework for accounting principles 
gives the "big picture" of accounting which 
encompasses the assumptions upon which ac- 
counting standards, principles, practices, and 
procedures are built. Also shown are the in- 
fluences of the overall objectives of accounting, 
the user characteristics, qualitative guidelines, 
modifying conventions, as well as reporting 
standards. The author also uses diagrams to 
explain accruals, a computer processing system, 
and a billing function of a company. Some "T" 
accounts are used to explain the flow of costs, 
even though the emphasis is on “why” rather than 
the “how” of accounting. 

A chapter on accounting for revenues and 
receivables has been changed to include fran- 
chise and real estate sales revenue recognition. 
The cost measurements in manufacturing—over- 
head application, job order costing, and process 
costing—are discussed in an appendix rather 
than being presented in two separate chapters as 
in previous editions. The chapter on inventories 
stresses the division of the inventory cost be- 
tween goods sold and the ending inventory, and 
the effect of this division on the income state- 
ment and balance sheet. A chapter on non- 
current assets expresses the major concepts of 
periodic use, disposition, and expenditures for 
modifications. 

This edition presents leases and pensions in 
separate chapters. The basic principles for leases 
and pensions are reported and the complexity of 
‘these areas noted. But with the mastery of basic 
principles, students apparently will be able to 
understand future developments in leases and 
pensions. 

A chapter on accounting for intercompany 
'ownership and combination has been reordered 
as to subject—purchase-pooling, consolidations, 
and the equity method. A new chapter has been 
added to discuss the problems in financial state- 
ment disclosure. One chapter pulls together in 
one place some important classification and dis- 
closure topics associated with financial state- 
ments—unusual changes in income or retained 
earnings, earnings per share, segment reporting, 
interim reporting, and foreign exchange adjust- 
ments. The statement of changes in financial 
position and the analysis of financial statements 
are presented near the end of the book. The final 
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chapter has been revised and expanded pre- 
senting alternative income concepts. 

This excellent book accomplishes its primary 
purpose of developing the readers' ability to 
understand, interpret, and analyze financial 
statements. Its content, readability, interesting 
presentation, and interfacing with other dis- 
ciplines makes the book beneficial to financial- 
and management-oriented students. 

BOBBIE HARPER HOPKINS ` 
Associate Professor of Accounting 
University of Tennessee-Nashville 


SHYAM SUNDER, Oil Industry Profits (Wash- 
ington, D.C.: American Enterprise Insti- 
tute for Public Policy Research, 1977, 
pp. 74, $2.75). 


The oil industry earned record profits in 1973. 
Critics of the industry held that the oil industry 
engineered the 1973-1974 oil crisis to aid in earn- 
ing these profits. Supporters of the industry de- 
fended the profits as not abnormally high and 
necessary if the demand for oil was to be met in 
the future. This book studies this controversy as 
it examines the profitability of the oil industry 
from 1961 to 1975, using accounting reports and 
stock performance data. 

The book has three major sections and a con- 
clusion. The introductory section is well 
constructed. It provides a good overview of the 
general families of problems faced when analyz- 
ing industry profits such as making operational 
the measurement of return. The section is not 
technical and retains a simplicity so that any 
reader can understand the problems of such 
research, 

The second section contains an annual and a 
summary accounting profitability analysis for 
various three- and four-digit SIC code sectors of 
the oil indusiry. The several ratios in the analysis 
include the return-on-book common equity, 
return on owners’ equity, return on employed 
capital, return on total assets, and net and gross 
margin on sales. As an acknowledgment of 
opportunity cost concepts, the author also in- 
cludes the return on market common equity. The 
section is also a primer on the broad problems of 
using accounting data in financial analysis, as it 
discusses such difficulties as differential business 
risk and financial risk, the meaning of book value 
in the presence of capital markets, and the use of 
alternative generally accepted accounting princi- 
ples within the industry at any one time and 
across time. 

Section three considers industry profits from 
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the standpoint of investors' returns based on 
market values alone. This section requires addi- 
tional sophistication on the part of the reader. 
However, those with a basic understanding of 
the capital asset pricing model will find it useful, 


as the.author uses the model to compensate for. 


risk differentials. He also repeats the analysis 
using adjustments to compensate for instability 
in these risk differentials. Р 

The author concludes that “the analysis of 
accounting variables supports the view that the 
profitability of the oil business has been no better 
than the profitability of other industrial firms 
during the past fifteen years”, but that the “risk 
adjusted profitability of the industry has been 
better than the average performance of the 
firms listed on the New York Stock Exchange.” 
However, he adds that the “high volatility of the 
abnormal stock returns prevents us from placing 
too much confidence on the positive sign of 
[the] abnormal returns” (p. 70). 


The book is a well-constructed and careful 


analysis of the profits of the oil industry, making 
use of the typical data sources and tools available 
to accounting and financial researchers today. 
However, the reader must answer the question 
of whether the data and the tools are truly 
powerful enough to resolve the question of 
(ab)normal oil industry profits. 

JOHN S. BILDERSEE 

Associate Professor of Accounting 
New York University ‘ 


WiLLIAM E. Tuomas, Editor, Readings in 


Cost Accounting, Budgeting, and Con- 
trol, Fifth Edition (Cincinnati: South- 
Western Publishing Company, 1978, 
“pp. 538, $7.50). 


One can note the shifting kaleidoscope of 
areas of interest to managerial accountants, as 
viewed through the five editions of this book. 
Many of the classical works are still there in the 
fifth edition, but the occasional disappearance of 
a familiar favorité is noted with an awareness 
of the swift passage of time. , ` 

The objectives of the book have not changed. 
The book is still intended to provide a “coherent 
presentation of the managerial control function.” 
Selections are made with a view toward sup- 
plementing current textbooks by providing an 
easily accessible assemblage of relevant periodi- 
cal literature to the student. In these purposes, 
the book is a continuing success. It achieves 
a balance of old and new material and a coverage 
of traditional and emerging topics. A wide range 
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of periodicals is represented in these 42 selec- 
tions. Incidentally, there were over 60 readings 
in the second and third editions. 
There are seven parts, providing some back- 
ground in management and control, various 
control topics, and a brief look at one of the 


. purposes of it all—income determination. Part I 


is titled “Systems for Business Control.” A shift 
in focus is evident in comparing the fifth and 
fourth editions, even though five of the seven 
readings continue from the fourth edition. The 
introduction now emphasizes the term “systems,” 
while the fourth talked of “theory of the firm and 
the management process.” The two new readings 
are oriented to the goal-process-system (GPS) 
and control engineering. The five surviving 
articles emphasize management, systems and 
responsibility accounting. 

Part 2 deals with “Goals and Subgoals,” and 
has been increased from four articles to seven. 
Three articles survive from the fourth edition, 
including Caplan’s “Behavioral Assumptions of 
Management Accounting,” and Schiff and 
Lewin's "The Impact of People on Budgets." 
Management by Objectives (MBO) is the new 
emphasis, with two added readings on this 
subject. Part 3, "Decisions," brings three articles 
forward and adds another article promoting 
capital budgeting and one promoting zero-base 
planning. І 

In Part 4, the reader finds a change in title— 
from “Models and Techniques” to “Feed- 
forward.” This change is heralded by an added 
reading from 1972, “Managing Through Feedfor- 
ward Control,” by Koontz and Bradspies from 
Business Horizons. Two readings have been 
added and none dropped from the fourth edition. 
Some key words from the readings titles are: 
Corporate Financial Model, PERT/COST, 
Probabilistic Profit Budgets, Simulating a Cash 
Budget, Scientific Inventory Management, and 
Cost-Volume-Profit Analysis. 

Part 5, “Feedback for Control,” carries 
forward five articles of classic stature, adding 
a 1977 newcomer on “Variance Analysis for 
Pollution Control,” and dropping four technique- 
oriented readings. Some other topics are related 
to time span, Key-item control, exception 
reports, behavorial aspects of budgeting, and 
marketing controls. Part 6 is the most changed 
section of the book. It consists of four readings, 


‘none of which was included previously: two on 


transfer pricing and two on control through 
perfornance measurement—all with 1974-75 
publication dates. The heading is "Control of 
Decentralized Operations,” changed from 
“Systems in Specific Areas of the Business.” 
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It is now a-much stronger section than it was 
in the fourth edition. 

Finally, Part 7, “Cost асои for Income 
Determination,” continues three of the six 
former titles and adds two: “The Valuation of 
Human Resources” and “CASB: An Assess- 
ment.” The continued articles deal with the 
matching concept, asset accounting, and 
overhead allocation. 

As one reflects on the scope of the readings, 
it is evident that a lot has been packed into the 
space of 538 pages. Other topics come to mind, 
however, as candidates for such a book. In Part 
6, Thomas hints in his introduction of some of 
the problems of controlling multinational 
organizations. This teviewer would have wel- 
comed a reading or two in this emerging area, 
although perhaps good articles on this topic 
are yet to come. Given the goal of supplementing 
current textbooks, the multinational dimension 
may not be sufficiently prominent in present 
texts in accounting, planning, budgeting, and 
control, to warrant the limited exposure possible 
through this means. Another topic that might 
deserve inclusion is the concept of cost/benefit 
analysis. A limited reference to this topic is 
made in the zero-base planning article in Part 3. 
Comparing the second and fifth editions of this 
book, one notes a gradual movement from 
articles dealing with techniques in accounting 
and cost control toward a conceptual and 
managerial-use-of-cost-information type оѓ 
orientation. 

This readings book seems to lend itself well 
to courses in cost accounting, accounting 
systems, managerial accounting, and in bud- 
geting and controls-oriented courses. It can 
serve as a supplement to a text or case book. It 
can save the student time in searching for 
assigned readings. It can be used as a reference 
source to some extent as a student grapples 
with a case or problem. The book can easily 
serve as a basis for a classroom discussion of 
the ideas and concepts expressed by the many 
authors represented. 

The omission of the excerpts from the Paton 
and Littleton monograph marks the first time 
that this has not appeared in the book. Similarly, 
Howard Greer's "Cost Factors in Price Making" 
has been dropped. No reference to the subject 
of direct costing is prominent. 

In conclusion, a major drawback of reading 
books is that they are the product of many 
subjective determinations by an editor as to 
what is important literature in the field. Each 
of us has his own ideas as to the scope of the 
subject and the best articles that deal with it. 
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A user of a readings book finds compelling 
reasons to limit the ancillary reading assignments 
to those in the book, thereby reducing that 
user's creative approach in the design of the 
course. The instructor should keep in mind the 
advantages and limitations of going along-with 
the crowd, and try to be innovative while using 
the best of available materials, of ше this 
book is one. 

Jonn P. PERTAKIS 

Professor of Accounting -` 
Washington State University 


Jack TRAUB, Accounting and Reporting 


Practices. of Private Foundations: A 
Critical Evaluation (New York: Praeger 
Publishers, 1977, pp. xiv, 222, $19.95). 


Private foundations are a largely ignored 
segment of the not-for-profit area of socio-. 
economic endeavor. Perhaps not enough 
attention has been devoted to certain institutions 
which are exerting an increasingly significant 
effect on our individual and corporate lives. 
This thought-provoking book reports the results 
of a survey concerning the status of present 
accounting practices and the reporting of private 
foundations’ activities to their various user 
groups. In addition, reporting objectives are 
attempted and standards that help meet those 
objectives are described, based on a series of 
interviews with selected foundation officials 
and certified public accountants. 

The book was based primarily on research 
undertaken for the author’s doctoral dissertation 
with, apparently, some material added later. 
The book does suffer some lack of continuity 
from chapter to chapter. 

Although the introduction notes that the 
emphasis is descriptive rather than judgmental, 
the author’s background as an Internal Revenue 
Service agent does reveal itself in the form of 
definite opinions in various discussions. For 
example, in Chapter 2 on tax abuse by private 
foundations, the emphasis is very prescriptive 
in approach. The reviewer, however, was glad 


to see such prescriptions, while not agreeing 


with some of them. 

The chapter on objectives is extremely brief 
and consists primarily of describing the users 
of foundation annual reports. The recommenda- 
tion is that the reporting objectives should be 
(1) to inform the reader of the foundation's 
resources, and (2) to describe the foundation’s 
use of those resources. A summary of authorita- 
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tive pronouncements examines some of the 
major accounting alternatives for foundations, 
including cash versus accrual, depreciation, 
accounting for grants paid and contributions 
received, capital gains and losses, and the 
necessity (or lack thereof) for fund accounting. 

A most useful chapter contains the results 
of an examination of published annual reports 


.of 150 foundations. The accounting practices 


of foundations in terms of the major accounting 
alternatives previously mentioned are described 
and a summary of the types of various financial 
statements published by the surveyed founda- 
tions is included. Based upon Table 5.1 (page 
65), a conservative estimate of the assets held 
by the foundations sampled would be more than 
$5.5 billion. No information was provided of 


‘the extent to which those foundations repre- 


sented the entire population. 
Arguments are included in favor of accrual 
accounting, the recording of depreciation, 


accounting for grants when committed instead. 


of when appropriated, treating contributions 
received as additions to principal, and capital 
gains and losses being included in the deter- 
mination of net income. An interesting section 
on investment policy raises “the question as to 


‘social responsibility, while other sections discuss 
Ње problem of investment valuation сапа 


investment performance evaluation. 

The recommendations for a set of audited 
financial statements include an income state- 
ment, a balance sheet, and a statement of 


' changes in financial position, all in more or 


less conventional form.- Additionally, another 
income statement called a "Statement of 
Financial Activities," which -describes the 
sources of funds and the uses of those funds in 
terms of activities such as education, science, 
etc. (rather than by natural income or expense 
categories) is proposed. This type of reporting 
is usually called Program Reporting. Other 
reports, particularly applicable to foundations, 
describe the grant and investment activity. 

Even though the measurement of social 
output is not presently feasible, increased 
disclosure of grant awards and the results of 
those grants awarded is recommended. Although 
corporate social performance is receiving a 
great deal of attention currently, possibly we 
have not paid enough attention to the social 


- performance of both our public and private 


foundations. That seems rather ironic when one 
considers that, of ail our private institutions, 
foundations more than any other group make 
a majority of their grants to achieve some.social 
objective. 
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Traub states that the public would: benefit 
from better accounting practices and reporting 
standards for private foundations. The proposi- 
Шоп is explored that better financial reporting 
from foundations would help them carry out 
their own objectives and improve the probability 
of continued public support. The implications 
inherent in the increasing role which private 
foundations are playing in influencing and 
establishing public policy is not considered. 
This latter role was evidenced by the 1978 
annual conference of the Council on Founda- 
tions (the major association of private founda- 
tions), where the subjects discussed concerned 
how foundation initiative is increasing and can 
become an important factor in the determination 
of public policy at all levels of public affairs. 
Such developments may very well generate 
more interest in the accounting and reporting 
practices of private foundations. 

The historical role of the profession in 
promulgating accounting standards for private 
foundations is ‘discussed, as well as a call for 
the Financial Accounting Standards Board to 
issue a “Statement of Financial Accounting 
Standards” on accounting standards and 
reporting requirements for private foundations. 
The last chapter includes present statutory 
and regulatory effects on foundations and their 
activities. Perhaps this material should have 
been included in the chapter on tax abuse. 

The lack of a summary, either at the end of 
each chapter or at the end of the book, makes 
it difficult for the reader to come away with a 
strong sense of a unified book. Some hard data 
would also have helped to show the impact that 
foundations have on our economy. The use of 
both the first and the third person in presenting 
author opinion is a bit confusing. Many recom- 
mendations appear to be based on Traub’s own 
experience and opinions rather than substantive 
logical support, as there is a general lack of such 
support given for many of the recommendations. 
Such support does sometimes exist but was not 
always presented in developing the recom- 
mendations. 

Yet the author’s writing style is always most 
readable and, in spite of these relatively minor 
criticisms, this book fills a real gap in the 
literature on not-for-profit organizations. This 
is an extremely useful book, on the whole, to 
anyone desiring a good overview of the ac- 
counting and reporting practices (and problems) 
of private foundations. 

GEORGE E. SHUTE 
Visiting Assistant Professor of Accounting 
panay of Nebraska-Lincoln 
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GEORGE C. Watt, RICHARD M. HAMMER, 
and MARIANNE BURGE, Accounting for 
the Multinational Corporation (New 
York: Financial Executives Research 
Foundation, 1977, pp. viii, 526, $15.00). 


"The basic objective of the publisher is to 
sponsor fundamental research and publish 
authoritative material in the field of business 
management, with particular emphasis on the 
principles and practices of financial manage- 
ment. During 1976 and 1977, five such studies 
were published. With this objective, the book 
must be regarded as closely akin to financial 
management. 

The impetus for the study is the explosion of 
American multinational corporations after 
World War II, which caused a more complex 
Situation with respect to foreign subsidiaries 
~ than for domestic ones. This was due to currency 
exchange rates, different accounting and 
auditing requirements, and different tax regula- 
tions and rates. Despite these differences, 
authoritative U.S. accounting pronouncements 
were not revised to reflect such changed 
conditions. 

Three partners of Price Waterhouse & Co. 
have made this study. The study consists of 
four parts comprising a total of 35 chapters. 
Mr. Watt ‘composed Chapters 1 through 24, 
> Mr. Hammer wrote the chapters on taxation, 

25 through 35, and Mrs. Burge had a part in 
the taxation aspects, especially in the tax treaty 
area. А 
The book’s basic purpose is to present current 
accounting consolidation .practices and recent 
related changes in tax regulations geared to two 
groups of readers: (1) financial officers, and 
(2) members of their staffs who implement the 
‘policy decisions of the financial officers. 
Material which poses policy questions and 
provides alternative courses of action is designed 
for the former. Material which is more technical 
is of interest to the latter. Yet the table ‘of 
contents does not manifest any definite cleavage 
of the study into these two categories. 
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The opening chapter presents a broad over- 
view of the accounting problems of multinational 
firms, which is a preview of the following. 34 
chapters. These, problems are as follows: 


translation of foreign currencies; reports on . 


exposure to risk of loss on a net monetary 
position in a foreign currency; geographical 


spread of assets and sources of income; ex- . 


propriation and nationalization of properties; 


partial divestitures by government fiat; exclusion 


or inclusion of foreign subsidiaries in consoli- 
dated financial statements; differences in 
accounting principles and practices between 
the U.S. and foreign countries; statutory audit 


requirements in many foreign countries; budgets . 


and forecasts in floating currencies; subcon- 
solidations by countries; transfer prices for tax 
purposes (border values); allocation of home 
country expenses to foreign 
foreign tax credits; and tax planning. 

Every chapter in the book has a bibliography 
except one. In addition, five chapters have 
appendices, and one chapter has three ap- 


pendices as well as a glossary, because it treats > 


the subject of financial statement translation. 
A comprehensive glossary is appended at the 
very end of the book. Most of the chapters run 
to a few pages; only one on intercompany 


' transactions (41 pages) and one other (24 pages) 


are of inordinate length. The references in the 
bibliographies are very complete. 

This volume certainly attains its objective 
of furnishing authoritative material for financial 
managers and their staffs. With such a purpose, 
it must be highly technical in character, with 
a multiplicity of heterogeneous statements and 
reports. Its comprehensivenes$ indicates ‘that it 
might well be regarded as a manual on multi- 
national corporation accounting or even as a 
miniature encyclopedia. This book is an in- 


valuable tool not only for financial managers ' 


but for international accountants. 
SAMUEL Fox 
Professor of Accounting 
Roosevelt University 


subsidiaries; 
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| ‘Professional Firm Publications 


= JAMES H. SCHEINER, University ora T: еппеззее- Knoxville 


! 


This is the third-of а new serles designed to highlight accounting firme publications of 
‚ possible interest to academics. In recent years the largest public accounting firms have 
increased the quantity аяй quality of thelr accounting publications. Single copies are 
ee ee ee CITRUS 
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‘Assessing Internal Ааа Control: A 
Workable Approach by Albert S. Martin, 


Jr. of Sun Oil Company and Kenneth P. 
Johnson of the firm which published the book, 
Coopers & Lybrand, reports on a method 
available to management to appraise a firm's 
internal control system. The method, based 
upon Coopers & Lybrand’s auditing approach, 


is presented in ‘the context of an experiment. 


to meet current needs. After a brief dis- 
cussion of this approach, the implementation, 


evaluation, and results of the method are 


considered (32 pages)... 


Electronic Banking, published by Price Water- 
-. house & Co., is a summary of the current 
status of, and possible future developments 
in, electronic banking. The volume, based 
upon published materials and interviews with 
executives from diverse , industries . and 
geographic regions, is designed to address 
issues and problems for management in using 
electronic funds transfer (48 pages). 


Federal Income Taxes Life Insurance Companies 
by Ernst & Ernst, a comprehensive discussion 
'* of insurance company taxation, consists of 17 


chapters on topics ranging from life insurance ' а 


reserves to business combinations and holding 
company formations. Indexes to cases, IRS 
rulings, code sections and Treasury regulations - 
and Congressional materials are provided. 
The.firm plans to issue bulletins periodically 
to update the volume (459 pages). 


The New Management - Imperative, by Touche 
Ross & Co., discusses compliance with the 


~ accounting provisions of the Foreign Corrupt 


Practices Act. The first part of the volume 
provides a general discussion of the act and its 
significance to management and directors. 
The second part, based upon the firm's in- 
ternal manuals, discusses internal control 
procedures and methods (43 pages). 


Segment Information, by Arthur Andersen & 
Co., discusses the disclosure of. segment 
information based upon an analysis of 250 

^ annual reports for 1977 and emphasizes 
situations where alternative policies are 


. . possible. Topics covered include industry 


segments, geographic areas, and profitability 
levels reported. Samples of firms’ disclosures 
are provided in an appendix (30 pages). 


Books RECEIVED AUGUST 1, 1978 THROUGH OCTOEER 1, 1978 


\ 


Anderson, Lee G. and Russell F. Settle, Benefit- 
Cost Analysis: A Practical Guide, D. C. Heath 
and Co., Lexington, Massachusetts, 1977. 

Anthony, Robert N., Financial Accounting in 
Non-Business Organizations, Research Re- 
port, Financial Accounting Standards Board, 
1978. 

Attwood, F. A. and F. Clive de Paula, Auditing 
Standards: From Discussion Drafts to Prac- 
tice, Institute of Chartered Accountants in 
England and Wales, 1978. 

` Belkaoui, A. and A. Kahl, Corporate Financial 
Disclosure in Canada, The Canadian Certified 
General Accountants’ Association, Vancou- 
ver, B. C., 1978. 

Benjamin, James J., Arthur J. Francia and 
Robert H. Strawser, Financial Accounting, 
Dame Publications, Houston, Texas, 1978. 

Byrd, Clarence E., Business Combinations and 
Long-Term Intercorporate Investments: The 
Canadian View, The Society of Management 
Accountants of Canada, 1978. 

Canadian Institute of Chartered Accountants, 
Financial Reporting in Canada, Twelfth 
Edition, CICA, Toronto, 1977. 

Caplan, Edwin H. and Joseph E. Champoux, 
Cases in. Management Accounting: Context 
апа Behavior, 
Accountants, New York, 1978. 


\ 


National Association of 


Dickerson, Robert W. V., The Canadian Busi- 

' ness Corporation Act: Implications for the 
Management Accountant,. The Society of 
Industrial Accountants of Canada, 1978. 

Committee chaired by Adolph J. H. Enthoven, 
Accounting Education and the Third World, 
American Accounting Association, Sarasota, 
Florida, 1978. 

Fitzgerald, Jerry, Internal Controls for Com- 
puterized Systems, Jerry Fitzgerald & Associa- 
tes, Redwood City, California, 1978. 

Francia, Arthur J. and Robert H. Strawser, 
Managerial Accounting, Dame Publications, 
Inc., 1978. 

Gordon, Lawrence A., Normative Models in 
Managerial Decision Making, The Society 
of Industrial Accountants of Canada, 1978. 

Lambert, Douglas M., The Distribution Channels 
Decision, The Society of Management Ac- 
countants of Canada, Hamilton; Ontario, 
1978. 

Mahon, James J., The Marketing of Professional 
Accounting, a Ronald Press Publication, John 
Wiley & Sons, 1978. 

Norton, John C. and Donald A. Rowe, Account- 
ing and Auditing Guide for United Kingdom 
Oil and Gas Exploration and Production, 
The Institute of Chartered Accountants in 
England and Wales, London, 1978. 
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APRIL, 1979 PLACEMENT INFORMATION SECTION 


The deadline for information to be included in the “Placement Information" section is 
two months prior to the date of publication; і.е. February 1, May 1, August 1, and 
November 1. Placement advertising and replies should be sent to the American Ac- 
counting Association, 5717 Bessie Drive, Sarasota, FL 33583. All replies to box 
numbers should be on separate sheets to facilitate forwarding. 


1 
#201 PORTLAND STATE UNIVERSITY located in Portland, Oregon, invites applications for perma- 
nent appointments in accounting beginning September 1979. Available positions are at the Assistant 
and Associate level. Applicants should possess a doctoral degree in accounting although candidates 
at an advanced dissertation stage will also be considered. Performance evaluation at PSU is based 
upon a judicious blend of effective classroom teaching, research and publication, and university 
and community service. The standard teaching load is 9 quarter hours. Programs are offered at 
both the undergraduate and graduate levels. The department enjoys a very close relationship with 
the professional accounting community in the state. Vita should be directed to Dr. Michael R. 
Gaines, Head, Department of Accounting, Portland State University, Portland, Oregon 97207. 
PSU is an equal opportunity affirmative action employer. Ali interested persons are encouraged 


to apply. 


BS (ACCOUNTING), JD, LLM (TAXATION), SJD; CPA; Member of Bar; formerly professor, 
tax consultant, attorney USA ; resident in Europe disposed to relocate; experience in Europe man- 
agement, administration, finance, accounting, tax, auditing USA subsidiaries, Big 8 firms; pro- 
fessorial assignments in Europe undergraduate, graduate business prcgrams, courses Financial/ 
Managerial Accounting, International Accounting, Financial Management, International Finan- 
cial Management, Business Principles, International Business, International Management, Inter- 
national Marketing; courses in preparation International Taxation, Legal Aspects of Multinational 
Operations, Auditing; seeks affiliation with University having a Business Studies program with 
internationally oriented offerings. Postbus 254, 1000 Bruxelles 1, Belgique. 


BBA, MBA, CPA, DBA STUDENT (major accounting, minors in finance and management) seeks 
9/12 month appointment beginning August/September 1979 to earn finances for completion of 
doctorate the following year. Coursework in minors will have been completed at end of Summer 
1979. 44 years Big Eight public accounting experience and full-time university teaching experience. 
Prefer southeastern location. 


MBA, CPA CANDIDATE, age 32, experienced in teaching with several years practical experience 
including three at the controllership level. Teaching experience (2-- years) includes a wide range 
of accounting/business courses. Desires teaching pcsition. Available Fall, 1979. 


PH.D. WITH SEVERAL YEARS ACADEMIC and practical experience in the field of accounting 
seeks a teaching position with a college or university that will afford an opportunity for part-time 
instruction upon retirement. (ACADEMIC: undergraduate and graduate. PRACTICAL: public— 
Big Eight; private and industrial.) Physical stamina—excellent. Published. 


CHAIRPERSON TO DIRECT eight member Accounting Department. Ph.D. preferred. Salary 
$22,000 to $26,000 for nine-month academic year, summer assignment also available. Also position 
for assistant or associate professor to teach in area of accounting interest. Salary $20,000 to $23,000, 
summer teaching also available. Medical and dental insurance program, TIAA retirement plan. 
Applications will be accepted until May 1, 1979. Send resume to Accounting Search Committee, 
School of Business & Economics, Central Washington University, Ellensburg, WA 98926. Central 
Washington University is an AA/EEO/Title IX employer. 





A FACULTY POSITION may be available in the Accounting Department of Florida Inter- 
national University in 1979-80. The School offers a BBA in accounting and graduate degrees 
leading to the MBA, the MIB and the MSM. The last-named can be obtained in accounting, inter- 
national accounting or taxation. The department teaches about 850 undergraduate majors and 
nearly 150 graduate majors. Faculty are encouraged and aided to conduct research and several 
are active in the publication area. There are good opportunities for research and consulting in 
Miami and further afield. Equal Opportunity Employer. Contact: Dr. Kenneth S. Most Chairman, 
Accounting Department Tamiami Trail, Miami, Florida 33199, (305) 552-2581. 


ROCHESTER INSTITUTE OF TECHNOLOGY has two openings for Assistant/Associate 
Professor of Accounting starting in September, 1979. Opportunity to teach in undergraduate and 
graduate programs. Requirements include Ph.D. or A.B.D. Competitive salary and rank will 


depend upon qualifications of the applicant. Summer teaching available if desired. The Institute is . 


an equal opportunity/affirmative action employer. Applicants should send resume to Dr. Edward A. 
Johnson, Dean of the College of Business, Rochester Institute of Technology, Rochester, New 
York 14623. 


ANNOUNCEMENT OF VACANCIES, Department of Accountancy. Positions available: 
' Assistant Professor, Associate Professor and Professor Graduate and Undergraduate programs. 
‘Effective dates of appointment: September 1, 1979, February 1, 1980 and. September 1, 1980. 
Doctorate, CPA desirable, teaching experience at the four-year university level and publications. 


This University is subject to all laws governing affirmative action and equal employment oppor- ` 


tunity. All interested persons are encouraged to apply. Salary per annum is up to $34,000 depending 
on qualifications, for two semesters (9 months). Summer Session extra compensation. Any inter- 
ested person should send letter and resume to: Dr. Martin Mellman, Chairman Department of 
Accountancy Bernard M. Baruch College 17 Lexington Avenue New York, New York 10010. 


MASTERS AND Ph.D. intending students are invited to apply for admission to the Department 
of Accounting and Financial Management at the University of New England, Armidale, New 
South Wales, Australia. Masters three-semester programs may be taken with specialist concentra- 
tion in Accounting, Finance, Systems, Small Business Management and Legal Studies. Ph.D. 
three-year programs involve a major dissertation. No coursework, preliminary examinations or 
continuous residence in Australia are required. Masters intake is March and July. Ph.D. intake is 
flexible. Some TA and RA opportunities exist. For further details write Head, perum of 
Accounting and Financial Management. 


DOCTORAL STUDIES SUPERVISOR: We are seeking a doctoral studies supervisor who will 
take charge of the doctoral program in Accountancy and also participate in the MBA program in 
Accountancy. The doctoral program in Accountancy currently has an enrollment of 20 students 
and the MBA program in Accountancy has an enrollment of 600 students. We are located in the 
midtown area of New York City and offer many of the opportunities of that location. Requirements 
for the position are the Ph.D. and a scholarly research and publications record. Send resume to 
Dr. Martin Mellman, Bernard M. Baruch College, 17 Lexington Avenue, New York, New York 
10010. 


THE UNIVERSITY OF SASKATCHEWAN, Saskatoon, Canada, invites applications for sum- 
mer positions (1979), for one- or two-year visiting appointment in Accounting (effective July 1, 
1979), and for a permanent position (effective January 1, 1980). Ph.D. preferred; Masters with pro- 
fessional qualifications acceptable. Rank and salary open. Present accounting faculty complement 
of thirteen hold Ph.D.s from Michigan, Michigan State, Minnesota, Washington, and Missouri. 
Teaching load normally 2—3 courses per term over mid-September to mid-April academic year. 
Permanent faculty members expected to have strong research interests. Enquiries including current 
resume should be mailed to Dr. George C. Baxter, Accounting Area Chairman, College of Com- 
merce, University of Saskatchewan, Saskatoon, Saskatchewan, Canada, S7N OWO. 


MACQUARIE UNIVERSITY, SYDNEY, AUSTRALIA. Applications are invited for appoint- 
ment to a Chair of Accounting in the School of Economic and Financial Studies, tenable not before 
‘1 January, 1980. Applicants should be highly qualified academically and have extensive teaching 
and research experience in accounting. Further details about the Schoo] and the framework within 
which the appointment is to be made is included in the additional information available to appli- 
cants. Salary $A33,061. Further information should be obtained from the Registrar, Macquarie 
University, North Ryde, New South Wales, 2113. Applications close on 30 June, 1979. 
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OUR GROWING NEEDS have created the need for a position in accounting for September, 1979. 
Ph.D. or D.B.A. in accounting; may consider ABD with completion date or MBA/CPA. Business, 
teaching, and research experience preferred. The department of business and economics has about 
800 majors. Rank is open and the salary and benefits are extremely competitive and rewarding. 
Submit credentials to Dr. Clement J. Nouri, Hiring Coordinator, Department of Business Ad- 
ministration and Economics, SUNY at Brockport, Brockport, NY 14420. 







#215. ACCOUNTING FACULTY—August 1979 Openiug--Doctorate preferred/ABD considered. 
Professional experience and certification desirable. Teaching responsibility for both undergraduate 
and graduate courses. Normal instructional load is twelve hours per semester, usually consisting of 
two preparations. As often as possible course assignments reflect instructor preference. Both 
baccalaureate and graduate program are AACSB accredited. Contact: Frank H. Besnette, Dean 
Northern Arizona University, College of Business Administration, CU Box 15066, Flagstaff, AZ 

85011. 












ACCOUNTING FACULTY—Claremont Graduate School and Claremont Men's College have a 
joint opening for a senior accounting educator. C.M.C. has undergraduate accounting and C.G.S. 
has an M.B.A./Ph.D. program and an Executive Management Program. The preferred interest/ 
skill mix is in accounting for managers, including some combination of planning and control, cost 
benefit analysis, and information systems. We are part of the Claremont cluster of six colleges 
which combines the strengths of the small college and the large university. We are an Equal Oppor- 
tunity and Affirmative Action employer. Send resume to: J. P. Giles, Chairman, Business Faculty, 
Claremont Graduate School, Claremont, Ca. 91711. 












ACCOUNTING: Assistant or Associate Professor. Position available August, 1979. Ph.D. or 
DBA required. Will consider ABD actively engaged in working toward a realistic completion date. 
CPA desirable. Salary and rank competitive depending on qualifications and experience. Full 






metropolitan area. Send resume to Dr. Frederick D. Whitehurst, Chairman, Department of Ac- 
counting, Old Dominion University, Norfolk, VA 23508. An Affirmative Action Equal Oppor- 
tunity Employer. 











ALABAMA—BIRMINGHAM has faculty openings for all 1979 at all ranks. Ph.D. or DBA 
required, although ABD will be considered at assistant rank. CPA or CMA highly desirable. 
Prefer applicants with strong interests in tax, systems, or not-for-profit area. Applicants for associate 
or professor rank must have considerable teaching experience, demonstrated ability in research 
and publication and active involvement in professional organizations. Competitive salaries. 
Address inquiries to: Dr. Keith Bryant, Jr., Department of Accounting, University of Alabama in 
Birmingham, Birmingham, Alabama, 35294. An Equal Opportunity, Affirmative Action Employer. 












FACULTY POSITION: Assistant or Associate Professor of Accounting, September, 1979. 
Minimum of master's degree with CPA or CMA. Doctorate and/or professional experience pre- 
ferred. Send comprehensive resume to Randy Howard, Chairman, Search Committee. Eastern 
Montana College, Billings, MT 59101. An Equal opportunity/Affirmative Action Employer. 





#220 CALIFORNIA STATE UNIVERSITY, SACRAMENTO, has faculty openings in the Department 
of Accounting and Management Information Science beginning September 1979 in the Under- 
graduate and the Master programs; both are accredited by the AACSB. The openings are in the 

following two areas: (1) Accounting, and (2) Computer-based Information Systems. The faculty 

candidate will be expected to teach undergraduate and graduate level courses, to engage in instruc- 
tional-related duties and other activities; more emphasis on teaching effectiveness. Salary and rank 
open, commensurate with academic preparation and professional experience. Appropriate doc- 
torate (or near the final state of completion) required; professional certification (e.g. CPA) or 
progress towards such certification, desirable. California State University, Sacramento, is an 

Equal Opportunity Affirmative Action employer. Applications should include a curriculum vitae 

and names and addresses of three references. Applications should be addressed to: Dr. Donald H. 

Ford, Chair, Department of Accounting and Management Information Science, School of Business 

and Public Administration, California State University, Sacramento, 6000 J Street, Sacramento, 

California 95819. 




















range of undergraduate and graduate courses. Excellent living conditions in progressive, modern . 
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THE STATE UNIVERSITY OF NEW YORK at Binghamton has two openings for Accounting 
faculty with interest in financial and/or management accounting. Rank is dependent upon qualifica- 
tions. Salary and fringe benefits are competitive. Ph.D. candidates are encouraged to apply. SUNY- 
Binghamton is an equal opportunity/affirmative action employer. Send resume to Professor 


Bikki Jaggi, Chairman, Accounting Program, School of Management, SUNY- Binghamton, NY .- 


13901. (T: iM 607-798-2674.) 


WAYNE STATE UNIVERSITY is seeking faculty members in Accounting. Teaching opportuni- 
ties within our undergraduate and MBA programs are available in all specialties. Earned doctorate 
and CPA or CMA are preferred, but ABDs will be considered. Salary and rank will be commen- 
surate with qualifications and experience. These positions should be especially attractive to persons 
desiring to work with the business community because of the University’s strategic location and 
close ties with firms in the metropolitan area. Wayne State University, a large, stage-supported 
institution, is an equal opportunity/affirmative action employer. All qualified candidates are 
encouraged to apply. Please send vita to Professor A. C. Roberts, Chairman, Pees of 
Accounting, 300 Prentis Hall, Wayne State University, Detroit, Michigan 48202. 


SUFFOLK UNIVERSITY is seeking Assistant/Associate Professors in Accounting starting in 
September 1979. Associate rank requires terminal degree and previous teaching experience. ABDs 
with significant progress on dissertation and MBAs, CPAs with confirmed plans to continue gradu- 
ate studies considered at the Assistant Professor level. Suffolk University, located in the historic 
Beacon Hill area of Boston, enrolls approximately 6,500 students. The College of Business Adminis- 
tration/Graduate School of Administration offers the BSBA, BSPA, MBA, and MPA degrees to . 
over 2,300 full- and part-time students. The College presently is seeking AACSB accreditation. 
Please submit resume and inquiries to Dr. Weldon H. Walker, Chairman, Department of Ac- 
counting, Suffolk University, Boston, Massachusetts 02114. 


FACULTY OPENINGS, 1979—1980. Birzeit University, an independent Arab University in the. 
Israeli-occupied West Bank of Jordan, has faculty openings for the academic year 79/80 in the 
following fields: Accounting; Economics; Finance; Management; Marketing. Experienced and 
interested persons with the Ph.D. are invited to apply. Applicants with the Masters degree are also 
considered. The University is a co-educational institution with an enrollment of about 1200 stu- 
dents. It is located in the town of Birzeit, 26 Kilometers northwest of Jerusalem. English is the 
language of instruction. Address inquiries to Dean, Faculty of Commerce & Economics, Birzeit 
University, Birzeit, West Bank, via Israel. 


UNIVERSITY OF TEXAS AT ARLINGTON, invites applications for Assistant Professor of 
Accounting for Fall, 1979 with doctorate in accounting. Will consider ABD candidate where 
evidence shows probable early completion of dissertation. Professional certification and experience 
(business and teaching) are desirable. Full time and part time temporary instructorships requiring 
master’s degree (concentration in accounting) and CMA or CPA are often available (sometimes on 
short notice) and openings are expected for Fall, 1979. For either regular or temporary positions, 
please send letter of interest and resume to D. J. Casler, Chairman, Department of Accounting, 
University of Texas at Arlington, Arlington, Texas 76019. The University of Texas at Arlington is 
an Equal Opportunities/Affirmative Action employer. 


THE UNIVERSITY OF CENTRAL ARKANSAS, Conway, has two openings starting Fall, 
1979. One position was created by growth of the department, which is heavily teaching and consult- 
ing oriented. Candidates with doctorate will be given preference but ABD’s and Master's 
—CPAs/CMAs are actively encouraged to apply. Salaries are negotiable and depend on appli- 
cants’ qualifications and experience. UCA is an affirmative action/equal opportunity employer. 
Send resumes including names of references to Chairperson, Department of Accounting, UCA 
P.O. Box 1742, Conway, Arkansas 72032. 


INSEAD, FRANCE. Applications are invited for positions in Accounting at this European business 
School. Research interests in international and European accounting desired, as well as teaching 
capability in core accounting subjects. For further details write to: Professor M. W. E. Glautier, 
Institut Européen d'Administration des X sire Boulevard de Constance, F-77305-Fontainebleau, 
France. 





рж PEPPERDINE UNIVERSITY, MALIBU, CA. is seeking applicants for a tenure track accounting 


position at any rank. Prefer managerial interest. Ph.D. is preferred, but ABDs or ‘MBAs with certifi- 
cation will be considered. Salary level ($21,124—32.778 for 94 months). Applicants should have a 


- primary interest in undergraduate teaching with strong secondary interests in research and ap- 


propriate professional activity. The position is within Seaver College, a residential liberal arts 
college. Seeking faculty who will contribute to the value-centered education of a non-sectarian 
Christian University. Send resume to Dr. Jere E. Yates, Chairman; Business Administration 
Division; Pepperdine University; Malibu, CA. 90265. 


ACCOUNTING FACULTY POSITION for Sept, 1979. Tenure track position. Ph.D. or near 
doctorate required. Submit C.V. to Prof. E. Lutz, Economics Department, Brooklyn College, 
Brooklyn, N.Y. 11210. An affirmative action/equal opportunity employer. 


.TEPHEN F. AUSTIN STATE UNIVERSITY is seeking candidates for a faculty position leading 
to tenure. Stephen F. Austin State University is located in East Texas with easy access to Houston 
and recreational areas. The University enrollment is over 10,000 of which over 2,000 are in the 
Schoo] of Business. The undergraduate program is AACSB accredited. The primary emphasis is 
on teaching; however, research and publishing are encouraged. Applicants should have a terminal 
degree or be near completion of a doctorate. Applicants should contact Professor Eugene Sauls, 
Department of Accounting, Box 3005, SFA Station, Nacogdoches, Texas 75962. 


LOYOLA COLLEGE OF MARYLAND has faculty openings in its Department of Accounting 
beginning September 1979. Ph.D. or DBA preferred; Master’s with CPA considered, Relevant 
experience desirable. Rank and salary competitive. Undergraduate, MBA, and Master of Profes- 
sional Accountancy degree programs. Normal load: three sections, two preparations. Overloads 

available. Send resume to Jim Patton, Chairman, Department of Accounting, 4501 nom Charles 
Street, Baltimore, Maryland 21210. EOE/AAE. 


WASHINGTON STATE UNIVERSITY invites applications for the position of Chairperson of 
the Department of Accounting and Business Law. Position begins September 16, 1979. Academic 
rank and salary will be commensurate with experience. The Chairperson must have an earned 
doctorate in a related field teaching experience in graduate and under-graduate courses, and a 
demonstrated record in research and publications. Send resumes and inquiries to Gary M. Walton, 
Dean of the College of Business and Economics, Washington State University, Pullman, Washing- 

ton 99164. Candidate evaluation will begin on March 15, 1979 and continue until the position is 
filled. WSU is an BE/AA employer. 


EXPERIENCED ACCOUNTING INSTRUCTOR seeks permanent teaching position in the 
Northeast. I have had ten years' experience including government accounting, private business and 
teaching. I possess an MS plus 30 hours toward a doctoral degree in accounting at an AACSB 
institution. Since my educational plans are presently uncertain, I am seeking a school that would 
not require a doctorate for promotion or tenure. 


ASSISTANT PROFESSOR(S) OF ACCOUNTING. Employment date: Beginning Fall 1979 or 
later. Require: Ph.D. with a major in accounting CPA or CMA desirable. Teaching interests may 
be in Financial, Managerial, Auditing, Taxation, or Information Systems with secondary in one or 
more of the above areas. The courses would be at the B.A., M.B.A., Ph.D. levels. Research and 
publication is expected in accounting topics. Other duties include academic advising ; departmental, 
college, and university committees ; maintaining contact with accounting professional and business 
organizations; guidance to doctoral students in dissertation research. An affirmative action em- 
ployer and applications from women or minority candidates are particularly invited. Send letter of 
inquiry and resume to Dr. Harold Sollenberger, Chairman, Dept. of Accounting & Financial 
Admin., College of Business, Michigan State University, East Lansing, MI 48824. 
ACCOUNTING. Morehead State University is seeking an experienced person to head its Depart- 
ment of Accounting and Data Processing. Doctorate, evidence of professional distinction, demon- 
strated leadership ability and strong academic professional accounting background required. 
Salary based on qualifications. Available July 1, 1979. Letter of application and resume by May 15 
to Mr. Gary VanMeter, Chairman, Accounting Search Committee, UPO 1317, Morehead State 


University, Morehead, KY 40351. MSU is an Equal Opportunity, Affirmative Action Employer. 


i 





#236 ACCOUNTING. Morehead State University is seeking an assistant or associate professor of 
accounting. Doctorate preferred. Teaching duties on graduate and undergraduate levels. Available 
August, 1979. Salary based on qualifications. Letter of application and resume by May 15.to 
Mr. Gary VanMeter, Chairman Accounting Search Committee, UPO 1317, Morehead State 
University, Morehead, KY 40351. MSU is an Equal Opportunity, Affirmative Action Employer. 


OHIO UNIVERSITY 


IS PLEASED TO ANNOUNCE THE ESTABLISHMENT OF 
THE O'BLENESS PROFESSORSHIP IN PUBLIC ACCOUNTING 


Nominations аге now being accepted for the O’Bleness Professorship in Public Accounting, an 
endowed chair. The candidate being sought has easily identifiable experiences and qualifica- 
tions related to public accounting. This person will teach undergraduate and/or graduate 
courses, be involved with research and development activities, and maintain successful con- 
' tacts with the professional field of public accounting. ; 


The position is available beginning Fall 1979 and will remain open until filled. It may be filled 
temporarily by a one-year or one-term visiting appointment. The remuneration includes a 
good basic salary, plus a generous allowance for workshops, seminars, graduate student 
assistance, travel, and other support services. 


Nominations and inquiries should be addressed to: 
Chairperson 
Accounting Search Committee 
College of Business Administration 
Ohio University 
Athens, Ohio 45701 


Ohio University is an Affirmative Action, Equal Opportunity employer. 





THE STANDARD RESOU RCE FOR CPA CANDIDATES... 


СРА EXAMINATION: 
A COMPREHENSIVE REVIEW 


3rd Edition 


Harold O. Langenderfer: E. Ben Yager ` 


This carefully revised and thoroughly 
updated two-volume set is designed as an 
intensive guide for pre-exam study. 


VOLUME l—incorporales textual 
material with problems and questions 
from prior exams in Practice. Theory. 
Auditing, and Law. à 
VOLUME Il —contains answers and 
solutions for all problems and 
questions in Volume I. 

Significant features of the 3rd 
Edition include: 

e flexible format for easy manage- 
ment and individualization via 
Inventory Checklists and {dentifi- 
calion Source Cade 

e roorgenized contient around 

FASB Slandards. interpretatic ns. 


and concepts :with modifications 
of APB opinions?! 


э New topics on foreign exchange 


transactions and translations ‘loss 
contingencies research and 
development costs segment report- 
ing . markeiing equity securities 
objectives of financial reporting by 
business anterprises 


e revised and cxpanded chapters on 
Gavernmental Accounting and 
Special Sales Arrangements 


e Annual Updates subsequent to 
3rd Edition copyright 


For acdiianal infe ration about our CPA review iets, vali Chris Cole 
Charles E. Merrill Publishing Company, 


1300 Alum Сге Drive, 


Columbus. Ohio 43216 
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Two- new texts for 1979 


AUDITING 


Revised Edition ' 


by Jack С. Robertson, The University of Texas 


at Austin 


Auditing provides а eoncential basis for coping with the 


On 


+ 


fast paced changes in.the world of auditors. Decision. | ; 
making is a.unifylng thread throughout the text. Com- 


pletely updated and revised. Just Published ' .. 
{ | Е 

MANAGERIAL ACCOUNTING 

Concepts for Planning, Control, Decision Making 


Revised Edition 
by Ray H. Garrison, Basham Noung University 


In the revision process, great care has been taken to 
retain all of the strengths of the first edition. The book 
has been thoroughly updated and revised. Just Published 


Examination copies for adoption consideration available 
on request; please indicate course title and text 
: presently used. J 


1 


BUSINESS PUBLICAT IONS, INC. 


13773. North Central Expressway 
Dallas, Texas 75243 


# 


4, 
^ 


+ 


W hether - 
‚ CPA, Or MBA, 


о Accounting 
Fundamentals... 


ATEXT FOR EVERY OBJECTIVE, FROM McGRAW-HILL 
Rung CONCEPTS AND METHODS, Third £dition 


* John J. Willingham, University of Houston, and D; R. COrmichaes American Institute of 
_ Certified Public Accountants 
1979, 512 pages (tent.), $17. 00 (tent. ) 
Instructor's Manual 
In its third edition this text continues to emphasize concepts while featuring more examples 
and illustrations, more specific references to authoritative literature, a more complete 
раа of rocedures, lists of major topics, review questions, and cases. D. R. Carmichael 
Кы cipal author of the Cohen Commission Report) and Professor Willingham have prepared 
tive explanations of important legal cases and Cue the discussion of the auditor’s 
revel liability. 


PERSPECTIVES IN AUDITING, Third Edition 5 


D. R. Carmichael, American Institute of Certified Public Accountants and | 
John J. Willingham, University of Houston.. M 
1979, 480 pages (tent.), $9. 95 (tent) - . A ae 
Instructor's Manual 

A supplementary book of readings that treats recent trends and topics of interest, such as 
the ethical responsibility and legal liability óf the auditor. - 


COLLEGE ACCOUNTING: An Introduction 


Phebe M. Woltz and Richard T. Arlen, both of Schoolcraft College 
1979, 320 pages (tent.), $11.95 (tent.) 
_ Instructor's Manual, Study Guide and Working Papers, A and B Achievement Tests, ‘Examination 
_ Question Manual, Practice Set I, Practice Set II, Overhead Transparencies 
Here's a well organized text on accounting fundamentals for business students, designed `” 
for a one-semester introductory course. Easy to understand, it uses many examples and ' 
illustrations to'provide a practical introduction to accounting. Each chapter contains learning 
objectives, marginal notes оп key points, a glossary ot new terms, ‘and a summary. Exercises 
and problems illustrate both single and combined concepts, and parallel the text. 


ACCOUNTING FOR FINANCIAL STATEMENT PRESENTATION 


Jack L. Smith and Robert M. Keith, both of the University of South Florida 
1979, 680 pages (tent.), $16. 95 (tent.) | 
Instructor’ 5 Manual 


A comprehensive and up-to-date treatment of financial accountng ‘at the MBA level or for 

` advanced undergraduate courses for non-accounting majors. This well-written, heavily — . 
illustrated text reorganizes the underlying issues of financial statement presentation and the 
инен limitations of financial disclosures. Includes questions and problems. ud 
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кезек to change. 


-COLLEGE DIVISION 'MeGRAW-HILL BOOK COMPANY M 
^. , 1221 Avenue of the Americas, New York, М. Y. 10020 o 










| Add Interest fo | 
>) ^ E our Classes With © 
xd Chest / a IIR WIN сав | 


gua ACCOUNTING: Text and Cases, Sixth Edition 


." Robert N. Anthony, Harvard University and James S. Reece, University of Michigan ps 


`` ACCOUNTING PRINCIPLES, Fourth Edition 


Ы 


__ Robert N. Anthony and James S. Reece . 


ACCOUNTING PRINCIPLES WORKBOOK, Fifth Edition (paperbourid) 
James S. Reece and Robert N. Anthony | 


- . AUDITING: Standards and Procedures, Ninth Edition. .. . a g 
Arthur W. Holmes, Professor Emeritus, University of Cincinnati, and 
. David C. Burns, University of Cincinnati 


AUDIT CASE, Ninth Edition AD a ел 
` Arthur W. Holmes and David C. Burns ` ы te x^ 


. AUDIT PROBLEM: METALCRAFT, INC., Seventh Edition . 
Arthur W. Holmes and Dale L. Kiefer, University of Wi 


. ACCOUNTING: A Management Approach, Sixth Edition a * 
* Gordon Shillinglaw, Columbia University, Myron J. Gordon, Univeral of Toronto, ` 4 
and Joshua Ronen, New York University 


` FINANCIAL STATEMENTS: Form, Analysis, and Interpretation, M 
` Seventh Edition 
. Stewart Yarwood McMullen - 


PRINCIPLES OF COST ACCOUNTING WITH MANAGERIAL ` | 
. APPLICATIONS P 


.  Letricia Gayle араа Memphis State University . 


Examination copies for adoption constdsration available on 
request; please indicate course title and text presently used. 


Al RICHARD D. IRWIN, INC. 


`. Homewood, Illinois: 60430 ` ae? b qupd | 


Get your students involved with 


Financial Accounting Information: An Introduction to 
its Preparation and ee | 


апа 
‚ Managerial etic E E An Introduction to 
its Content and Usefulness 


by A. Thompson Montgomery, San Francisco State University 


These two books together cover the introductory accounting 
sequence at both the undergraduate and graduate levels. Each 
text is independent of the other. Each is appropriate for both 
accounting and non-accounting majors. And each teaches stu- 
dents by involving them in solving practical business problems. 

The books present the essentials of financial and managerial 
accounting in an informal, conversational style. Every chapter ` 
opens with a specific business problem or decision. The prob- 
lem and its solution provide a frame of reference for the mate- 
rial in the chapter and make it more meaningful to the stu- 
dent. This learning-oriented approach has been tested in 
classrooms for years and has proved very effective. 

Each book also contains many student aids — chapter 
previews and summaries, comprehensive review questions,’ 
extensive glossaries, suggestions for further reading, and 
mini-cases. Financial Accounting Information even includes 
an actual annual report and a complete set of audited financial 
statements. Both books adapt easily to different course 
coverage patterns. 

These two books are a thorough and stimulating introduc- 
tion to accounting. Use them to get your students involved. 


Financial Accounting Information: An Introduction to its 
Preparation and Use 688 pp. hardbound (04924) $14.95 
Instructor's Manual (04923) Integrated Practice Set (04938) 
Managerial Accounting Information: An Introduction to its 
Content and Usefulness 800 pp. hardbound (04927) $15.95 
(tent.) Instructor's Manual (04928) 
For complimentary examination copies, write to Bill 

' Hamilton, Senior Editor. Please state course, enrollment, . 

and text now in use. 


A 
| vv. Г | 
Business and Professtonal Division 
Addison-Wesley Publishing Company, Inc. 
+ Reading, Massachusetts 01867 
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Чагсоип Brace Jovanovich, inc. Proudly Presents: 


A STRAIGHT-FORWARD, NO- NONSENSE, 
PLAIN ENGLISH VERSION OF =e. 


GAAP. | E 


Approximately 500 pages of plain sim- 
dle English, the Comprehensive GAAP Guide 
ncludes every single promulgated account- 
ng principle in use today. The utmost care 
3as been exercised to avoid incomprehensi- 
ale language. Each promulgated principle is 
horoughly reviewed in a logical format that is 
3asy to understand. 

Important nonpromulgated accounting 
»rinciples have been integrated throughout 
he text in an effort to give the reader a more 


complete perspective of the specific subject | 
natter. 

The chapters in the GAAP Guide are ar- . i 
‘anged by subject matter in order to bring to- 


jether related pronouncements of different 














dates. Comprehensive illustrations are used | А comprehensive restatement 
yenerously to demonstrate specific con- ` of all current promulgated 
zepts-and principles. Apparent conflicts in Generally Accepted Accounting Principles 
'he promulgated pronouncements and other ue a 
mportant information are highlighted by Martin A. Miller 
special observation paragraphs. Я 

An innovative Disclosure Index has been | ` © , : 
orovided which contains both required and . ; . 


ecommended disclosures currently in use. 
This index has been designed to assist the 
reparer or reviewer of financial statements in А МО ЕЛО 
«determining whether necessary disclosures Ме believe that this book is quietly going to Increase the general 
khave been properly made. competency level of the accounting profession. 


ORDER YOUR COPIES TODAY! 











Teo esse” Ws A a ae ec Ge c NM COMME M cM M M AR 

Department AR 19th Floor 
| Harcourt Brace Jovanovich, Inc. | 
| 757 Third Avenue | 

New York, N.Y. 10017 

Ld 

| Please send me... Comprehensive GAAP Guide(s). | - 
| Enclosed is $15.00 for each copy. (New York City residents please add 8% | 
| sales tax. N.Y. State residents please add appropriate state and local taxes.) | 
| CI Rush Order—Add $2.00 Per Copy For First Class Mail | 
| Name | | 4^ 
| Address | 
| City State Zip. | 
L — — — — — — —— —— — — —— — — — — 4 4 


H Harcourt Brace Jovanovich, Inc. : 
New York Chicago San Francisco Atlanta Dallas 








MANAGEMENT 


ACCOUNTING, 2nd Ed. 


A Decision Emphasis 

Don T. DeCoster, The University of Washington, 
Seattle, & Eldon L. Schafer, А 

Pacific Lutheran University, Tacoma 

DeCoster and Schafer are not strangers to the aca- 


demic world. Numerous schools all over the country 
have used and praised their first edition. Now, the, 


-second edition delivers even more of what instruc- 


tors want out of a textbook for the мааа 

Accounting course. This new Second Edition pre- . 

sents an integrated introduction to management 

decision making in accounting. Among the appeal- 

ing features are: 

W Strong decision making theme, with emphasis on 

lanning and control throughout Е 

Variable costing emphasized in describing cost 
accumulation and cost systems, to better meet 
intemal management decision making needs 

W Extensive coverage of the behavioral aspects of 
the budgetary process 

W Full chapter on not-for-profit organizations 

W Good and varied selection of problem material, 
with the addition of many numerical exercises at 
an intermediate level of difficulty 

Outstanding supplementary aids include а Solu- 

tions Manual, Test Items with Transparency Mas- 

ters, and a Student Study Guide. Thoroughly reor- 

ganized, rewritten, and class-tested for greater clar- 

ity and student understanding, DeCoster and 

Schafer's new Second Edition is one book you 

won't want to miss. : 

(0471 04356-7) 1979 772pp. $16.95 


ADVANCED ACCOUNTING 


Andrew A. Haried, Leroy F. Imdieke, & 
Ralph E.Smith, all of Arizona State University 


Emphasizing depth of coverage in theory and prac- 
tice, this new text presents traditional advanced 
accounting topics plus unusually strong treatments 
of business combinations, consolidated financial 
statements, and not-for-profit organizations. 
ADVANCED ACCOUNTING has been extensivel 
class-tested at Arizona State—for maximum rea 
ability and “teachability” 

This new text gives you: 

W Coverage oí both cost and equity methods of re- 
cording investments in consolidated subsidiaries, 
in such a way that procedural differences are eas- 
ily reconciled by the student 

W Strong analysis of deferred income tax effects 

W Accordance with recent pronouncements by 
FASB (through # 22), SEC, NCGA, as well as 
draft proposals for the revision of GAAFR 

BA full range of problems— many adapted from the 
Uniform CPA examination 

W Excellent supplementary alds Including a Solu- 
tions Manual designed so that transparencies 
can be easily made and a set of partially comple- 
ted Warkpapers for more effective problem 
assignments 


(0471 02374-4) 1979 717pp. $1750 


To request compfimentary copies, 

write to Howard P. Smith, Dept. 3555. Please 
include course name, enrollment, and title 

of present text. 


Uy 


HAVE OUR STANDARDS __ 


AUDITING 


Integrated Concepts and Procedures 
‘Donald H. Taylor, The University of Arkansas, 


.& G. William Glezen, former partner of Arthur 


Andersen & Co. and The University of Arkansas 


Drawing on a combined total of ten years of teach- 
ing auditing courses and twenty-one years of public 
accounting experience, the authors present solid 
theory together with a vast amount of applied mate- 
rial on auditing procedures, with examples of the 
auditing process taken from true situations. They 
are Innovative in discussing EDP and statistical 
sampling in relation to internal control and evidence 
gathering. Of equal value is thelr inclusion of AICPA 
pronouncements and SEC rulings within the chap- 
ters, as they relate to the topic under discussion. 
Finally, Taylor and Glezen provide an unusually 
large and diverse amount of end-of-chapter mate- 
rial: over 1,000 review questions, objective CPA 
exam questions, discussion questions, and problem 
cases taken from actual experiences of the co- 
authors. Accompanied by a Solutions Manual, a 
flexible Case Study in Auditing, and an Instructors — . 
Manual for the Case Study. - 
(0 471 84654-6) 1979 790рр. $18.95 


INFORMATION SYSTEMS, 


9nd Ed. 


Theory and Practice 

John G. Burch, Jr. East Texas State University, 

Felix R. Strater, The Standard Oil Company (Ohio), 
& Gary Grudnitski, The University of Texas at Austin 


Reorganized and streamlined for greater Clarity, this 
new second edition covers even more of the con- 
cepts that pertain to Information systems for various 
types of organizations. it examines the data base 
as one of the most important design blocks of the in- 
formation system, and stresses many of the tech- 
niques that can be used with electromechanical or 
manual systems In addition to computers. Here, 
you'll find an in-depth presentation of systems 
development methodology, with new material on 
computsr controls, systems auditing, and behav- 
ioral and management considerations— including a 
case that describes a real world application. 
Instructor's Manual available. 

(0471 12322-6) 1979 571pp. $17.50 


And coming in December... 

the third edition of Kieso/ 
Weygandt’s INTERMEDIATE 
ACCOUNTING...The book that 
set the standard for intermediate 
accounting! 


JOHN WILEY & SONS, Inc. 


605 Third Avenue, New York, N.Y. 10016. 
In Canada: 22 Worcester Road, Rexdale, Ontario 
Prices subject to change without notice. A 3555-21 


KEEPING FACE 
WITHA CHANGING - 


PROFESSION... Modern” 


The ЕЕ ‘edition of this 
widely used and respected text 
continues to employ innovative 
methods to present advanced 
financial. accounting topics, 
providing students with the solid 
foundation of knowledge required 
for the successful completion of : 
-: the Uniform CPA Examination. 


Here are just a | few of the topics 

covered: 

'* CONSOLIDATED 
FINANCIAL STATEMENTS: 
„ Coverage is now expanded to six 
chapters. A carefully developed, 
. Step-by-step process is used. to ` 
guide students through all aspects of 
consolidated financial statements for 
parent-subsidiary purchase business 
combinations, then through pooling 
business combinations. 


ө ACCOUNTING AND 


REPORTING FOR THE SEC: A new | 


chapter оп this important topic has been 


e CONSOLIDATION | 
ELIMINATIONS: The book’s 
step-by-step development will help ` 
Students fully comprehend the goals 
accomplished in each step of the. 

: consolidation elimination. 


e LEDGER ACCOUNTS: Covers the 


- effects of equity-method journal entries 


- on key ledger accounts of the parent: 
company. 
-AND DON’T FORGET. 2 


Modern Advanced Accounting features a 
variety of review questions, exercises, 






Second Edition 


Walter B. Meigs, A. N. Mosich 
and E. John Larsen, all of the : 


University of Southern California 


1979, 768 pages (approx.), $17.50 (approx. ) 
Solutions Manual, Study Guide, Overhead + 


Transparencies, Examination Questions 


Manual, Working Papers, Checklist of Key 


| Figures 


short cases for analysis and decision, and 
roblems. Many illustrations are taken 


from published financial statements, and | 


the text incorporates the latest — . 
pronouncements of the FASB, AICPA, 
and SEC. . 

And a first-rate collection of 
supplements is available Jor use with 
this text. 

Complete, Practical, 
and Up-to-date 


Advanced 


Accounting 





4 


The qualities that made Modern d (db 


Advanced Accounting a leading text . 
Will make the second edition more `. 
popular than ever! 


Zr 


Price subject to ийре: 


COLLEGE DIVISION 
McGRAW-HILL 

BOOK COMPANY 

1221 Avenue of the Americas 
New York, N.Y. 10020 


FINANCIAL OR 


. An roe to Сопсерш, Methods, 
and Uses 

Second Edition Dr 

Sidney Davidson, University of Chicago 

'. Clyde P.. Stickney, Dartmouth College 
Roman L. Well, niversity of Chicago 


Used by seven of the ten major account- 
ing schools In its first edition, Financial 


Accounting has become a standard In -` 


Its fleld for its emphasis on concepts 
rather than procedures. Designed to give 
students a sufficient understanding of 
the accounting process for them to in- 
terpret, analyze, and evaluate financial 
statements, It bridges the gap between 
the preparation. of these statements and 
thelr uses or interpretatlons. Without 
overloading students with needless de- 
tall, it also, provides sufficient description 
and Шы: of the accounting process 
fey can understand ‘the effects of 

| partica ar transactions on financial state- 
- ments. The text features: 

€ a unique chapter on the effects of 
using alternative accounting procedures 
-. On a set of financial statements 

' ө a simplified chapter on flow of funds 
and the statement of changes In flnan- 
: cial position 

ө a revised chapter on financial state- 
ment analysis that now considers anal- 
' ysis over several years 

€ expanded coverage of cash and mar- 
ketable securities 

€ a new chapter on current issues In 
financial reportIng 

ө an outstanding /nstructor's Manual, а 
Study Gulde, and (new to this edition) 
transparency acetates. `~” 


ISBN 0-03-046296-1 /January 1879,720 pages . 


James Н. Ryder 


Qo 


d adds 
42 to 





idson 


An Introduction to Concepts, Methods, i 
and Uses 

Sidney Davidson, Unive of Chicago 
James 8. Schindler, State niversity of 
New York at Buffalo 

Clyde P. Stickney, Dartmouth College 
Roman L. Well, University of Chicago 


Emphasizing user-oriented topics and a 
careful balance between accounting 
concepts and procedures, Managerial 
Accounting meets the need for a text 
that establishes cohesive links between 
financial and managerial accounting. 


After a quick review of financial account- 


Ing principles, the text's three main sec- 


tions focus on the major uses of ` 


accounting Information (managerlal de- 
cision-making, planning and control, and 
extemal reporting) with diécusslons: and 
Illustrations of the concepts appropriate 
for each use. A unique chapter then syn- 
thesizes, the text’s materlal by consider- 
ing specific areas where managerial and 
financial accounting are, and are not, 
congenial. The book features: 


'€ better coverage of Inflation account- 


Ing and the managerial Implications of 
income tax regulations than competing 
texts 


ө a contemporary discussion of value. 
' enalysis and capital budgeting 


е a discussion of direct versus absorp- - 


tion costing 

ө teaching and leaming aids: chapter 
summaries, abundant questions and 
problems, 'comprehensive glossary 

è supplemental teaching materlals: 
comprehensive /nstructor's Manual, — 
Study Guide, transparency acetates. 
ISBN 0-03-017416-3/1978, 564 pages 


Fora complimentary copy, please send course title 
and approximate enrollment to: 


The Dryden Press, a subsidiary of Нол, Rinehart and Winston . 


THE DRYDEN PRESS 383 Madison Avenue, New York, NY 10017 б 





No more 
gray suits 


Newt Becker. 


21 years ago that’s all he wore to hide the chalk dust. In 
those days Newt was spending hours at the blackboard 
writing solutions for his first CPA course. 


There were 8 students then. Well, Newt Becker has 
come a long way from the blackboard. So has BECKER 


CPA REVIEW. In the November 1977 CPA Exam there Н 


were 3000 Becker students who passed the final part or 
parts of the CPA Exam, which represented over 1/3 of 
the successful candidates throughout the USA. 


Now the BECKER CPA REVIEW is a sophisticated, pro- 
fessionally taught, work-and-remember learning pro- 
gram. The Review helps thousands of students in 65 

cities across the country prepare for and pass the 
- CPA Exam each year. 


More than 30,000 Becker students have passed the final 
part of the CPA, Exam since 1957. 


Whatever career objectives you or your associates 
might have, being a CPA puts your mind where the 
money is. That’s a valuable place for any mind to be. 








NATIONAL HEADQUARTERS: 


15760 VENTURA BOULEVAR 
ENCINO. CALIFORNIA 91436 


BS RT TA |. 


n? 
7 


JACKSONVILLE 
KANSAS CITY 
LONG ISLAND 
LOS ANGELES 
Santa Ana 
Мал Nays 
*LOUISVILLE 


216 434-1171 


906 621-6318 
713 602-7186 
317 848-5591 
904 724-6112 
610 661-6776 
212 664-2351 
213 872-1373 
7146419311 
213 088-3321 
502 964-4023 


MEMPHIS 
MIAMI 
MILWAUKEE 
MPLS./ST. PAUL 
NASHVILLE 


SALT LAKE CITY 
SAN ANTONIO 
SAN DIEGO 

SAN FRANCISCO 


“WICHITA 





801 634 0110 
512 341-3423 
714 298-6740 
415 643-1610 
408 251-8446 
809 763-1533 
208 622.7475 
813 238-2681 
419 4748558 
502 3278442 
202 331-1410 
316 264.2276 





“Summer Term Onty- 










TARE SAUNDERS INTO ACCOUNT 
Financial Accounting: An Introduction, 3rd Edition by Harold Bierman, Jr., Cornell 
University and Allan’R. Drebin, Northwestern University. This new edition includes 
detailed explanations of the balance sheet and debits and credits. Then, using a 
step-by-step approach, the authors show students exactly how to apply these basic 
concepts in a variety of different situations. Foreign currency translations, FASB 
standards and their impact on current practices, efficient market implications and 
partnerships are just a sampling of the interesting and relevant topics featured. April 
1978,'452 pp. Illustd. $14.95 (Can. $17.20). Order #1704-2, 





Study Gulde to Accompany Financial Accounting: An Introduction, 3rd Edition by 
Harold Bierman, Jr., and Allan Drebin. This helpful guide reinforces textual coverage 
with questions and answers relating to course material. May 1978. 135 pp. $5.95 (Can. 
` $6.85) Order # 1717-4. 


Practice Set to Accompany Financial Accounting: An Introduction; Jay Corporation, 
` 2nd Edition by James A. Gentry, Jr., Emory University. This problem covers al! the'steps 
involved in-the accounting cycle. August 1978. 62 pp. $5.25 (Can. $6.05). Order #4088-5. 


Workirig Papers to Accompany Financial Accounting: An Introduction, 3rd Edition by 
Harold Bierman, Jr., and Allan Drebin. A great aid to students, these working papers 
include problems specifically geared to Individual Рта іп the text. May 1978. 225 
Forms. $8.95 (Can. $10.30). Order #1719-0. 


Managerial Accounting: An Introduction, 8rd Edition: by Allan Drebin and Harold 
Bierman, Jr. This new third edition provides students with clear, detailed coverage of 
the preparation and utilization of financial information for internal management pur- 
poses. Effects of price changes .. . the economics of information .. . inventory control 
procedures ... zero-based budgeting—you' п find all the most pertinent topics fully 
discussed: and illustrated with many practical examples. Every chapter provides exten- 
"sive questions and problems as well as cases for discussions. April 1978. 376 pp. Illustd. 
$14.95 (Can. $17.20). Order 4 3188-6. 
Study Guide to Accompany Managerial Accounting: An introduction, 3rd Edition by 
Richard L. Howe, Orange Coast College. Following the material in the text, this manual 
provides students with questions, exercises, problems, and complete answers. June 
1978. 94 pp. $4.95 (Can. $5.70). Order ££ 4792-8. 


Practice Set to Accompany Managerlal Accounting: An Introduction; Electrical Prod- 
ucts Incorporated, 2nd Edition by Gary A. Luoma, Georgia State University. Using the 
* concepts presented in the text, this problem covers important decision areas. Aug. 
1978. 70 pp. $5.25 (Can. $6.05). Order # 5810-5. 


Also available for each text and free upon adoption are ашшы. Solutions 
Manuals, and Transparencies. 


WB. SAUNDERS COMPANY 


W. Washington Sq., Phila., PA 19105/1 Goldthorne Ave., Tor, Ont M8Z 5T9, Сап. . 
Prices are U.S. and Canadian only and subject to change. . 





It takesmore than practice 
to make a practice perfect. 


THE MARKETING OF 
PROFESSIONAL ACCOUNTING 


James ]. Mahon, Retired Partner of Coopers 


Here are highly successful, professionally 
proven methods for acquiring new-clients 
and expanding your professional practice 
from a noted specialist In practice develop- 
ment. James J. Mahon, Retired Partner of 
Coopers & Lybrand, has distilled all his 
knowledge of marketing, communications, 
and public relations in this strategy-packed 
book. He gives you dozens of practical, 
proven techniques for marketing your ser- 
vices—all in keeping with the profession's 
traditional image and standards. Includes 
special features, such as six vignettes with 
hypothetical dialogue for dealing with spe- 
cific problems, the seven “don'ts” when 

: dealing with the press, case studies, hints on 
speechwriting, phone contact, and much, 
much more. 
"A very timely, authoritative, and practical 
' guide. It's sure to become must reading for 
accounting students—and most practicing 
accountants:’—Barron’s 
(0 471 04480-6) 1978 189pp. $15.95 


FINANCIAL AND . 
ACCOUNTING GUIDE 
FOR NONPROFIT 


ORGANIZATIONS, 3rd Ed. 
Malvern J. Gross, Jr., С.РА., & Willam 
Warshauer, Jr, С.РА., both Partners, Price 
Waterhouse & Co. 

; The authoritative working guide for handling 
the special problems of financial reporting, 
accounting, control, and tax compliance 
faced. by nonprofit organizations. 

Detalling such topics as books, 
establishing Internal controls, and developing 
and presenting budgets and statements, this 
book is the working guide for all 
nonprofit organizations. 

(047104874-3) May, 1979 

approx. 600 pp. $20.75 (tent). 


à 











MONTGOMERY'S AUDITING, 


9th Ed. 

Philip L..:Defliese, C.PA., Kenneth P. йер 
C.PA., & Roderick K. Macleod, C.PA., allof . 
Coopers & Lybrand 

The bible of the accounting profession for 


. more than sixty years—now revised and 


updated. Organized around the major trans- ; 
action flows that comprise the business life . 
cycle, this Ninth Edition is easier to use and 


- more effective at solving specific розев й 


than ever. 

“It should be fnctuded In every reference 
library covering accounting and auditing?’ 
—The Accounting Review: . 

1975 — 





(0 471 06527-7) 
869 pp. $24.50 


RETAIL ACCOUNTING AND. EE 
FINANCIAL CONTROL, 4th Ed. | 
Louls C. Moscarello, C.PA., Francis С. pink Р 
С.РА., & Коу С. Chapman, С.РА., all 

Partners of Coopers & Lybrand — | 
Completely revised and updated, this Fourth е 
Edition of a major reference gives you ипраг- 





‚ alleled guidance on all aspects of accou 


and financial control for retail establishments. _ 
Among the topics covered аге ће most". 
effective accounting and reporting methods, 
improved merchandise and expense con- ` 
trols, LIFO, installment sales reporting, and - 
much more. 

"For practitioners, retail executives, and stu- . _ 
dents specializing i in retall accounting, itis an. - 
—The Accounting Review 


excellent work?’ 
(0 471 06793-8) 1976 
520 pp. $23.95 


Avallable at your bookstore or write to 
John V. Storojev Dept. A 3546-54 


THE RONALD PRESS . 
a division of John Wiley & Sons, Inc. 
605 Third Avenue 
New York, N.Y. 10016 
In Canada: 22 Worcester Road, Rexdale, Ontario _ 
Prices subject to change without notice. 
092 A3546-54 


e d 


- with either one 
- of these two books, — 
апа you'll never switch 
| . to another 


Its Sources and 


"Applications, 1979 Edition ` 


Clarence F. McCarthy — 


_ University of Chicago: 


E 


Comprehensive, up-to-date revision of a 


major conceptual approach to the U.S. 
'system of taxation. Book has proved so 
. useful that it is now an annual edition. 


Integrates principles of accounting, and 


"law into the understanding of income 


taxation and regulation, and encourages 
further analysis. A unique feature of this 


-edition is the coverage of trusts (fiduciary 


eS relationships, non-entity types, grantor 
' » trusts; Mallinckrodt trusts, simple, com- 


"d 


` plex, and ten-year entity t 
‘accounting principles, and income taxa- 


es), fiduciary 


| . , tion of estate income. 


Suitable fór a one- or two- даек ora 


.two-quarter course in Introduction to 
“Taxation. Can also be used by practi- 


tioner as a review of tax laws and regula- 


. - tions, and it is appropriate for advanced 
Uk courses as supplementary material. 


dp. 


#2. 


` 784 pp. Cloth $18.95 


tax course text. 
= FEDERAL INCOME TAX: 


PRENTICE-HALL — - 
FEDERAL TAX COURSE. 
1979 STUDENTS EDITION 


Prentice-Hall Staff 

Teachable, authoritative explanation of 
Federal tax structure is designed for use 
as the basic text in an undergraduate tax 
course. Written by Prentice-Hall tax edi- 
tors in conjunction with leading editors in’ 
the field, the book reflects recent changes 
in the federal laws, peg ulavons and 


г rates. 


Key features include —an РЕР іп- 
troductory section containing а synopsis 
of basic tax concepts, boxed introductory 
material, chapter highlights, tax plan- 
ning and tax shelter material and charts 
and tables. Text includes over 1,000 prob- 
lems and questions, all of which help 
students learn how to apply tax princi- 
ples. Informative, flexible Instructor's - 
Manual is free upon adoption of the text. 
1979 . Cloth $16.95 


Prices subject to change without notice. 


For further information, or to order or reserve 
examination coples of these two texts; please write: 
Robert'Jordan, Dept. J-¢50, Prentice-Hall, Inc., 
Engiawood. Cliffs, NJ 07632. - , 


© Prentice-Hall 


Not Just A Course... 
But A Program 


The following learning materials from South-Western pro- 
vide accounting instruction of the broadest scope—allowing 
you to adjust to the individual needs of your students. 

ACCOUNTING PRINCIPLES, Twelfth Edition, by Niswonger and 
Fess has enjoyed immense popularity over the years. It is the most 
popular introductory accounting text on the market today. A full 
range of supplementary materials provide the most complete intro- 
ductory accounting instruction on the collegiate level. 

AUDIO-CASSETTE STUDY GUIDES by Pillsbury provide self- 
paced individualized instruction for those students having difficulty 
in the principles of accounting course. The 4 softbound Study Guides 
and Instructional Tapes can be used successfully with most first-year 
accounting texts. A cassette player is the only necessary equipment. 


There is one cassette for each of the modules 
contained in the 4 Study Guides. 


COMPUTER AUGMENTED ACCOUNTING (CompuGuide One— 
New Edition! and CompuGuide Two) by Pillsbury is designed to allow 
first-year accounting students to use the computer in solving accounting 
problems. CompuGuide One is closely correlated with Chapters 1-14 
of ACCOUNTING PRINCIPLES by Niswonger and Fess. CompuGuide 
Two correlates with Chapters 15-28. Both CompuGuides, however, can 
be used successfully with most standard first-year accounting texts. 
(A complete description of program and machine requirements is in- 
cluded in our current catalog.) 


SOUTH-WESTERN PUBLISHING CO. 


5101 Madison Read, 355 Conde Siret, 11310 GemialLane,- 925 Spring Boad, 865 California Avenue, 
Cincianst!, ОН 45227 West Chicags, 11. 50185 — Dallas, TX 75229 Pelham Mansr,NY10803 Pais Aite, CA 94304 





- FINANCIAL ACCOUNTING Revised Edition 
*. James J. Benjamin, Texas A&M University 

Arthur J. Francia, University of Houston 

Robert H. Strawser, Texas A&M University 


The complete teaching package Includes: Practice Problem, Study Guide, 
Working Papers, Achievement Tests, Check Figures, Solutions Manual. 


© MANAGERIAL ACCOUNTING 
Arthur J. Francla, University of Houston ^ 
Robert H. Strawser, Texas A&M University | 


Тиз teaching мор includes: Study Guide and Complete Solutlons Manual. 


| CASE PROBLEMS IN FINANCIAL ACCOUNTING 
Thomas R. Dyckman, Cornell University. 
Robert J. Swieringa, Cornell University 


| . READINGS AND CASES IN AUDITING STANDARDS 
. X Thomas Hubbard, University of Nebraska’ = 
: David J. Ellison, ‘University of Nebraska: 


. For Professional Development and MBA Programs... 
. THE EXECUTIVES GUIDE TO MANAGEMENT `- 


2. ACCOUNTING AND CONTROL SYSTEMS - 


William Rotch, Brandt R. Allen, C. Ray Smith’ ' 
Alt of the Colgate Darden Graduate School of Business Administration, 
University of Virginia 


' 


“ Examination coples are avallable on request by writing to.. .. 


dame publications, inc. 


| ; P.O. Box 35556 Houston, Texas 77035 





or Wiley & Sons, Inc. 


ds pleased to announce the appointment of 
GARY JOHN PREVITS 
| < Prolessor School of Accoùntancy, The University of Alabama 
i as Editor of 


. MODERN ACCOUNTING ~ 
PERSPECTIVES AND PRACTICE, - 


A Ronald Press Series 


| Modern РР Perspectives and Practice is a series of reference books 


_ authored by university teachers of accounting who have experience in professional 
practice. Writing from this dual perspective, they combine current conceptual 
thinking with practical approaches and applications to today's problems. Inquiries 
, areinvited, and should be addressed to Drawer AC, University, Alabama 35486. 


RONALD PRESS DIVISION ; JOHN WILEY & SONS, INC. 
Publisher of the Accountants’ Handbook, Accountants’ Cost Handbook, 
Montgomery’s Auditing, SEC Accounting Practice and Procedure, Modern Inter- 
nal Auditing, Financial and Accounting Guide for Nonprofit Organizations, and 
other definitive reference works. 


JOURNAL OF ACCOUNTING 
AND ECONOMICS . 
. SPRING 1979 


Volume 1, Number 1 
TABLE OF CONTENTS.: 


` Editorial 
' Daniel W. ‘Collins and Warren T. Dent 


The Proposed Elimination of Full Cost Accounting in the Extractive Petroleum dustry: 
An Empirical Assessment of the Market Consequences 


Thomas R. Dyckman and Abbie J. Smith . 
` Financial Accounting and кон by Oil and Gas Producing Companies: A Sindy of 
“Information Effects 


" Robert E. Verrecchis 
On the Theory of Market Information Efficiency 


Robert L. Hagerman and Mark E. Zmijewski 
-Some Economic Determinants of Accounting Policy Choice 


': Annual subscription Dfl. 55.00 (US $24.50) to private subscribers or DA. 115. 00 (US $51 00) 

to library. and institutions. Orders should be sent directly to: North-Holland Publishing. 
Company, P.O. Box 211, Amsterdam, The Netherlands. Manuscripts should be submitted 
“(in triplicate with $20 ‘submission fee) to: Professors Watts and Zimmerman, Graduate 
School of Management, University of кесене, Rochester, New York, 14627, U.S. AD 








Third Edition 





Walter B. Meigs, University of Southern California 
and Robert F. Meigs, California State University, San Diego 





1979, 704 pages (approx.), $14.95 (approx.) 
Solutions Manual, Study Guide, Practice Set, Additional 

' Examination Questions, Achievement Tests, Overhead 
Transparencies, Checklist of Key Figures, Visual ; 
Classroom Displays, Partially Filled-in Accounting Worksheets. 









A significant revision of a highly The new edition — updated and 
acclaimed text for one semester expanded for today’s profession 
courses in financial accounting . . . € АП material reflects the latest 


Coverage of concepts and practices pronouncements of the FASB and 

@ Ina style that is clear and the SEC. 

Motivating, the authors consider the € Questions, exercises and problems 
. latest concepts and practices of — all independently tested for 

` -financial accounting, providing an accuracy — conclude each chapter. 
overview of financial statements, Business decision problems require 
underlying theory and alternatives. students to interpret and use 

More sophisticated topics, such as accounting information. 

present value or earnings per share, are ® The outstanding supplements - 
covered just as effectively. increase teaching effectiveness and 
e Inflation — one of the most critical facilitate assignment of material, 
issues today — is discussed wherever testing, and explanation of the most 
appropriate in the text. The authors difficult topics. 

analyze the circumstances in which Why adopt Meigs and Meigs, 
information is most seriously affected FINANCIAL ACCOUNTING, 

by inflation, pinpointing methods for Third Edition? The reasons are clear 
















dealing with the problem. . — it offers clarity, accuracy, | 
| | thoroughness, and total teaching and. 
Price subject to change. ки support. 





e COLLEGE DIVISION | 


"Hi McGraw-Hill Book Company 
E 1221 Avenue of the Americas, New York, N.Y. 10020 









Douglas J. McQuaig . 
Wenatchee Valley College 
442 pages * Workbook/Working . 
Papers 1* Practice Set s instructor’s 
Manual | • 1977 
Up-to-date accounting procedures 
| presented i in a clear, direct style for a. 
one-term introductory course. Geared 
, to secretarial/vocational students , 
with no previous background in ac- 
counting. Begins with simple-de- 
scriptions and progresses to more 
complex topics. 


: Also by McQuaig 
COLLEGE ACCOUNTING - 


` 936 pages * Workbook/Working 
Papers land li * Practice Sets | and 11 
|nstructor's Manuals | and Il * 1977 
Complete instructional package for a 
. two-term accounting course for busi- 
‘ness education/vocational students. 
Covers additional material on partner- 
ship and corporate forms of organiza- 
tion. Material is introduced gradually 
and builds in a logical, easy-to- 
- understand manner. 


Anderson] Raiborn - 


‘BASIC COST ACCOUNTING 
CONCEPTS 


Henry R. Anderson: California 

State University at Ful lerton . 
Mitchell H. Raiborn 

Texas Tech University 

633 pages * Instructor’s Manual with 
Solutions Test Bank * 1977 : 
Designed for one-semester courses. 


Anderson and Raiborn blend cost ac- 


counting concepts with practical ap- 


` plications. Throughout, they reinforce 


the relationship of cost to financial 
accounting. 


Anton/Firmin/Grove 


CONTEMPORARY ISSUES m 


| COST AND MANAGERIAL - 


Hector R. Anton, Emeritus 
University of California, Berkeley: 
Peter A. Firmin and Hugh D. Grove 
Both of University of Denver 

608 pages * 1978. 

Various articles create a clear per- 
spective on information systems, 


. decision models, and behavioral — 
. concepts. Students learn about . - 


. emerging areas such as human 


resource accounting, social account- 
ing, and not-for-profit performance 
evaluation Henn gnes, 


Г, 


Crowningshield/ Gorman 


COST ACCOUNTING 


Principles and Managerial 

, Fourth Edition 
Gerald Crowningshield, Emeritus 
Rider College 
Kenneth A. Gorman, Rider College 
About 785 pages • Instructor's ` 
Manual * Now available 
The new Fourth Edition of this 
well-established text, while retaining 
its effective three-part organization 
as well as its readability and clarity, 
represents а major revision. `. 
Crowningshield and Gorman have 
added three new chapters on quan- 
titative methods, and they have 
completely rewritten and reorganized 
several chapters. New subject matter 
includes zero-base budgeting and a 
comprehensive analysis of yield vari- 
ances. The authors provide a total `. 
of 1,125 questions, exercises, and ` 
problems, and more than 70% of the 
problems are new or revised. 


< New for 1979 d 


Cameron/Woelfel/Pattillo 


" ADVANCED ACCOUNTING 


Theory and Practice 

James B. Cameron 

Brigham Young University | 
Charles J. Woelfel, University of 
North Carolina at Greensboro ` 
James W. Pattillo, Manager, 

Crowe, Chizek & Company, CPAs 
About 840 pages * Solutions Manual 
Student Check Sheets for Problems 
(on adoption) * Now available 

With this text Cameron, Woelfel, and 
Pattillo present the new model for ad- 
vanced accounting courses. While 
thoroughly covering traditional sub- 
ject matter such as consolidations, 
partnerships, estates and trusts, 
these authors also incorporate new 
topics that introduce accounting and 
reporting practices of selected non- 


- regulated and regulated industries. 


Real-life examples, illustrations, 

and several financial statements of 
actual companies increase student 
understanding. Accompanying each 
chapter are numerous questions, 
exercises, and-problems, including | 
many problems taken from recent 
Uniform CPA and CMA Examinations. 


„Fór adoption consideration, request examination copies from your regional Houghton Mifflin office. 


O Houghton Mifflin 


Dallas, TX 75235 / Geneva, IL 60134 / Hopewell, NJ 08525/ Palo Alto, CA 94304 / Boston, MA 02107 


Accounting Textbooks from Addison Wesley. 


. Essentials of Accounting, Second Edition 
Robert N. Anthony, Harvard University 


` A geriuine bestseller — more than 300,000 copies sold —. 


Up- оше Comprehensive, Proven: 


because of its straightforward presentation.of the essentials 


` of accounting. The second edition of this programmed text. 
has been updated'with new accounting developments and the ` 


latest income tax regulations. Мо academic prerequisite . 
is required. · . 
240 pp. paperbound (00252) $8.95 


Accounting Information Systems and Business: 
Organizations, Second Edition 


'; Barry E. Cushing, University of Utah 


A new edition of a unique and popular text. It integrates mate- 
rial on traditional accounting methods with the technology, 


concepts, and techniques of modern, computer-based informa-. E 


tion systems. The second edition contains new chapters on 
coding techniques and file processing, data base systems, 
and basic issues of systems management. 

276 pp. hardbound (01016) $16.95 


Information Systems for Accounting: A Book of Readings 

James R. Davis, University of South Carolina and 

Barry E. Cushing, University of Utah 

Although it ideally compliments Accounting Information ' 

Systems and Business Organizations, Second Edition, this . 
collection of current and relevant readings may be used with : 

most information systems texts. It provides both thelatest — . 

developments in the field and background information on the 

underlying concepts of information systems. It also includes 

two case studies. In one students evaluate and redesign.a 

system. In the other they analyze a system's controls. 

400-pp. (approx.) paperbound (01099) $6.95 


Cost Accounting: Processing, Evaluating, and Using 


.Cost Data Wayne J. Morse, Duke University 


This book thoroughly covers traditional cost accounting topics 
in a logical, sequential manner. Relevant quantitative tech-. 
niques and. behavioral issues are included as the text takes 
the student through the basic cost accounting cycle. 

570 pp. hardbound (04908) $15.95 


` For complimentary examination copies, write to Bill Hamilton, 


Senior Editor. Please state course, enrollment, and text now 
in use. ` 


_Business and Professional Division 
wy Addison-Wesley Publishing Company, Inc. 
Reading, Massachusetts 01867 d 


^ 





` something better comes along. 


The traditional approach to budgeting has always worked... to say the most: Yet its lack of 
‘predictability has limited its effectiveness i in the dynamic business world. But now there’s 
. something better. 


` "In his new book, BUDGET PLANNING AND CONTROL SYSTEMS, Lloyd R. Amey of 


J. . 

КОП Yes, вепа me a copy of BUDGET PLANNING AND CON- Send this coupon to: 

1 КУСКЕ кые Ж Т 
г nthe an е 

|: : s — Жы mares STREET, 

r fr Bil Lu -me. $ z с Payment А, рауѕ postage å MARSHFIELD, MA Gane: 

i © and handling! А. ) 

| Мау 1979, 366pp. Cloth $19.95 _ - NOTE ТО EDUCATORS: 

pc Á Send proof of adoption of 5 or 

: Name сй з сазы ышы ce . more copies on departmental 1 

З Institution ` А E “letterhead and the invoicec will 


"Y Uu ovium WULNS, 


| stick withi it. 


McGill University adopts a more predictive, scientific approach to budgeting. Not only does 


he treat planning and control as separate budgeting functions, but also applies systems theory 
and modem control theory to make budgeting a better management tool. 


4 Carefully illustrating his unique new approach to budget-planning and control, Professor ; 


Amey: 
~ Applies systems heiu to » management accounting to resolve some important questions in 
: organizational planning and control. E. 


Presents mathematical models of budgeting control systems bale oh modern control 
theory . . ; that you can use in every day business practice. í 


.- Questions whether the motivational value received from feedback information on budgetary 


m control systems will. really lead to improved performance. - 


3 


{ Explains the budget control system in clear, concise language understandable to graduate | 


^^ accounting students and finance professionals. - 


In addition, BUDGET PLANNING AND CONTROL SYSTEMS introduces the theory of 


"fuzzy subsets’, and outlines.a new, nonstatistical tool to Һеру you to кы апа eliminate the 


‘fuzziness’ from current ‘planning and control systems. 


If you're looking into something better in budgets, look into BUDGET PLANNING AND - 
CONTROL SYSTEMS. 


FROM PITMAN PUBLISHING, LIMITED — - THE BEGINNING oF A MA- . 
JOR NEW BUSINESS PUBLISHING PROGRAM. 












. Get What You Want In À Tax Text... 


à 


Ө, CCH’s 1979 FEDERAL TAX COURSE 


- REVISED AND UPDATED ANNUALLY e HANDY INSTRUCTOR’ S GUIDE + 
FAVORED BY TEACHERS • EASY TO UNDERSTAND * EASY. TO TEACH — 


i TODAY’ S MOST TEACHABLE TAX. TEXT 


е “The 1979 Course Is revised to reflect 1977 and 1878 federal tax changes "in 
place" right down to press time. - 










-e It analyzes Income tax files in light of accounting principles with apdol 
attentlon given to accounting angles involved in tax decislons.- 


e In addition to hundreds of work-and-learn" tax problems, the 1979 Course +. : 
provides special comprehensive Review Problema to help. . test Student Я 
understanding of subject matter from preceding chapters. 


"n Throughout, a boxed "Reason for the Rule" feature spotlights theorles and 
concepts of tax law rather than just ceturn-making aspects. 


e Theoretical and practical, the CCH Course teils students 
"why" whenever it shows them “how.” 


. i Hundred of examples clearly ilustrate complex tax — 
situations. . 


А 


* A special chapter, "Finding the Answers to Federal Тах 
Questions,” shows students how to solve research problems. 


* Three special tax books with filled-In & blank facsimile forms 
demonstrate the preparaticn of varlous income tax return 
forms and permit practice preparation by students. 


t $ і : 
* A helpful Instructor's Guide eases Course preparation with time-- 
and-work-saving Course outlines and lecture notes, answers to text 
problems, plus зресіа! examination questions with solutions. 


e CCH’s, Tax Course has been teacher-tested for effective use and 18 currently being used їп 
hundreds of schools across the county: 


Adopted at Leading Colleges, Universities and Business Schools 


About 1,432 Pages e6" x 9" e$15 Per Copy on Quantity Adoption 
Includes Three Supplemental Forms and Problems Booklets  - Es 
- Pub. July 1978 eA CCH EDITORIAL STAFF PUBLICATION 
Teachers! Send for Your Free Examination Copy Today! К 
COMMERCE, CLEARING Hover, Inc. | ие | % | 


+ 4025 W. PETERSON AVE., CHICAGO, ILL. 60646 


- WALKER 
ENGRAVING 
ef California 
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- foreign tax matters, handling the tax audit, etc. 





 ВАВҮ 
= _Has All 
The Right Answers 


THE INCOME 
TAX AND | 
BUSINESS 
DECISIONS: 

An Introductory 
Tax Text, 

4th Edition 


William L. Raby— 
Touche Ross & Co. 


























Literally the only “mini Master-of-Tax course text” on the market. Students learn not only 
concepts, but how Income Tax affects their decisions and how to handle research situations. The 
4th Edition includes Corporation and Individual Income Tax, Tax Fraud, and many other topics of 
interest to future decision makers such as: capital gains, how the tax law affects the investor, 






Unusually thorough Instructors Manual combined with the author's supplied guides to instruc- 
tion, make this text ideally suited for course adoption. 





Special Features 
* Chapter on Estate Taxes, Gift Taxes, Trusts and Insurance has been completely rewritten. 
* 10% ‘Increase in questions and problems, and 15% increase in case excerpts. 


* A concluding chapter on Tax Reform has been added to pull together various aspects of 
reform discussed elsewhere. И 

• Issuance of a Student Supplement іп those years In which there will not be а revised 
edition. With use of the Supplement and either the Р-Н Federal Tax Handbook or another 
annually revised paperback tax handbook, plus periodic supplements to the Teacher's . 
Manual, students and teachers alike are guaranteed up-to-date materials. 


1978 525 pp. Cloth 









For further information, or to order or reserve your 
examination copy of Raby's THE INCOME TAX 
AND BUSINESS DECISIONS, 4/e, please write: 


e 
Robert Jordan, Dept. J-451, Prentice-Hall, inc., "Н І 
Englewood Cliffs, NJ 07632. 2 


1979 DISTINGUISHED INTER- 
· NATIONAL LECTURERS IN. 
с: ACCOUNTING 


The American Accounting Association is pleased to announce the 
selection of its 1979 Distinguished International Lecturers in 
Accounting. William Н. Beaver, Stanford University, was selected 
as thé United States: professor to visit educational institutions in 
Europe during March and April. Professor Baruch Lev, Tel-Aviv 
'University, was selected as the Distinguished Lecturer to visit 
schools in the United States and Canada this spring. 

The American Accounting Association is appreciative of. the 
financial support this program has received from Exxon Corporation. 
The Exxon Controller’s Grant in the-amount of $3,500 is used by the ' 
Association to provide financial support of this program. __ 

As mentioned in the October, 1978 issue of this newsletter, the 
American Accounting Association will send a Distinguished Inter- 
national Lecturer in Accounting to Latin America during 1980. The 
individual selected as the 1980 AAA Distinguished International 
Visiting Lecturer in Accounting will tour Latin American universities 
in the spring of that year. Individuals who wish to nominate members 
of the Association for consideration as the 1980 AAA Distinguished 
International Visiting Lecturer in, Accounting should send their 
nominations to the Administrative Secretary at the Association's: 
offices in Sarasota, Florida. Nominations should be in the form of a 
letter to the Committee on International Faculty Exchange and con- 
tain the name and academic affiliation of the nominee, name and : 
address of the person making the recommendation, and reasons why 
the nominees should be considered qualified for the Отпен тее. 
International Lectureship. 

Colleges and universities in the United States who would like to 
act as a host institution for the 1980. Distinguished International - 
lecturer in Accounting from abroad should contact Paul L. Gerhardt 
at the Association's administrative offices. The main criteria for 
selection as a host school is the school's desire to serve in that 
capacity. The Selection Committee will, however, attempt to insure 
that the. combination of schools selected form a good balance in 
terms of location, size, nature of program, etc. The United States - 
- Schools participating in this program will be expected to pay a fee to 

* the Association and to pay for the meals and lodging for the period 
of the lecturer's visit to the PRIUS: 





AAA 1979 United States Distinguished 
International Lecturer in Accounting 


William H. Beaver has been selected as the United 

States Professor to lecture at universities in Western 

Europe during 1979. He received his B.B.A. degree 

: from the University of Notre Dame and the M.B.A. 
and Ph.D. from the University of Chicago. He 

began his teaching career at the Graduate School of 

Business, University of Chicago, in 1965 and left to 

join the faculty at Stanford University in 1969. 

He is presently the Thomas D. Dee II Professor of 

Accounting at Stanford University. 

William Beaver has published extensively in The Accounting Review, 
Journal of Accounting Research, and Journal of Accountancy. He is a 
C.P.A. (Illinois) and has served on the editorial boards of The Accounting 
Review and the Journal of Accounting Research. He has won many 
awards, including the American Accounting Association’s Outstanding 
Manuscript Award (1967), the Outstanding Contribution to Accounting 
Literature Award (AICPA—1969), and the Journal of Accountancy 
Literary Award (1978). In addition to serving on the editorial board for 
The Accounting Review, his service to the American Accounting 
Association has included membership on the AICPA Research Review 
Committee, Committee on Accounting Theory Construction and Verifi- 
cation, Committee on Methodology in Accounting Research, Com- 


. mittee on External Measurement and Reporting, and the Committee on 


Financial Accounting Standards. He served as Chairman of the Com- 
mittee on Financial Accounting Standards during 1977—78 and is 
serving in that capacity again this year. 

As the 1979 U.S. Distinguished International Lecturer in Accounting, 
William Beaver will lecture at universities in England, Norway, Belgium, 
France, Germany, and Switzerland. 





1979 AAA International Lecturer 
. — in Accounting 


Baruch Lev has been selected by the American 

Accounting Association to lecture in the United 

| States during the spring of 1979. Baruch Lev is 

Professor and Dean of the Faculty of Management, 

` Tel-Aviv University. His undergraduate studies in 

.| business administration and auditing were com- 

`- pleted at the Tel-Aviv branch of the Hebrew Uni- 

versity. After graduation, he worked for three 

years as a senior auditor and managing consultant 

PUE _.; .j while also engaged as a part-time. instructor of 

accountng: ‘His юн study was at the University of Chicago where 

he acquired the M.B.A. and Ph.D. dégrees. He has taught at the Uni- 

versity of Chicago, Hebrew University of Jerusalam, Tel-Aviv Univer- 

. sity, and the Wharton School, University of Pennsylvania. A member of 

the American Accounting Association sincé 1969, Baruch Lev has 

served on the editorial board for The Accounting Review and on the 
1972-73 Committee on Accounting for Human Resources. — ' 


Baruch Lev's list of articles published is voluminous and his writings 
are well-known to members of the Association. He is the author of two 
books, one of which, Accounting and Information Theory, wàs published 
by the American Accounting Association as volume 2 of its псов, 
Research Series. 


The 1979 Distinguished International Visiting Lecturer in Accounting 
to the United States will visit the following schools this spring: 


. University of Illinois-Urbana - . 
. State University of New York at Albany ` 
Dalhousie University . 

Miami University 

University of South Florida 

Tulane University 

University of New Orleans 

. San Diego State University 

- Georgia State University 


PON AWAWNS 
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The May Publication Date For 
“Welsch -Zlatkovich “Harrison 


INTERMEDIATE ACCOUNTING 


Fifth Edition 
Glenn A. Welsch - Charles T. Zlatkovich - Walter Thomas Harrison, Jr. 
all of the University of Texas, Austin 


Maintaining the highest academic level attainable, this new Fifth Edition is the 
most up-to-date (including all of the latest pronouncements) of all intermediate 
accounting texts available. It focuses on the theory, principles, and concepts 
and then provides extensive Illustrations of applications. The text never needs 
to be supplemented—-all toplcs are covered comprehensively. 

The excellent problems at the end of each chapter are coordinated and in the 
same sequence as material in the chapter. Solutions show each step including 
the mathematics. 


Complete Package of Teaching Aids 


Solutions Manual in two volumés  * Transparencies e Key Figures e 
Manual of Examination Questions e Student Study Guide e 
Working Papers in two parts e 


Examination copies tor adoption consideration available on 
request; please Indicate course title and text presently used., 


RICHARD D. IRWIN, INC. 
Homewood, Illinois 60430 


. -Teaching . 
Advanced Courses? 


Prentice-Hall has the tex 
you 11 be adopting !! 


ADVANCED ACCOUNTING 

Floyd A. Beams— Virginia Polytechnic Institute and State University 

A student-oriented text that is epecifically designed to enable students to adapt to the varying 
situations in which they will find themselves in actual practice. Teaches students to analyze the 
data given and identify the most efficient approach to solving various problems. Complex, 
material is presented in a logical sequence and in a manner that is comprehensible to each 
student. Perfectly suited for a опе-ветевіет, or two-quarter Senior level course in advanced 
accounting. 

By using examples from published financial statements and using names rather than letters 
in the illustrations and problem material, Beams keeps student interest at a peek throughout 
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: The Impact of Accounting Regulation 
on the Stock Market: The Case of 
Oil and Gas Companies 


Baruch Lev 


ABSTRACT: Few, if any, proposals for a change in an accounting method have trig- 
gered such a strong and widespread reaction as did the FASB's oil and gas July, 1977, 
exposure draft, which proposed to put an end to the "full cost" method. Many of the 
arguments raised in this controversy touched on the impact of the proposed accounting 
change on capital markets. To provide evidence on the market impact, the behavior of 
stock prices of oil and gas companies was analyzed in this study. Results indicate that 
the release of the exposure draft was associated with a decline of about 4.5 percent, on 
average, in the stock prices of "full cost" companies during a period of three days 
. succeeding the release of the exposure draft. This market reaction appears to be relevant 


to accounting policy makers. 


Financial Accounting Standards 
Board (FASB) Exposure Draft 
released on July 18, 1977, [FASB, 

1977a]* proposed to put. an end to the 
“full cost" accounting method used by 
many oil and gas producing companies to 
account for exploration costs, and recom- 
mended that all such companies be re- 
quired to follow the ‘‘successrul efforts" 
method. On December 5, 1977, the 
FASB issued its Statement No. 19 affirm- 
ing the proposal announced in the Ex- 
posure Draft. Full cost (FC) and success- 
ful efforts (SE) are the two basic methods 
used to account for oil and gas explora- 
tion costs. While several variations of 
each method are found in practice, the 


principal difference between the two . 


methods is in the treatment of costs that 
cannot be directly related to the discovery 
of specific oil and gas reserves. Under the 
SE method, costs that are known not to 
have resulted in discovery of gas and oil 
reserves (e.g., the cost of an abandoned 
property, or the cost of drilling an unsuc- 


cessful well) are charged to current 
expenses and not carried forward as 
assets. Under the FC method, on the 
other hand, all costs incurred in searching 
for oil and gas reserves within a large 
geopolitical cost center, such as a country 
or a continent, are carried forward as an 
asset subject to a limitation that the total 
amount carried forward does not exceed 
the estimated value of the reserves, 


! The Exposure Draft is dated July 15, 1977, (a Fri- 
day), but it was actually released to the public on Mon- 
day, July 18, 1977. 


The comments and suggestions of Sidney Davidson, 
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wherever located and whenever dis- 
covered in that country or continent. The 
new accounting standard came as a result 
of the 1975 Energy Policy and Conserva- 
tion Act, which charged the Securities 
and Exchange Commission (SEC) with 
implementing oil and gas industry ac- 
counting standards by December 22, 
1977. As the FASB had already scheduled 
a project to develop oil and gas standards 
shortly before the law was passed, the 
SEC said it would rely on the FASB to 
provide the oil and gas rules. 

Few, if any, proposals for a change in 
an accounting method have triggered 
such a strong and widespread reaction 
from interested and concerned parties as 
did the oil and gas Exposure Draft. Not 
unexpectedly, this reaction was initiated 
by the affected companies—more than 
100 mostly small oil and gas producers 
currently using the FC method. The main 
argument of FC users was that a switch 
to the SE method would (a) substantially 
depress reported earnings and equity 
figures, and (b) increase significantly the 
volatility of earnings over time (vis-à-vis 
the smoother earnings series resulting 
from the FC capitalization process). 
Consequently, it was argued, the ability 
of small producers to raise capital in the 
stock and money markets would be 
seriously inhibited, resulting in a cutback 
of new explorations and in a deterioration 
of the competitive position of indepen- 
dent oil and gas producers.? The argu- 
ment concerning the depressing effect of 
the proposed switch to the SE method on 
earnings and equity is corroborated by 
recent financial statements of oil and gas 
producers, which were required by the 
SEC Staff Accounting Bulletin No. 16 to 
disclose the potential effects of the FASB 
Exposure Draft. An analysis of these 
financial reports by the FASB staff 
[FASB, 1978] found that 70 out of 109 
FC firms (64 percent) would have their 
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earnings decreased by five percent or 


more under SE, and 86 out of 117 ЕС 


firms (74 percent) would have their 
owners’ equity decreased by five percent 
or more under SE. 

The full-costers’ position obtained 
widespread support. For example, the 
Justice Department urged the SEC to 
postpone adoption of a uniform stan- 
dard of accounting for oil and gas pro- 
ducers until the SEC could demonstrate 
that such a standard would improve the 
flow of information to investors or would 
not have anti-competitive aspects. The 
Federal Trade Commission (FTC) 
argued that the SEC should not adopt the 


SE method since it has not been shown , 


to be more accurate than the FC method 
in reflecting the economic realities of the 
oil and gas industry. The FTC further 
argued that competitive harm would 
likely be inflicted on the independent 
sector by the proposed change in ac- 
counting method. Support for the full- 
costers' position came also from Ralph 
Nader’s Congress Watch, which sub- 
mitted a statement to the SEC urging it 
to overrule the FASB since, among other 
things, SE accounting may encourage 
risk aversion at a time when risk-taking 
by energy corporations is essential. 

The FASB and its supporters defended 
the proposed accounting change by ar- 
guing that (a) the SE method is con- 
ceptually more adequate than the FC 
method; (b) uniformity of accounting for 
oil and gas explorations will eliminate the 
burden of inconsistency, noncompara- 
bility, and misunderstanding in the capi- 


? For example, “It’s possible that if the successful- 
efforts ruling goes through, we'd have to get out of the oil 
and gas business," a statement made by Paul Seegers, 
president of Centex Corp. Or, *'Successful-efforts is a 
disincentive to increased exploration, and I'm certain 
that was not Congress's intent," a statement by Joseph 
C. Walter, Jr., president of Houston Oil and Minerals. 
Corp. The above statements were quoted in “An FASB 
Ruling . . .” [1977]. 
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tal markets, and, thus, foster competition 
in capital allocation; and (c) many small 
independent producers have been using 
the SE method for a long time without 
apparent adverse effects on their ability to 
raise capital and to compete with the 
large producers.) The controversy sur- 
rounding the FC-SE issue was even 
viewed by some observers as potentially 
harming the credibility of the FASB and 
possibly leading to the public sector 
taking over the task of establishing 
accounting standards.* 

The arguments mentioned above touch 
on various rather complicated issues, 
such as the conceptual adequacy of the 
FC and SE methods, the impact of the 
proposed accounting change on man- 
agerial behavior (e.g., is it a disincentive 
to risk-taking in exploration?), the effect 
on competition in the oil and gas indus- 
try, and the ability of FC firms to raise 
money in capital markets after switching 
to the SE method. The last of these 
issues—the impact of the proposed 
change on capital markets—appears to 
be both of considerable concern and 
relatively tractable. This concern is mani- 
fested, for example, in the Department 
of Justice submission to the SEC (Febru- 
ary 27, 1978, p. 20), arguing that: 

... [the SEC] must determine whether the 
proposed mandated switch would likely affect 
capital market behavior in ways which would 
significantly disadvantage the competitive 
viability of any segment of the oil and gas 
producing industry... 


The question, then, is whether the ac- 
counting change would adversely affect 
the equilibrium values of firms' equity 
securities. Given efficient capital markets, 
if such an adverse effect on equity values 
is expected by investors, we should ob- 
serve a reaction of stock prices of com- 
panies using the FC method to the release 


of the Exposure Draft, resulting from 


investor reassessment of stock values. 
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Thus, by examining the behavior of oil 
and gas stock prices during the Exposure 
Draft announcement period, inferences 
can be made regarding the potential 
impact on the capital market of the pro- 
posed accounting change. 

The objective of this study is to per- 
form such an analysis of stock price 
behavior. The empirical results of this 
study indicate that the release of the Ex- 
posure Draft can be associated with a 
decline of about 4.5 percent, on average, 
in the stock prices of FC companies 
during a period of three days, relative to 
a decline of abcut one percent in the 
stock prices of SE companies. This price 
decline cannot be ignored by policy 
makers in assessing the market conse- 
quences of the proposed accounting 
switch, given that it was triggered by an 
exposure draft only, as the final decisions 
of the FASB anc the SEC were not yet 
known to investors, and as the exact 
effects of the accounting switch on the 
financial statements of individual firms 
could not be fully assessed.? 


I. PREVIOUS STUDIES . 


Two empirical studies were recently 
conducted on the security price reaction 
to the Exposure Draft release: one by 
Dyckman and Smith [1979] performed 
at the request of the FASB, and the other 
by Collins and Dent [1979]. The con- 
clusions reached in these studies were 


* For an elaboration of the FASB's reasons for choos- 
ing the SE method, see Statement of Financial Account- 
ing Standard No. 19 [FASB, 1977b, Appendix B]. 

* For example, “If the Commission determines that it 
should reverse the FASB with respect to Statement 19, 
the damage to the credibility of the Board will be great; 
whether it will be fatal or not no one can say,"—state- 
ment by A. A. Sommer, Jr., a member of the Financial 
Accounting Standards Advisory Council and former 
SEC Commissioner, at the SEC hearings on accounting 
practices for oil and gas producers. 

* Indeed the SEC, not necessarily on the basis of these 
findings, decided for the time being to allow the use of 
both the FC and SE methods, see ASR 253, August 
1978. 
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substantially in conflict. While Dyckman 
and Smith concluded that the Exposure 
Draft did not have a significant effect on 
stock price returns of FC companies, 
Collins and Dent reported that following 
the release of the Exposure Draft there 
occurred a significant downward shift in 
the returns of FC firms’ stocks relative 
to those of SE stocks, and this downward 
shift was sustained over a period of six 
months.$ The conflicting results might 
be due, partially or fully, to differences in 
samples and in the statistical techniques 
used. Collins and Dent excluded from 
their sample Canadian firms listed on 
U.S. exchanges (which were included in 
the Dyckman and Smith study), arguing 
that the extent to which such firms would 
be compelled to comply with the pro- 
posed accounting change was uncertain, 
and that most of these firms were in- 
volved in a major oil discovery in the 
Pembina area, a fact which might have 
impacted their stock price behavior. 
With respect to statistical techniques, 
Collins and Dent argued for the use of 
non-parametric tests of significance (be- 
tween returns of FC and SE companies), 
given the cross-sectional dependence of 
the observations, while Dyckman and 
Smith used parametric tests.’ 

The approach taken in the present 
study differs considerably from that 
followed by Dyckman and Smith and by 
Collins and Dent. Both Dyckman-Smith 
and Collins-Dent were concerned with 
the permanency of the stock price reac- 
tion to the Exposure Draft release, 
namely, with the question of whether the 
decline in FC companies’ stock prices 
around the date of release was subse- 
quently reversed or not. Accordingly, 
the series of stock returns examined were 
very long—nine and 11 weeks subsequent 
to the Exposure Draft release by Dyck- 
man and Smith, and 28 weeks in the 
Collins-Dent study. While the perma- 
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nence issue is of interest, I believe it 
cannot be resolved in the case of the oil 
and gas Exposure Draft by the current 
methodology of observing stock price 
reaction to new information. The diffi- 
culty arises from the fact that stock prices 
react continuously to new information 
which is made public. Accordingly, it is 


extremely difficult to attribute an ob-. 


served price change to a specific source of 
information, such as the Exposure Draft. 
For some kinds of recurring information, 
such as earnings and dividend announce- 
ments, this difficulty can be mitigated by 
using a large sample of firms operating in 
different industries and which release 
their earnings or dividend numbers on 
different dates. When stock prices of 
such firms are cross-sectionally aggre- 
gated by the day or week of information 
release, the observed sample averages 
around this date are comprised of indi- 
vidual stock prices pertaining to different 
time periods. Consequently, such a sam- 
ple design can be expected to "average 
out" to a large extent the impact of other 
information items than the one focused 
on (e.g., earnings). However, in the case 
of the Exposure Draft studies, such an 
over-time and across-industry. randomi- 
zation is impossible. All the sampled 
firms belong to the same industry and all 
the stock prices examined pertain to the 
same calenderical dates. Accordingly, it 
is highly doubtful whether price changes 
over a long period of time can be at- 
tributed to a specific source of informa- 
tion, as was done in the previous studies. 

The preceding objection to the search 
for a gradual information effect over a 


6 Collins and Dent also mention a third study of the 
Exposure Draft impact performed on behalf of the SEC. 
This study, using daily returns, reached conclusions 
similar to those of Dyckman and Smith's. 

7 There are some other, less important differences be- 


tween the two studies, which are discussed in detail by | 


Collins and Dent, ibid. 


” 
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long period becomes even more serious 
- when the oil and gas industry is the object 
of study. This industry has gone through 
a particularly turbulent period during 
1977, mainly due to the debate in Con- 
gress of the President’s energy program. 
The chronicle of daily news items pre- 
sented in the Appendix provides dra- 
matic testimony of the continuous flow of 
important information potentially affect- 
ing oil and gas stock prices. Specifically, 
during each day of the two-week period 
surrounding the Exposure Draft release 
there appeared in The Wall Street Journal 
several articles concerning the oil and 
gas industry in general and specific firms 
in particular. Some of these news items 
appear to be at least as relevant to the 
valuation of stocks as the Exposure 
Draft. Thus, for example, on July 15, 
1977, The Wall Street Journal carried 
two news items of considerable impor- 
tance to oil companies: the rejection by 
the House of a proposal to deregulate 


à gas prices, and the Senate decision to 


allow the Interior Department to explore 
for oil (see Appendix). A careful exami- 
nation of the chronicle of events indicates 
that the large majority of news items 
appear to have had negative implications 
for the valuation of oil and gas com- 
panies’ stocks. Such news items were 
probably responsible for the continuous 
downward revision of oil and gas stock 
prices observed by Collins and Dent over 
a period of 28 weeks after the release of 
the Exposure Draft. It, therefore, seems 
impossible to resolve the permanency 
question by attributing stock price 
changes over long periods, such as 11 
weeks (Dyckman and Smith) or 28 weeks 
(Collins and Dent), to the Exposure 


+ Draftrelease.? 


The above-mentioned difficulties, 
arising from the sample design (identical 
timing of stock prices and industry 
homogeneity of firms) and from the 
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turbulent environment surrounding the 
oil and gas industry, dictated the follow- 
ing methodological characteristics of the 
present study. 


1. The stock return data to be ex- 
amined in the present study are 
daily returns, rather than the weekly 
returns examined in the Dyckman- 
Smith and the Collins-Dent studies. 
The daily flow of new information 
bearing upon oil and gas companies 
renders a period of a week too long 
for taking a single return observa- 
tion and attributing it to a specific 
information item (e.g., the Ex- 
posure Draft). Daily observations 
will allow a more refined analysis of 
the relationship between stock price 
behavior and the Exposure Draft 
release. Moreover, given the con- 
siderable "noise" affecting oil and 
gas stock prices, the "signal [e.g., 
the Exposure Draft] to noise ratio" 
is substantially larger for daily data 
than for weekly data. Accordingly, 
the impact of a signal can more 
clearly be identified on daily than 
on weekly data. 

2. The period examined in detail for 
the Exposure Draft announcement 
effect is relatively short—seven 
trading days, starting two days 
prior to the Exposure Draft release. 
This examination period was dic- 
tated by the impossibility (discussed 
above) of attributing price changes 
over a long period to a single 
information item. Furthermore, the 


8 Tt is also hazardous to argue that by examining the 
difference between stock returns of FC and SE com- 
panies, one can control for all other information affect- 
ing the oil and gas industry, and thereby focus on the 
Exposure Draft effect. Various information items, such 
as an increase in the federal gasoline tax, might affect 
the stock prices of small, non-integrated oil companies, 
which mainly use the FC method, differently than the 
large, integrated companies, most of which use the SE 


method. 
f PAAS 
* le ^ 
5 4 NT 
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available evidence on capital market 
efficiency indicates that the impact 
of new information is fully reflected 
in stock prices within a few days.? 
Given efficient markets, it seems 
futile to search over periods of 
weeks and even months (as done in 
the previous studies) for the Ex- 
posure Draft effect on stock prices. 

3. While in previous studies on the 
Exposure Draft, inferences were 
based mainly on sample averages, in 
the present study examination is 
extended to the individual firm 
level. This extension is intended to 
exploit more of the sample informa- 
tion (than is revealed by the means) 
and to allow for the possible effect 
of specific news items on individual 
firms. - 

4. A special effort was made to chroni- 
cle events having potential implica- 
tions for oil and gas stock prices, 
which were reported during the 
Exposure Draft announcement pe- 
riod, thus isolating the effect of the 
Exposure Draft from the effects of 
other information items on stock 
prices. 

II. DATA AND MODELS 
A. The Sample 


Several sources were used to compile a 
list of oil and gas companies whose stocks 
are traded on the New York and Ameri- 
can Stock Exchanges. These sources 
were: 


1. The Oil and Gas International Year- 
book, 1975—1976, published by The 
Financial Times, London. 

2. U.S.A. Oil Industry Directory 
(1977), issued annually by the Pe- 
troleum Publishing Company, pub- 
blishers of the Oil and Gas Journal, 
Tulsa, Oklahoma. 

3. Standard Industrial Classification 
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Index, 1977, published by Standard 
& Poor's Corporation, New York... 


. Securities Traded on Exchanges— 


Under the Securities Exchange Act 
of 1934, as of December 31, 1976, 
published by the Office of Reports 
and Information Services, Securities 
and Exchange Commission, Wash- 
ington, D.C. 


. The list of firms in L.J. ‘Seidler, 


“Оп and Gas Exposure Draft Out- 
laws Full Cost Accounting,” Ac- 
counting Issues, Bear Stearns & Co., 
August 15, 1977, р. 4—13. 


The following checks were made on 
the firms included in the initial list com- 
piled from the above sources: 


1. In order to include in the sample 


only firms which engage in oil and 


15 


gas exploration (i.e., those that „~ 


could be affected by the FASB 
ruling), we examined each firm’s 


lines of business in both the 10-K , ~ 


report and Moody’s Industrial Sur- 
vey. Only those companies for 
which exploration activities were 
specifically mentioned in these 
sources were retained in the sample. 


. The accounting method used by 


each firm to handle exploration 
costs was determined from the 
“Accounting Policies”: (or other) 
footnotes in the annual report sec- 
tion of the 10-K report. In cases 
where the description of accounting 
method was ambiguous, or a mix- 
ture of the two methods was used, 
the firm was deleted from the initial 
list. 


. Since our objective was to examine 


Y 


* 


& 


the reaction of stock prices to the t~ 


FASB Exposure Draft, it was essen- 


? See, for example, the rapid daily stock price reaction 
to dividend announcements described in Foster [1978, 
pp. 350-52]. 


Ф 


tial to make sure that no other in- 
formation released in the vicinity of 
the Exposure Draft publication date 
affected stock prices. Such price 
effects are generally caused by earn- 
ings, dividends, or stock dividend 
announcements. Accordingly, we 
eliminated from the initial list all 
firms which announced earnings, 
dividends, or stock dividends during 
the critical period surrounding the 
publication of the Exposure Draft: 
July 13,.1977 to July 22, 1977.19 


The above elimination procedures re- 


' duced the initial list of firms to the final 


sample comprised of 49 full-cost and 34 
successful-efforts firms.!! 

A difference between our sample and 
those used in the previous studies should 
be noted. While the Dyckman-Smith and 
the Collins-Dent samples included a con- 
siderable number of over-the-counter 
(OTC) traded stocks,!? our sample was 


‘restricted to New York and American 


Stock Exchange firms. The reason for not 
including OTC firms in our sample was 
that the OTC market is much “thinner” 
(.e., has a lower volume of trading) than 
the major exchanges. This sparseness of 
trading will cause a serious problem 
when daily returns are examined, such 
as in the present study, since many OTC 
stocks experience days of no trading. In 
such cases, the relationship between 
these stocks and the market return, 
underlying the "market" model used to 
derive risk-adjusted returns, is non- 
synchronous, potentially leading to a 
seriously misspecified market model.!? 
Moreover, the quoted bid-ask OTC 
prices are only brokers' estimates rather 
than the result of market actions during 
days of no trading in the specific stocks. 
Indeed, there are practically no studies 
demonstrating the efficiency of the OTC 
market or examining the applicability of 
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finance models (e.g., the Capital Asset 
Pricing Model) to this market. For these 
reasons I decided against combining in 
the sample OTC firms with those whose 
stocks are traded on major exchanges. 

Except for the OTC firms, the sample 
used in the present study overlaps sub- 
stantially with that used by Dyckman and 
Smith. For example, about 70 percent of 
our FC firms were also included in the: 
Dyckman and Smith sample. Collins and 
Dent’s sample differs from mine because 
of both the inclusion of OTC firms and 
the exclusion of Canadian firms in their 
sample. 


B. The Data 


Daily closing stock prices for each 
sampled firm were collected for a 78- 
trading-days period, broken down into 
the following three subperiods: 


No. of 
Trading 
Subperiod Dates Days 
1. The^Pre-Announcement" May 9- 
period, used for estimating July 12, 
the “market model” pa- 1977 


rameters for each firm. 45 


2. The Exposure Draft**An- July 13- 
nouncement" period. July 22, 

1977 7 
July 25- 

3. The “Post-Announcement” August 29, 
period, used to examine the 1977 26 
stability of parameters, — 

Total 78 


Daily closing prices were obtained 
from the Daily Stock Price Record, 
published by Standard & Poor's Cor- 


1? This elimination was done by searching the issues 
of The Wall Street Journal on those days for earnings 
and dividend announcements. Only seven firms were 
deteted because of this exclusion rule. 

11 The list of firms in the sample will be made available 
upon request. : 

12 For example, in Dyckman’s study, 32 percent of the 
FC firms and 51 percent of the SE firms were traded 
OTC. 

13 For elaboration on these misspecifications, see 
Scholes and Williams [1976]. 
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poration. The $ & Р 500 Composite 
Index was used as the overall market 
index, since it is the broadest-based index 
of stock prices. Stock prices for each of 
the 78 days for each firm were adjusted 
for dividends, stock dividends, and stock 
splits.!* 


C. The Models 


The basic model employed throughout 
this study was the following type of “‘mar- 
ket model" which is widely used in 
finance and finance-based accounting 
research. | 


Ry = о + [К + Eim (1) 
where: 


Ryí—1og,(P,/P;,..,) the daily return 
on the stock of firm i, computed 
as the natural logarithm of the 
daily price change.!? 

Ry7—log,(I,,/1,,.,) the daily return 
on the "market," computed as 
the logarithm of the daily change 
in the S & P market index (Imr). 

г, =a residual reflecting that portion 
of security i's return which varies 
independently of the market re- 
turn, R me 


The major objective of this model is to 
classify events that affect a security’s re- 
turn into one of two categories : (a) Events 
that affect all securities in the market (e.g., 


an increase in the inflation rate), which | 


are reflected by the market return, К„,; 
and (b) events which have an impact only 
on security i (e.g., an earnings announce- 
ment or a change in accounting technique 
applicable to individual firms), which are 
reflected by the residual, в. Accordingly, 
in examining the behavior of stock i’s re- 
turns the market model, (1) permits us to 
abstract from the behavior of the market 
as a whole and to focus only upon that 
portion of the stock’s return, в, which 
reflects events particular to stock i. Given 
that we are interested in this study in the 
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possible impact of the Exposure Draft on 
individual firms, we will focus in the 
following on the “individualistic” por- 
tion of the stock returns, €p. 

Regression (1) was first run by means of 
ordinary least squares (OLS) over the 
Pre-Announcement period (45 days) in 
order to provide parameter estimates for 
the prediction of residuals during the 
Announcement period. However, a diag- 
nostic check of the OLS residuals indi- 
cated the existence of a substantial auto- 
correlation in the residuals which has, in 
general, an adverse effect on the predic- 
tion.1® In order to overcome the auto- 
correlation problem we used the Coch- 
rane-Orcutt (CORC)  procedure.!? 
Inspection of the Durbin-Watson statis- 
tics indicated no residual autocorrelation 
in the CORC regressions. Specifically in 
the OLS regressions the estimated Dur- ` 
bin-Watson statistics 'fell outside the 
nó-autocorrelation region for 11 SE and 
eight FC firms. In the CORC regressions, 
there was no case in which the estimated 
Durbin-Watson statistics fell outside the 
null hypothesis region, suggesting the 
absence of residual autocorrelation. The 
CORC procedure was therefore used in 
this study. | 


III. Test PROCEDURES AND'RESULTS 


A. Comparison of Predicted with Actual 
Returns During the Announcement Period 


The parameters of regression (1) were 
estimated for each firm over the Pre- 


1^ Data on dividends and splits were also obtained 
from S&P's Daily Stock Price Record. 

15 Recall that stock prices were already adjusted for 
cash dividends. 

16 The daily residual autocorrelation arises from the 
fact that only a few securities are traded so actively that 
prices are recorded almost continuously. Many securities 
are traded infrequently relative to the market index 
(nonsynchronous trading), resulting in the residual auto- 
correlation. For elaboration on this problem, see Scholes 
and Williams [1976]. 

1? This procedure for alleviating the autocorrelation 
of residuals problem is described in most econometric 
texts; see, for example, Johnston [1972, pp. 262-66]. 


2-4. 


ре were then used to derive for each sampled ` 


4 


ats 


Lev 
Announcement period. These estimates 


firm predicted returns for the Announce- 
ment and Post-Announcement periods, 
using the actual market return during 
these periods. These predictions, condi- 
tional on the estimated regression coeffi- 
cients and realized market data, were then 
compared with the actual returns of each 
firm during the Announcement and Post- 
Announcement periods to determine the 
residual (unexpected) returns, и. If there 
was no change in the level of returns dur- 
ing these periods relative to the Pre- 
Announcement period, then the distri- 
bution of residuals estimated for the 
Announcement and Post-Announcement 
periods, иң, should not be significantly 
different from the distribution of ¢;,. The 
ux S will therefore reflect the price reac- 
. tion, if any, to the Exposure Draft an- 
nouncement. These residual returns for 
the Announcement and Post-Announce- 
ment periods are defined as: 


uy = Ry — (6 + ВК). (2) 


The residual returns were then summed 
for each day across firms yielding daily 
sample average residual returns.!? Cumu- 
lative averages (i.e. cumulating the daily 
average residuals over time) were also 
computed. 

Figure 1 and Table 1 present the be- 
havior of the average residual (risk- 
adjusted) returns of SE and FC com- 
panies over the Pre-Announcement (days 
—30 to —3), Announcement (days —2 
to 4), and Post-Announcement (days 5 to 
30) periods.!? The Exposure Draft an- 
nouncement day, July 18, 1977, is defined 
as day 0. Note the close similarity in the 
pattern of the average residual returns of 
the FC and SE firms during the Pre- 
Announcement period. In particular, the 
timing of the turning points of the two 
series is almost identical. This similarity 
breaks down during the Anncuncement 
period: While the average residual return 
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of SE firms turns upward on days 0 and 1, 
the average residual of FC firms de- 
creases sharply on days 0 and 1. More- 
over, while the negative residuals of SE 
firms during the Announcement period 
were not particularly large relative to 
those of the Pre-Announcement period 
(the negative residuals in days —27 and 
—8 were larger than those of day 2), the 
negative residuals of FC firms on days 1 
and 2 (—.0232 and —.0166) were sub- 
stantially larger than any of the residuals 
during the Pre-Announcement period. 
On average, and adjusted for the overall 


"market change, the price of FC stocks 


dropped by about 4.5 percent during the 
first three days of the Announcement 
period, while the price of SE stocks 
dropped by about one percent. These 
findings are consistent with the hypothe- 
sis that there was, on average, a price 
reaction of FC stocks to the release of the 
Exposure Draft. 

Is it possible to associate other infor- 
mation items with the observed drop of 
FC stock prices? Examining the chronicle 
of events in the Appendix, we observe 
that on July 15, 1977 (day — 1) there were 
two news items with potentially negative 
implications for the oil and gas industry 
(i.e., the rejection of the gas deregulation 
proposal and the permit to the Interior · 
Department to explore for oil) These 
news items might be associated with the 
decline in stock returns of both SE and 
FC firms on day —1. However, during 
the next three days, July 18, 19, and 20 
(the Exposure Draft announcement day 
and the two succeeding days), in which 
the unusually large negative residuals 
occurred for the FC stocks, there were no 


18 Tt should be noted that these cross-sectional average 
residuals can be interpreted as the unexpected return in 
day t on an equally-weighted portfolio of the sampled 
stocks, given the market return. 

1? 'To save space, Figure 1 covers about one-half of the 
Pre-Announcement period and only the Announcement 
period. Also, the first 15 days of the Pre-Announcement 
period (days —46 to —31) are not reported in Table 1. 
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FIGURE 1 А 
AVERAGE RESIDUAL RETURNS OF FC AND SE 
COMPANIES. 
Residual 
(Unexpected) Exposure 
Return Draft 





-22 -17 —12 


—--- SE Firms 
FC Firms 





particular news items with negative im- 
plications for FC firms, except for the 
Exposure Draft. It appears, therefore, 
that the price decreases of FC stocks can 
be attributed to the Exposure Draft. 
Indeed. The Wall Street Journal in its 
July 20 issue noted that: 


Some of the oil and gas stocks were hit by 
news that the Financial Accounting Standards 
Board proposed that the nation’s oil and 
natural gas producers use a "successful 
efforts" method of accounting for cost of ' 
searching for and developing oil and gas 
fields (p. 33). 


~7-6-5-4-3-2-1 0 1 


2 3 4 


-Days- 


Regarding the “permanency” issue, 
we observe in Figure 1 that on day 2 of 
the Announcement period the decreasing 
trend of FC stocks reversed itself and the 
average residuals were close to zero on 
days 3, 4, and 5 for both FC and SE 
stocks.?° Recal that earlier studies on the 
Exposure Draft effect considered the 


20 1; should be noted that the fact that the average 
residual was close to zero during days 3, 4, and 5 means 
that oil and gas stock returns during these days were, on 
average, close to the overall market return. It does not 
mean that the loss suffered by stockholders during days 
O and 1 was compensated for. 
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RESIDUAL RETURNS 
SE Firms FC Firms 
Average Average Cumulative Average Average Cumulative 

Day Residual Residual Residual Residual 
—30 .0008 —.0228 
—29 — 0047 —.0275 
—28 —.0025 — .0300 
—27 — .0080 — .0380 
—26 0015 — 0365 
—25 -0007 — .0358 
—24 .0012 — .0346 
—23 —.0011 —.0357 
—22 —.0017 —.0375 
—21 0028 —.0346 
—20 .0031 —.0316 
—19 .0007 — .0309 
—18 — .0016 —.0325 
—17 0016 —.0309 
—16 —.0010 —.0319 
—15 0063 —.0256 
—14 .0028 — 0228 
—13 .0029 — 0198 
-12 — .0007 — .0206 
-H .0009 —.0197 
—10 0014 —.0183 
— 9 0015 —.0169 
— 8 — .0079 — 0248 
- 7 0023 —.0226 
— 6 0075 —.0150 
-5 .0071 — .0080 
— 4 0038 —.0042 
3 0018 —.0024 
— 2 0076 0053 
- 1 = .0070 — .0018 
0 — .0042 — .0059 
1 0009 —.0051 
2 —.0069 —.0119 
3 —.0019 —.0138 
4 —.0011 —.0149 
3 — .0033 — .0182 
6 —.0061 —.0243 
7 = .0126 — 0369 
8 0025 — .0344 
9 — .0040 — .0384 
10 .0009 —.0375 
1 — .0030 —.0405 
12 — .0031 — .0436 
13 .0041 — .0395 
14 — .0017 —.0412 
15 —.0017 — .0429 
16 —.0022 —.0451 
17 — 0063 —.0514 
18 .0053 — .0461 
19 — 0041 —.0502 
20 —.0067 — .0569 
21 — 0009 — 0578 
22 — .0063 —.0641 
23 — 0041 — .0682 
24 —.0077 — .0759 
25 — 0065 — 0824 
26 — 0043 — .0867 
27 —.0059 —.0926 
28 — .0062 — .0988 
29 — .0036 —.1024 
30 —.0002 —.1026 
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price behavior over a long period subse- 
quent to the Exposure Draft release. The 
daily residual behavior, on the other 
hand, suggests that the impact of the 
Exposure Draft was terminated after the 
- third day of the Announcement period. 
This, of course, is consistent with the 
available evidence on capital market 
efficiency; in an efficient market, one 
would not expect the impact of a specific 
items of information to last more than a 
few days. The continuous downward 
shift of oil and gas stock prices subse- 
quent to the Announcement period, 
which was observed in the previous 
studies, is also indicated in the current 
one. Practically all the average residuals 
in days 5 to 30 are negative, and the 
average cumulative residuals of both 
groups are continuously decreasing (see 
Table 1). It is, however, highly unlikely 
that these downward price shifts were 
associated with the Exposure Draft. It 
seems more plausible to attribute these 
downward shifts to other information 
items having negative implications for the 
oil and gas industry, such as the increase 
in the federal gasoline tax on July 20, 
1977, or Exxon’s earnings decline an- 
nounced on July 25, 1977, which might 
suggest a trend for the whole industry. 
(See chronicle of events in the Appendix.) 

So far in the analysis we have used 
“market model” (1) for deriving residuals 
and examining price behavior. At present 
there is only alittle evidence supporting 
the adequacy of the market model for 
daily data. Indeed, the R*s of model (1) 
for daily data are, in general, lower than 
those for weekly or monthly data: In our 
sample the average R*s for the Pre- 
Announcement period were .17 and .12 
for the SE and FC subsamples, respec- 
tively, while the typical values of R?s for 
monthly returns are about .25. Given the 
potential estimation problems with the 
*market model" applied to daily data, 
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we provide in Table 2 sample means and 


medians of the raw returns, R,,.?! Results - 


of the raw returns are generally consistent 
with those of the average residuals in 
Table 1. The mean and median returns of 
FC stocks for days 1 and 2 are negative 
and rather large (only the return on day 


7 is larger), while the mean and median ~~ 
returns for the SE stocks in days 0 to 3 . 


are not particularly large relative to the 
preceding and succeeding days. It ap- 
pears, therefore, that the above findings 
are not model-specific. 

Another issue raised by previous stud- 
ies?? concerned the effect of Canadian 
firms in the sample. It was argued that 
these firms should be excluded from the 
sample, given the uncertainty regarding 
the applicability of the FASB ruling to 
Canadian firms and the recent substantial 
oil findings of these firms. To examine the 
sensitivity of our results to this issue, we 
excluded all Canadian firms from our 
sample—four firms from the SE sample 
and 13 from the FC sample. The average 
residual returns of the remaining U.S. 
firms for the Announcement period are 
presented in Table 3. Comparison of 
these residuals with those of the full 
sample (Table 1) indicates only slight 
differences. The general behavior of 
residuals is practically unchanged by the 
exclusion of Canadian firms. Accord- 
ingly, the controversy over Canadian 
firms does not appear to be of signifi- 
cance to our results. 

A final comment on the average resid- 
ual behavior. While the proposed ac- 
counting change does not seem to affect 
SE firms, we nevertheless observe nega- 
tive average residuals for these firms in 
each day of the Announcement period 
but one (day 1). This phenomenon might 
be due to the fact that the "successful 

21 To save space, only about half the examined days 


are reported in Table 2. 
22 Collins and Dent, op. cit. 
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TABLE 2 
+ SAMFLE MEANS AND MEDIANS OF Raw RETURNS 
4 
SE Firms FC Firms 
Day Mean Median Mean Median 
—]2 — .0049 —.0071 —.0072 —.0105 
—11 .0018 .0000 .0009 0000 
— 10 0059 .0038 0065 0037 
9 —.0001 .0000 0014 .0000 
8 — .0062 — .0036 — .0049 — .0038 
Б 7 — .0002 .0000 — .0048 — .0039 
: 6 0111 0062 0114 .0000 
A 5 0065 0049 - 0084 0001 
© 4 0040 0040 .0008 0000 
3 0024 .0000 .0017 0000 
2 0102 .0001 .0162 0081 
1 — 0148 .0040 .0039 0001 
0 0044 0068 .0030 .0000 
1 .0092 .0076 — 0121 — .0087 
2 — .0062 — .0048 —.0152 — .0072 
3 — .0026 — .0020 .0002 .0000 
4 .0010 .0000 0009 0001 
5 —.0084 —.0101 —.0049 —.0043 
6 —.0093 —.0106 —.0120 —.0107 
7 —.0242 —.0202 —.0294 —.0234 
8 0051 0040 .0070 .0000 
9 — .0036 — .0024 0001 





TABLE 3 


AVERAGE RESIDUALS DURING THE ANNOUNCEMENT PERIOD, EXCLUDING CANADIAN FIRMS 














Days . 
—2 -1 0 1 2 3^ 4 
SE Firms .0083 —.0089 — —.0058 — —.0014  —.0049 — —.0019  —.0035 
FC Firms 0108  —.0059  —.0084 —.0219 —.0137 .0004 —.0037 


efforts" version proposed in the FASB 
Exposure Draft is more strict from the 
point of view of expensing exploration 
costs than the successful-efforts versions 
currently used by many firms. Indeed, 
various SE firms noted in their financial 
reports (complying with the SEC Staff 
Accounting Bulletin No. 16) that the 
Exposure Draft will have an effect on 


their earnings and equity figures. Thus, 
for example, American Quasar Petro- 
leum Co., an SE user, noted in its 10-K 
form (December 31, 1977): 


Tbe Company is currently using a form of the 
“successful efforts" method of accounting as 
described above. Certain geological and 
geophysical costs (such as seismic and other 
similar interpretive expenditures) are pres- 
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ently capitalized. . . . The change in account- 
ing required by the standard is expected to 
cause a material adverse effect on reported net 
income and retained earnings. 


Given the potential impact.of the Ex- 
posure Draft on SE firms, some price 
reaction to the Exposure Draft release 
cannot be ruled out. This is consistent 
with the observed negative average resid- 
uals of SE firms during the Annoünce- 
‚ ment period. 

It should also be noted that the poten- 
tial impact of the Exposure Draft on SE 
firms implies that this group cannot be 
regarded as an adequate “control group” 
against which to compare the “treatment 
group"—the FC firms. Accordingly, the 
benefits of statistical tests aimed at assess- 
ing the significance of the differences 
between the average residual returns on 
SE and FC stocks are questionable.?? 


B. Disaggregation of the Sample: 
Significance Tests 


The behavior of the average residual 
and raw returns has been examined in the 
preceding subsection. Averages, how- 
ever, might conceal important informa- 
tion in the sample distributions; in par- 
ticular, they might be dominated by a 
few large residuals, thereby providing 
misleading information as to how wide- 
spread .was the price reaction to the 
Exposure Draft information. In assessing 
the significance of the Exposure Draft 
impact, it is, therefore, imperative to 
disaggregate the sample and examine the 
price behavior of individual firms. One 
way of performing such a disaggregation 
is to determine for each sampled firm 


confidence intervals around the predicted . 


returns during the Announcement pe- 
гіоӣ,2* and then to evaluate the actual 
values of the returns during this period 
against the confidence intervals. If the 
downward revision of prices attributed 


` 
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to the release of the Exposure Draft was 
indeed an unusual and widespread phe- 


- nomenon, one should observe a larger 


than expected-by-chance number of re- 
turns falling below the lower confidence 
interval. 

The confidence intervals are deter- 
mined by the standard error of regression 
prediction errors, 6p, defined as 


Bers — xy p^? 
Y (X, = ху 


gioia T » (3) 


where: 


o=estimated standard error of the 
regression, run over the Pre- 
Announcement period; 
n=45, the number of observations 
in the Pre-Announcement peri- 

od; 
X,,,-— market return for day t= —2, 
*, 4, the Announcement peri- 

od; 
X =average market return during 
the Pre-Announcement period. 


The confidence intervals are defined as: 
R, tt + Z Ead pt (4) 
where: 


Ё, ¿= predicted returns for each of the 
seven days of the Announce- 
ment period, and 

Z,,=the number of standard devia- 
tions fora standard normal pop- 
ulation with y^ confidence level. 


Note that a confidence interval was com- 
puted for the return of each sampled 


2? Such tests were performed in both the Dyckman- 
Smith and the Collins-Dent studies. These authors, how- 
ever, were careful to warn the reader about the problems 
in regarding the SE firms as a perfect control group. 

24 Recall that these predictions were based on the 
regression parameters estimated over the Pre-Announce- 
ment period and on the realized values óf the index 
(market returns) during the Announcement period: ' 


Su 


v 


t 


4 


„} 


> 
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ТАВІЕ 4 





Іеу 
Sample Subgroups —2 —1 
90 Percent SE 000) 3 (8.8) 
Confidence 
Intervals : FC 100) 51022) 
95 Percent SE 00 3 (8.8) 
Confidence 
Intervals - FC  1(20 2*4) 








Days of Announcement Period 


NUMBER OF FIRMS WHOSE RETURNS FELL BELOW THE LOWER CONFIDENCE INTERVAL 
(Percentages of Total Sample in Parentheses) 
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0 1 2 3 4 
3(88) 109) 547) 1(29) 2(5.9) 
4(82 11024) 9084 241) 240 
109) 00) Физ) 000) 2 (5.9) 
36.1) 7043 60122) 100) 361) 


* Coasial States Саз Corp., an FC firm, had in day-1 a negative return which fell below the 90 percent and 95 percent 
confidence intervals. However, this observation was not included ia the table since on this day (July 15, 1977) The Wall 
Street Journal carried a news item with possible negative implication for Coastal Corp. ; see the chronicle of events in 


the Appendix. 


® Atlantic Richfield, an SE firm, had in day 2 a negative return which fell below the 90 percent and 95 percent con- 
fidence intervals. However, this observation was not included in the table since on this day (July 20, 1977) The Wall 
Street Journal announced that the Alaska pipeline was closed, and Atlantic Richfield has a significant interest in this 


pipeline. 


firm?‘ for each day of the Announcement 
period. 

Table 4 presents for each day of the 
Announcement period the number of 
firms whose actual returns fell below the 
lower confidence interval.?° Such a devi- 
ation from the lower confidence interval 
indicates an unusually large negative 
return, relative to the normal behavior of 
returns during the Pre-Announcement 
period. Accordingly, this suggests a 
response of stock prices to the release of 
the Exposure Draft. We first observe 
that for both the 90 percent and 95 per- 
cent confidence intervals, a larger than 
expected-by-chance number of deviations 
from the confidence intervals occurred 
only on days 1 and 2 of the Announce- 
ment period. In the remaining days the 
number of deviations from the lower 
confidence interval was roughly that 
expected by chance. This is consistent 
with the large negative residuals in days 
1 and 2 in Table 1. For SE firms there 
was a slightly higher than expected-by- 


chance number of deviations in day 2.. 


However, for FC firms the negative price 


revision was more widespread. In day 1, 
for example, almost one-quarter of the 
sampled firms experienced negative resid- 
ual returns falling below the 90 percent 
confidence interval. Thus, it appears that 
the release of the Exposure Draft was 
associated with a moderate across-the- 
board price revision, affecting in a signifi- 
cant manner rougly one-fifth to one- 
quarter of the FC firms.?" 


25 For simplicity of exposition, a firm subscript was 
deleted from expressions (3) and (4). 

26 Note in the footnotes to Table 4 the exclusion of two 
firms due to news items witi potential negative implica- 
tions. i 

27 It can be argued (hát the proposed change in ac- . 
counting method might have also affected the basic rela- 
tionship between the individual stock returns and the 
market's rate of return, postulated by model (1). For 
example, one can argue that the higher volatility of 
earnings to be induced by the proposed switch form FC 
to the SE method will affect the riskiness of the stock as 
perceived by investors and, therefore, might be re- 
flected in a larger fi coefficient (systematic risk) im model 
(1). To examine this issue we have compared the param- 
eters of regression (1) run over the Pre-Announcement 
period with those run over the Post-Announcement 
pericd. A significance test of the stability of parameters 
(an F-test described in Kmenta [1971, pp. 373-74) 
indicated that the firm-market relationship in the Pre- ' 
Announcement period remained, for the large majority 
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` TV. INTERPRETATION OF RESULTS 
AND CONCLUDING COMMENTS 


The tests described above suggest that 
the release of the FASB Exposure Draft 
on July 18, 1977, was associated with a 
downward revision of stock prices of oil 
and gas producers, particularly those 
using the FC method. For FC firms, on 
average, the cumulative market-adjusted 
price decrease during the Announcement 
period was about 4.5 percent, and signifi- 
cantly affected about 20 percent of the 
sampled firms.?® It appears, therefore, 
that the release of the Exposure Draft had 
a moderate effect on the capital market. 

It should be noted that the total market 
impact of the Exposure Draft was pos- 
sibly more pronounced than that re- 
vealed by the tests conducted above, due 
to anticipation of the Draft's content by 
the market. Specifically, if the Exposure 
Drafts content was anticipated before 
its release, some of the market impact 
would have been reflected in the Pre- 
Announcement stock returns, and only 
the unanticipated portion of the Draft 
would have been reflected in the An- 
nouncement period returns. However, 
the almost identical behavior of SE and 
FC residuals during the Pre-Announce- 
ment period (Figure 1) suggests that the 
Exposure Draft was not anticipated by 
broad segments of the market. Had the 
Exposure Draft been anticipated, one 
would have expected to observe differ- 
ences in the residual behavior of SE and 
FC firms during the.Pre-Announcement 
period, given the differences in the impli- 
cations of the Exposure Draft for the two 
groups of firms. Such differences indeed 
occurred during the Announcement pe- 
riod. It appears, therefore, that the 
Exposure Draft content was not antici- 
pated in a major way. 

The price decline of FC stocks cannot 
be ignored by policy makers in assessing 
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the market consequences of the proposed 


accounting switch, especially since it was~+— 


triggered by an exposure draft only, as 
the final decisions of the FASB and the 
SEC were not yet known, and as the 
exact effect of the accounting switch on 
the financial statements of individual 


. firms could not be fully assessed. 


The observed price revision is some- 
what surprising, given the strong evidence 
on capital market efficiency and the evi- 
dence on investors’ ability to distinguish 
between accounting changes which have 
substantive economic effects on cash 
flows (e.g, a change from FIFO to 
LIFO, due to the tax consequences) and 
those that have no substantive implica- 
tions. The proposed change from FC to 
the SE method appears to belong to the 
latter category; no substantive economic 
effects are expected from such a switch. 
A question is therefore raised as to why 
did we observe a downward price revision 
of FC stocks during the announcement 
period. Several possible answers come to 
mind. 


1. For some FC firms (and to a much 
lesser extent for SE firms), the 
proposed accounting change might 
have had a real effect on the ability 
of the firm to comply with debt 
covenants, such as those involving 
the debt/equity ratio. Specifically, 
a switch from FC to SE will, in 
general, require an investment 
write-off and will therefore reduce 
the firm's equity and increase the 
debt/equity ratio.. Indeed, in a sur- 
vey conducted by the FASB of 
firms' disclosure concerning the 
potential impact of the switch to the 


of the firms, unchanged during the Post-Announcement 


period. 

28 Tests on the effects of the Exposure Draft on the 
volume of trade of oil and gas firms were also conducted. 
There appeared to be no volume effect associated with 
the Exposure Draft release. 


B 


~ 


`a 
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SE method, six FC users out of 92 
oil and gas producers stated that 
existing debt and other agreements 
will of may require renegotiation 
[FASB, 1978]. 


. For some firms the switch to the 


proposed form of the SE method 
might have had a real impact.on 
dividend policy. Presumably, the 
higher volatility of earnings result- 
ing from the SE method might in- 
duce management to decrease the 
payout ratio so that future divi- 
dends would not have to be sub- 
Stantially decreased during periods 
of losses from explorations. In the 
FASB survey mentioned above 
[FASB, 1978], seven out of 76 firms 
stated that future dividend policy 
may be affected by the accounting 
change. 


. Some downward revision of stock 


prices might have resulted from 
investors’ response to claims by 
executives of several FC firms and 
by others that the switch of ac- 
counting method would affect the 
scope of future explorations.?? Spe- 
cifically, it has been argued that the 
strict requirement under the FASB 
form of the SE method to expense 
all cost of unsuccessful explorations 
might deter management from en- 
gaging in high-risk explorations. 
Obviously, if such a change in 
management policy materializes, it 
would have a real effect on the cash 
flows of some oil and gas producers. 


. The proposed accounting switch 


could have had a real economic 
impact on the operations of FC 
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firms if management compensation 
systems were to include incentive 
provisions based on reported net 
income. Given that the switch in 
accounting method will probably 
affect reported net income, man- 
agers can be expected to change 
operational decisions (e.g., drilling 
activity) in an attempt to maximize 
their compensation. 

5. Lastly, despite some evidence to the 
contrary, one can never preclude 
the possibility that investors react 
to.changes in the properties of 
accounting numbers (e.g., their vari- 
ability, even when such changes 
are not associated with substantive 
economic effects.?? If such a reac- 
tion occurs in the market, it can 
explain the impact of the Exposure 
Draft announcing a proposed 
switch of method with potential 
impact on the properties of ac- 
counting numbers. 


2? For example, John Chalsty, Managing Director of 


Donaldson, Lufkin and Jenrette Securities Corporation, 
in testimony at the DOE hearings, stated: 


[Successful] efforts accounting will bring about а 
significant reduction in the reported earnings of 
most Full Cost exploration-oriented companies and 
a significant increase in the volatility of such earn- 
ings. It is our contention that this combination will 
adversely affect investors' appraisal of these com- 
panies; this in turn will impair the companies' access 
to the equity capital markets and finally reduce and 
concentrate the exploration function as smaller in- 
dependent companies either withdraw from this 
high risk effort or merge with larger entities more 
able to absorb the earnings fluctuations. 

30 Arguments in the “income smoothing” controversy 


discussed in the accounting literature are often based on 
the belief that investors react to the variability of income 
numbers. 


. Date 
July 11, 1977 


July 12, 1977 


July 13, 1977 


July 14, 1977 


July 15, 1977 


July 18, 1977 


July 19, 1977 


July 20, 1977 ' 


July 21, 1977 
July 22, 1977 


July 25, 1977 


APPENDIX 


Chronicle of Events Surrounding the Exposure Draft Announcement Period* 
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Event 


An article on the President's energy package sounding optimism about quick legislation. Specific 
points: the federal gasoline tax is expected to be boosted, the President will obtain a broad 
authority to ration gasoline, a gas-guzzling tax will be levied, and utilities and industrial users 
of oil and gas will be forced to convert to coal. 


. A news item about Secretary Schlesinger’s television announcement that some form of oil and 


gas rationing is under consideration by the White House. 


. Alaska oil pipeline has been closed due to an explosion. 
. Mountain Fuel Co. charged by the Federal Power Commission for violating the Natural Gas 


Act. 
An article on an OPEC meeting which is expected to increase prices of heavier Saudi crude oil. 


. The Interior Department ordered the Alaska pipeline kept closed pending a federal inquiry into 


the explosion and fire. 


. Editorial on the energy program expressing the opinion that the administration will succeed in 


getting major parts of the program through Congress. 


. An article about expected increases in second-quarter earnings of oil and gas companies. 
. Southern Union Co. received a $7.1 million annual rate increase. 


Wainoco Oil plans a $10 million public offering of convertible subordinated debentures for 
debt repayment and oil and gas exploration. 


. Atlantic Richfield introduced a new motor oil enriched with graphite. 
. Substantial portions of the energy bill cleared the House Commerce Committee. 


Report on a world-wide glut of heavier types of oil. 


. Editorial attacking the White House for not pushing for deregulatiori.of natural gas, and esti- 


mating that this failure will cost the economy $48 billion between now and 1990. 


. Buttes Gas Co. disclosed $75,000 in payments to foreign officials. 


OPEC talks end without settling issue of heavier crude. 


. Phillips Petroleum Co. halted production in the North Sea. 
. Marathon Oil Co. announced oil finding in the North Sea. 
. A lead article about the vote in the Commerce Committee rejecting a proposal to deregulate 


gas prices. This is regarded as a considerable blow to gas producers lobbying heavily for de- 
regulation. 


. A setback to the oil industry brought about by a-Senate vote (52 to 46), allowing the Interior 


Department to explore the federally-owned outer continental shelf. This vote reversed an earlier 
decision by the Senate Energy Committee. 


. News on world-wide oil glut. 

. Out-of-court settlement for Coastal States Co. on a $1.6 billion lawsuit. 

. Sohio Co. settled an antitrust lawsuit. 

. An article on an administration-backed bill rewriting federal rules for off-shore oil leasing, 


which is intented to promote more competition in the industry. The bill is moving well along in 
Congress. 

An article saying that Congress’s Office of Technology Assessment is pessimistic about the 
prospects for recovery of hard-to-get oil and natural gas. 


. Continental Oil ‚Со. announced award of a $69 million contract for off-shore oil production 


platform. 


. House Committee vows to finish work on energy package within one week. 


Sun Co. is undergoing restructuring designed to make it less dependent on oil reserves. 


. Buttes Gas Co. offers $40 million debentures and 200,000 new common shares. 

. Denouncement of the President's energy program (“‘. . . it would not do the јоЬ.”). 

. Alaska pipeline cleared to resume oil flow. 

. Phillips Petroleum Co. resumes production in North Sea. 

. Article on the FASB Exposure Draft stating, among other things, that ‘Share prices of some oil 


companies, mainly smaller ones, fell in trading yesterday after che FASB disclosed its cad 
(p. 8). The article reflects the concern of FC users. : 

Alaska pipeline closed as vehicle strikes valve. 

McCulloch Oil Co. to expedite its withdrawal from land development operations. 


. House Energy Conimittee voted a four-cent increase in federal gasoline tax. 
. Article about a compromise in the House on the energy bill with which oil industry lobbyists are 


not pleased. 


. Noting that prices of some oil stocks hurt this week by the Exposure Draft rebounded. 


Fluor Corp. awarded a $70 million contract.— 


. The House seems likely to give President Carter a fairly sizable chunk of his energy package. 


Committee approves tax on industrial use of oil and gas. 
Exxon's earnings decline by 3.4 percent in second quarter. Six-month net income decreased by 
7.9 percent. 


* Source: The Wall Street Journal, issues from July 11, 1977 through July 25, 1977. 
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ABSTRACT: This paper raises the often-ignored, positive question of why firms con- 
tinue to allocate costs for internal reporting purposes in spite of educators’ continual 
admonitions to the contrary. Two examples are constructed. These cases illustrate that 
cost allocations can act as a lump-sum tax which reduce the manager's consumption 


of perquisites and that cost allocations can serve as useful proxy variables for certain 
difficult-to- observe costs. These examples suggest that cost allocations might be useful 


devices for controlling and motivating managers. 


topic in the accounting literature 
for over 75 years.! Usually, cost 
allocations are discussed within the con- 
text of inventory costing and pricing 


C OST allocations has been a pervasive 


· decisions. However, the allocation prob- . 


lem also arises under the guise of transfer 
pricing, divisional performance evalu- 
ation, and line of business reporting. The 
issue of cost allocations is a principal 
concern of the Cost Accounting Stan- 
dards Board (CASB).? 

The prevailing views of most account- 
ing researchers vary from the position 
that the determination of how to allocate 
costs is essentially an arbitrary decision 
to the view that cost allocations are so 
highly firm-specific that no general rule 
can be determined.? For example, Do- 
puch [1977, p. 81] claims that “‘practi- 
cally every cost accounting text stresses 
the arbitrary nature of many cost alloca- 
tions. ..." Kaplan [1977, p. 52] goes 
further and asserts that "[m]any ac- 
countants and almost all economists 
argue that any allocation of joint costs 


(including overhead and depreciation 
over time) is arbitrary and serves no use- ` 


1 Solomons [1968] describes the early development of -&. 
cost allocations. In addition the following references are 
illustrative of the later literature: Clark [1923], Vatter 
[1945], Brummet [1957], Thomas [1969], Fekrat [1972], 
Hart [1973], Moriarity [1975], Hamlen, et al. [1977]. 

? Of the first six standards promulgated by the CASB 
since its inception in 1970, three dealt directly with cost ” 
allocations and the other three, were indirectly related. 

See Joint Financial Management Improvement Program 
[1974]. 

3See Thomas [1971], Dopuch, Birnberg, Demski 

[1974, p. 32], and Horngren [1977, p. 508]. 
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ful purpose." Some researchers even take 


~- the rather novel position of not advo- 


cating cost allocations while they simul- 
taneously introduce a new technique by 
which costs can be allocated.* Except for 
inventory valuation for financial and tax 
reporting, government contracting, rate- 
setting, cost documentation for possible 
antitrust suits (e.g., the Robinson-Pat- 
man Act), or cost-plus pricing, the ac- 
counting literature generally recom- 


.. mends avoiding cost allocations. 


The general thrust of the vast majority 
of the literature generically labeled “‘cost 
allocation" is predominantly normative. 
The literature is aimed at prescribing how 
firms should or should not allocate costs. 
Accounting researchers typically ignore 
the positive question? of why firms per- 
sist in allocating costs in spite of the 
continual admonitions by educators 
against doing so. 

This paper addresses this positive 
question. It identifies some plausible 
reasons why rational, maximizing indi- 
viduals would want to allocate costs. 
Other authors have noted possible bene- 
fits from the allocation of costs. Horn- 
gren [1977, p. 508], for example, con- 
cludes: 


Whether to include uncontrollable or indirect 
costs is a difficult question, which must ulti- 
mately be resolved in terms of how the given 
alternatives influence management behavior 
in a particular organization. In one organiza- 
tion, allocation may be desirable because it 
induces the desired behavior. In another 
organization, the same allocation procedure 

: may cause an opposite behavioral effect 
(emphasis in original text). 


Kaplan [1977, pp. 52-53] also recognizes 


te the schism between practice and theory: 


A desire for cost allocations ... must arise 
because of decentralization.... One ap- 
proach that might prove interesting is to 
assume that central management has a simple, 
but not complete, representation of the pro- 
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duction and sales opportunities available for 
each of its divisions or product lines. . . . One 
would hope to be able to show that the solu- 
tion arrived at by the local managers incor- 
porating the allocated costs is superior to the 
solution which they would have obtained in 
the absence of any.cost allocations. 


Notice that both Horngren and Kaplan 
believe that cost allocations are linked to 
managerial behavior. That is, managers 
will behave differently if costs are allo- 
cated. This paper provides some concrete 
examples and sufficient conditions which 
support Horngren's and Kaplan's con- 
jectures. Two cost-allocation situations 
and the associated costs and benefits are 


- described: controlling a manager's dis- 


cretionary spending on perquisites and 
rationing an internal service (e.g., a pay- 
roll department) An analysis of these 
situations shows that. cost allocations, 
managerial behavior, and the structure 
of the organization, including the in- 
centives facing the managers, are in- 
extricably linked. This suggests that in 
practice cost allocations are used, at least 
in part, to solve certain organizational 
control problems. 

Furthermore, this paper demonstrates 
that situations exist in which cost alloca- 
tions yield positive net benefits to the 
firm. Clearly, in such cases, cost alloca- 
tions are not arbitrary decisions, and the 
myth should be dispelled that a firm's 
allocating costs for internal purposes is 
prima facie evidence of irrational be- 
havior. 

The paper consists of three sections. 


* For example, Kaplan and Welam [1974, p. 478] 
state: "[T]his paper should not be construed as a 
defense for allocating traditional overhead costs to 
goods. Rather, it provides methods so that, if manage- 
ment wants to allocate traditional overhead costs to 
goods, the relative profitability of the goods is not dis- 
torted" (emphasis in original text). - 

5 Sze Jensen [1976]. Such a positive. approach has 
been applied to several financial accounting topics, see 
Benston [1975], Watts ee and Watts and Zimmer- 

man [1978]. 
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Section I is mainly pedagogic, showing 
‘how a firm's organization can be con- 
ceptualized as a complex of interacting, 
self-interested agents, and how William- 
son's ideas [1964] of using a tax scheme 
to drive an agent to reduce discretionary 
spending carries over to cost allocations 
achieving similar ends in the firm. Section 
II analyzes cost allocations in a product 
costing situation, thereby illustrating the 
rationality of such practices. Section III 
concludes the study with a brief summary 
of the main arguments of the paper, and 
indicates directions for further research. 


I. Cosr ALLOCATIONS AND THE 
AGENCY PROBLEM 


Whenever one person (the principal) 
engages another person (the agent) to 
perform some tasks on his behalf, an 
agency problem exists. If all individuals 
are assumed to be resourceful, evalu- 
ative, maximizing men (or REMMs),’ 
we would expect (as should the principal) 
that the agent will try to improve his wel- 
fare by engaging in activities which are 
not necessarily in the principal's best 
interest (e.g., shirking, on-the-job leisure, 
consumption of perquisites, theft). The 
principal can install monitoring devices 
(e.g., security guards, auditors, time 
clocks, supervisory personnel) and in- 
‘centive schemes (e.g., piece rates, 
bonuses, promotions) to discourage the 
agent from selecting actions which in- 
crease the agent's welfare at the princi- 
pal's expense. Likewise, the agent can 

'enter into contracts (bonding arrange- 
ments) which reduce the likelihood of his 
choosing actions which harm the princi- 
pal, or which compensate the principal 
if those actions are selected. However, 
since bonding and monitoring are costly, 
we expect the agent, even given optimum 
levels of bonding and monitoring, to 
select some actions which reduce the 
principal's welfare. The dollar-value 
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equivalent of the reduction in the princi- 
pal's welfare is defined as the "residual 
loss" by Jensen and Meckling [1976, p. 
308] and comprises the third component 
of agency costs (the other two are moni- 
toring and bonding costs). 

The firm can be conceptualized as a 
series of agent-principal relationships. 
Jensen and Meckling [1976] analyze the 
agency problems which exist among the 
various classes of capital holders and 
management, where management is as- 
sumed for purposes of their analysis to be 
either a single individual or a homogene- 
ous group. However, their theory applies 
as well to subordinate-superior : man- 
agerial relationships within the firm. The 
divisional vice president, for example, is 
faced with an agency problem since the 
subordinate manager can divert resources 
by shirking and by expending firm re- 
sources to improve his working condi- 
tions (e.g., thick carpets, air conditioning, 
congenial employees) beyond the level 
that maximizes the superior’s welfare. 
The principal (or superior) attempts to 
structure a system of incentives to induce 
the agent to choose actions which maxi- 
mize the principal's welfare. Given the 
incentive and monitoring structure faced 
by the superior (i.e., each superior is also 
an agent) the superior's welfare usually 
depends in part on the agent's produc- 
tivity, the agent's compensation, and the 
agency costs associated with the superior- 
subordinate relationship. The internal 
accounting system in general and.cost 
allocations in particular affect these 
agency costs in the following manner. 

Consider a firm using responsibility 
centers where superiors use the formal 
reporting system to assess their subordi- 
nates’ performance, and this assessment 


6 Jensen anc Meckling [1976]. 
7 Meckling [1976]. 
8 Alchian and Demsetz [1972].and Williamson [1964]. 
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affects the subordinate’s compensation.” 


oe Managers of these centers are given bud- 


ч 


gets апа. objectives. Their welfare de- 
pends on their ability to manage the 
resources at their discretion to achieve 
these objectives. The manager of the 
responsibility center derives utility not 
only from pecuniary compensation but 
also from non-pecuniary factors. The size 
and decor of the manager’s office, the 
number of subordinates reporting to the 


x- manager, the number of hours he works, 


к. 
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etc., are typical non-pecuniary items 
which enter into the manager's utility 
function. The manager is usually given 
the discretion to decide how much to 
spend on these and the other input factors 
of production within his responsibility 
center. If the manager's utility function 
depends only on pecuniary compensa- 
tion, which is a function of his perfor- 
mance to achieve the stated objectives, 


‘then. the manager will select the level of 


each factor of production which maxi- 
mizes his center's and hence the firm's 
(and his principal's) objective function. 
But if the manager’s (the agent’s) utility 
function also depends on non-pecuniary 
items, and if the manager cannot replicate 
these outside the firm, then he will substi- 


‘tute some of his center’s output (or 


profits) for additional perquisites (i.e., 
the agent will **overconsume" certain 
inputs).!? 

For example, suppose a one-period 
world. and let the curve denoted ABCD 
in Figure 1 be the production possibility 
frontier between the reported responsi- 
bility center's profits and dollars of a 
given factor of production that the man- 
ager also values as a perquisite (e.g., 
computer utilization). Holding all other 
factor inputs constant, firm profits rise as 
the first dollars are spent on this input 
(i.e. marginal cost is less than the 
marginal value of the product), but sub- 


. sequently total profits fall since the 
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marginal cost exceeds the marginal value 
of the product. The center's profits are 
maximized by spending E* on the per- 
quisite. Since the manager is assumed to 
receive non-pecuniary income from this 
factor input (i.e., his utility function has 
two arguments, center profits and this 
factor input), his indifference curves are 
represented by J, Г, and T”. If there are 
perfect substitutes for perquisites outside 
the firm which the manager could pur- 
chase dollar for dollar, then the indiffer- 
ence curves would be straight lines 
(ignoring taxes). But as long as the man- 
ager cannot spend corporate resources 
on anything he wants or cannot “‘steal”’ 
resources, the indifference curves are 
convex towards the origin! Such a 
manager will not select the center's profit 
maximizing level of perquisites (e.g., E*), 
but rather will trade off some profits for 
additional perquisites by selecting point 
C where E» E*. 

The exact shape of the indifference 
curves in Figure 1 depends on the trade- 
offs perceived by the individual manager. 
Impounded into the indifference curves 
is the incentive compensation plan (i.e., 
the formula defining the manager's share 
of the division's profits). Furthermore, 
the analysis assumes there are no trading 
opportunities arising from the differen- 
tiai tax treatment of the corporation and 
manager. Mathematically the utility 
function, U, has two arguments, division 
profits, л, and dollars of perquisites, £, 
and U(x, E) displays a diminishing 
marginal rate of substitution between E 
and л as E increases.! 

The principal has at his Аро 
numerous monitoring and incentive de- 

° See Benston [1963] pertaining to this assumption. 

10 Williamson [1964]. - 

11 Jensen and Meckling [1976, p. 316]. 

13 For the indifference curves in Figure 1 to be convex 
a sufficient condition in the two-good case (E and x) is 


that the marginal utility of each is positive but drecreas- 
ing, as E increases and the.cross-partial, U,,,.is zero. 
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FIGURE 1 - 


OVERHEAD AS A: LUMP-SUM Tax To REDUCE: 
DISCRETIONARY SPENDING 


` vices to control the agent's overcon- 
sumption of perquisites including direct 
observation, formal reporting. schemes, 


competition . among : subordinates, etc. 


However, since all these. monitoring 
devices are costly, they will only be used 
up to the point that marginal costs and 
benefits are equated. Although the princi- 
pal can reduce the agent's overconsump- 


tion from what, it would be in the - 


absence-of any monitoring, it is unlikely 


that all of the overconsumption will be. 


eliminated.!? Since the firm is already 





Factors Valued by-the , 
Agent as Perquisites 


calculating cost allocations for tax and 
external reporting purposes, the .addi- 
tional bookkeeping.costs of reporting 
these allocations internally are minimal. 


"The question is, can cost allocations 


further reduce the Оа шаров of 
perquisites? 
Williamson 1964, Ch. ^ established 


13 In йе unless the monitóring cost t firctions 
· are such that a corner solution results (i.e., all perqui- 


site overconsumption is eliminated), monitoring will 


proceed to where marginal costs and benefits are equated, . 
which need not be where overconsumption is eliminated. з 


: Dollars of Expenditures on- 
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that under certain assumptions, an 


"t" agent's discretionary spending оп per- 
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quisites can be reduced by a lump-sum 
tax. Cost allocations can act as a lump- 
sum tax. Refer again to Figure 1. Assume 
that home office expenses are allocated 
to responsibility centers. In effect, the 
principal is .“‘taxing” the responsibility 
center by allocating $T of the principal’s 
overhead to the responsibility center. The 
responsibility center manager faces a new 
opportunity set, A'B'C'D'. (A'B'C'D' is 
a vertical downward shift in ABCD by 
$7.) The new optimum level of perqui- 
sites (from the agent's perspective) after 
the allocation of $T is C’, and the level 
of perquisites is reduced from E to E'.!* 

If the tax (or allocation scheme) is tied 
to profits, the analysis becomes more 
complex. Williamson [1964] demon- 
strates that a tax tied to profits leads to 
an indeterminate effect.on the manager’s 
discretionary behavior (i.e., the direction 
of the effect depends on the substitution 
and income effects) and hence, additional 
assumptions must be made if cost alloca- 
tions are to reduce perquisite consump- 
tion. The dashed curve AC"D is gener- 


. ated if overhead is allocáted based on 


profitability (i.e., AC"D is (1—1) times 
ABCD where 0«t«1 is the overhead 
rate on center profits). In this example, 
the quantity of perquisites chosen 
actually increases. | 

Williamson's analysis provides a plaus- 
ible reason as to why, in practice, non- 
controllable costs are allocated to man- 
agers (i.e., to reduce their consumption 
of perquisites). However, using William- 
son’s model in the cost-allocation context 


. has some shortcomings. If the principal 


- is using overhead as a tax to reduce 


perquisites, why not set the tax equal to 
total expected profits, thereby driving the 
agent to E*? This is not done because, 
unless the agent is receiving wages and 
perquisites at.least equal to his next best 
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employment alternative, he will leave the 
firm. Williamson's analysis ignores equi- 
librium in the labor markets (i.e., U= U?, | 
where U? is the agent's opportunity 
utility). Also, it does not include alterna- 
tive (costly) monitoring schemes and the 
tradeoff among the alternatives. Al- 
though Williamson's model has faults, it 
does raise an interesting, possible bene- 
ficial role of cost allocations. 

Several testable implications are sug- 
gested by this agency cost model. First, 
cost allocations are more likely in situa- 
tions when other monitoring costs are 
high, for example, where the agent and 
principal are geographically dispersed. 
Since the costs of direct observation by 
the principal are higher when the agent 
and principal: are geographically sepa- 
rated, there is greater expected overcon- 
sumption of perquisites. Accordingly, 
cost allocations, to the extent that they 
reduce the overconsumption problem, 
are more likely to be used. Second, since 
a proportional tax (e.g., an overhead 
scheme tied to profits) can cause the 
agent actually to increase his overcon- 
sumption of perquisites, we should ob- 
serve fewer such schemes than of the 
lump-sum overhead allocation variety. 

Cost allocations also can reduce the 
agency costs associated with perquisite 
consumption by inducing the subordinate 
to act as a monitor of his superior. By 
allocating.the superior's expenditures to 
the subordinate, incentives are created . 
for the subordinate to monitor these 
expenditures, since his welfare. is now 
affected by his superior's overconsump- 
tion of perquisites. The subordinate is 
indirectly the agent of his superior's 
principal, and, through the allocation 


14 This result depends on the sign of the rate of change · 
of the marginal rate of substitution between perquisites 
and profits. If perquisites are normal goods, then a 
lump-sum tax on profits results in a new tangency п mov- 
ing ir the southwest direction. 
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process, bears some of the cost (in terms 
of his welfare) of the superior’s expendi- 
tures. Since the subordinate is evaluated 
against other department managers on 
the basis of, in part, internal accounting 
statements employing allocated costs, 
the subordinate's future promotions are 
negatively affected by his superior's ex- 
cessive consumption of perquisites.!? As 
the superior's decisions start to impinge 
on the subordinates' welfare, the sub- 
ordinates either try to convince their 
superior to eliminate the wealth-reducing 
expenditures or they go directly to their 
- Superior's principal. 

The subordinate will by-pass his supe- 
rior only if the expected benefits (i.e., the 
‘increased chances of promotions by 
either disclosing his superior’s indul- 
gences or having larger discretionary 
profits) outweigh the costs which the 
subordinate will incur from such moni- 
toring activities. Overhead allocations 
create incentives for the subordinate to 
monitor his superior’s expenditures since 
- his own welfare is affected. In addition, 
if the subordinate has access to local 
information and can specialize regarding 
his department's production process, 
then he may be the minimum-cost moni- 
tor of his superior. 

The purpose of the preceding discus- 
sion is mot to derive optimum allocation 
schemes or to present a complete formal 
model of the problem, but rather to sug- 
gest a possible benefit of allocating costs 
and to stimulate further work in the area. 
The Williamson model should be ex- 
panded to include income tax effects, 
incentive compensation plans, competi- 
tion in the market for managers, etc.!$ 


Il. MANUFACTURING OVERHEAD COSTS 


This section analyzes cost allocations 
in the typical product costing situation. 
But before discussing manufacturing 
overhead costs, some ревю сот- 
ments are in order. 
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A. Cost Allocations as Proxies for Ex- 
ternalities Arising from Decentralization 


First, in this section, the overconsump- 
tion-of-perquisites problem (previously 
discussed) is ignored. 

Second, to illustrate the central theme 
of this section, consider the following 
simplified example. The firm leases from 
the telephone company a WATS (Wide 
Area Telephone Service) line for $3800 
per month, expecting to use the line 100 
hours per month. This service allows the 
firm unlimited toll-free long distance 
calls within the United States. Although 
each individual long distance call is not 
billed by the phone company, only one 
call at a time can be placed. The $3800 is 
a "fixed" cost; the “variable” cost of a 
call is zero. Should the firm allocate this 
$3800 internally among the users? 

One argument goes that the cost 
should not be allocated, for any charge 
will discourage use and since the marginal 


~ 


> 
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cost is zero, the value of the resource is а. 


not being maximized. However, the 

"correct" marginal cost (i.e., the oppor- 
tunity cost) of using the resource is not 
zero. It equals the cost imposed by 
forcing others who want to use the WATS 
line to either wait or place a regular toll 
call. Hence, the correct price to charge is 
the cost which the user imposes on others 
by tying up the scarce resource. But this 
cost varies between zero (if no one is 
delayed) to, at most, the cost of a regular 
toll call if a user cannot use the WATS 
line. This cost changes from instant to 
instant throughout Шш day. To measure 
it exactly is not easy,!’ requiring either a 


15 Even if his future promotion is not affected by the 
superior’s excessive spending, he still has incentive to 
monitor his superior if the subordinate is forced to re- 
duce his consumption of perquisites because his depart- 
ment is charged for his superior’s consumption of per- 
quisites via cost allocations. 

16 Неге, the papers by Berhold [1971], Ross [1973, 
1974], Jensen and Meckling [1976], Demski and Feltham 
[1978], and Kanodia [1978] should prove useful. 

1? See Dolan [1977]. 
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real-time information system or a sophis- 
ticated. statistical analysis of hourly ar- 
rival rates, distribution of.calls, etc. Both 
of these solutions are costly. An alterna- 
tive to either charging a zero price or 
charging a price based on an elaborate 
(costly) system is to charge $38 per hour. 
(i.e., a constant price based on the full 
allocated cost of the $3800 divided by 
the expected utilization of 100 hours). A 
side benefit of such a full-cost allocation 
is that information is generated regarding 
the value of the service. If more than 
$3800 in overhead is absorbed, the pur- 
chase of an additional WATS line should 
be investigated. If less than $3800 is 
absorbed, then discontinuance of the 
service might be warranted. 


The major points of this example are: 


1. there are costly-to-observe non- 
zero opportunity costs (or exter- 
nalities) associated with resource 
utilization within the firm; 

3. cost allocations can proxy these 
opportunity costs; and . 

3. cost allocations can be the optimum 
pricing scheme for internal resource 

` utilization, given the costs of imple- 
menting and operating alternative 
systems. 


These opportunity costs can take one 
of at least three forms: 


1. One user's use of à resource causes 
other users to wait, thereby forcing them 
to incur delay costs. The sum of these 


* delay costs is a measure of the oppor- 


tunity cost of utilizing the resource. 
Batch-operated computer systems, main- 
tenance shops, and typing pools are all 
examples where delay costs are generated. 

2. Degradation of service (i.e., turn- 
around time or quality) to other users can 
often result when a "fixed" resource is 
shared. Supervision is an example. As the 
number of workers being supervised 
rises, holding the number of supervisors 


. 5H 


fixed, each worker's average (and mar- 
ginal) productivity is likely to fall. Hence, 
there is a degradation of service. A new 
supervisor is hired when the cost of the 
new supervisor is less than the value of 
the degradaion. This suggests that cer- 
tain step-costs do not really follow steps. 
Although the reported cost of the resource 
follows a step function, as in Figure 2, the 
total cost, including the degradation in 
in service (the dashed line, ABC), which 
need not be linear, is not a step function. 
The dotted portions represent degrada- 
tion costs in excess of the costs of an 
added supervisor. Degradation costs are 
often found in time-share computer 
systems. . 

3. As. service is degraded, queues 
develop, users seek alternative solutions, 
often purchasing additional resources 
external to the firm. If the backlog at the 
central computer facility forces a user to 
incur delay costs, as soon as these delay 
costs exceed the user's cost of the next 
best alternative (e.g., install a mini- 
computer or purchase time external to 
the firm), the rational user will make these 
substitutions. If economies of scale exist, 
the central computer facility will be 
expanded. 

Thus, a given user, permanently ex- 
panding his utilization of a shared re- 
source, is likely to impose costs on all 
other users which probably will result in 
a future scale expansion of the resource. 
Overhead allocations can act as proxies 
fcr these future expansions, delay costs, 
etc. This problem is similar to the com- 
mon resource or fishing example in 
economics—where the individual users 
have incentives to overconsume the com- 
mon resource.!? Perhaps additional ip- 
sights to cost allocations can be gleaned 
by applying these economic analyses 


18 See Gordon [1954] for the classic analysis of the. 
common resource problem and Cheung [1970] for a - 
more recent discussion of these externalities. 
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FIGURE 2. 
ANALYSIS OF STEP-COSTS ` 


dollars 





within the firm. We now turn to the 
manufacturing overhead example. 


B. A Product.Costing Situation 


-The typical textbook portrayal!’ pre- 
sents a multi-department manufacturing 
concern with several service departments 
and production departments. Within 
each production department a job order 
(or process) Costing system accumulates 
the prime costs—labor and materials— 
used in manufacturing the job (or 
product).?? Each department's overhead 
costs‘as well as the department's share of 
the service departments' costs are allo- 


cated to each job by using direct labor . 


hours as the allocation base. The depart- 
ment managers are‘evaluated as cost 
centers. This section explores how such 
an allocation scheme can increase the 
value of the firm. 

Overhead application problems usual- 


‘ly assume that the ith decentralized pro- © 


duction manager chooses factor inputs, 
xi (labor) and х% (materials), to produce 
a single output g at minimum cost. If the 
two inputs cost P, and P, respectively, 
then the standard microeconomics solu- 


tion is to equate the ratio of the factor: 


prices to the rate of technical substitution 


е 2 Total cost 


Ce Ри 


Reported cost 


measure of 
activity 


(i.e., the ratio of the marginal productivi- 


ties of the inputs). In Figure 3, S is the- 


point of tangency between the isocost line 
(having a slope — P,/P;) and the iso- 
quant; denote the corresponding mix of 


inputs, (£4, $5). If overhead is allocated ` 


based on x$ (e.g., direct labor hours) and 
since, by assumption, the manager'mihi- 
mizes total reported cost,?! then the iso- 
cost curve facing the manager has slope 
—P,—R/P, where R is the overhead 
rate per unit оѓ x}. The new point of 
tangency occurs at Т, (£4, $4), with the 
manager substituting materials for labor. 
By allocating overhead to the manager, 


the cost of xi is raised, thus causing a. 


different mix of inputs to be selected, The 
question becomes one of uod 
whether the correct marginal cost of x 

to manager i is P, or P+R; ie, under 
what conditions does R serve as a useful 


1? For examples, see Chapters 4, 15 and 16 in Horn- 
gren [1977] or Chapter 13 in Dopuch, Birnberg, and 
Demski [1974]. 

20 For purposes of this analysis, we will assume that 
standard costs are not used. The introduction of standard 


costs does not basically alter the results, but does sub- 
stantially add to the complexity. 


21 А fundamental assumption in.this section, which . 
appears consistent with casual observation, is that _ 


managers attempt to minimize reported costs. 
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FIGURE 3 


THE ith PRODUCTION MANAGER'S FACTOR 
Mix DECISION 


proxy for some of the previously dis- 
cussed externalities? 

To address this question, additional 
structure must be imposed on the prob- 
lem in order to explore what conditions 
could lead to point T being preferred to 
point $ (i.e., which point produces larger 
firm-wide cashflows?). 


C. Organizational Structure and 
Decentralization 


. The first question to be addressed is: 


Why does the ith production manager 
exist; that is, why is a decentralized 
organizational structure employed? The 
literature on decentralization”? suggests 
that, in general, limited cognitive capacity 


x 
(labor) 


of the principal and the existence of in- 
vestment alternatives with positive net 
present values leads the principal to 
delegate (or assign) decision-making re- 
sponsibility to an agent: hence, de- 
centralization. As outlined above, over- 
head allocations can serve a useful role, 
even in the situation where the. agent’s 
preferences are congruent with the princi- 
pal’s (i.e., the maximization of share- 
holder wealth). The role of overhead 
allocations in this situation is to increase 
the reported factor cost (e.g., direct 
labor) by an amount which approxi- 


22 Some representative papers include Alchian and 
Demsetz [1972], Benston [1963], and Hirshleifer [1964]. 
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mates certain difficult-to-observe costs 
that arise from decentralization. 

Assume a multi-product manufactur- 
ing firm, where each of the m products 
requires two inputs, say labor and ma- 
terials, and a commonly shared input 
such as a personnel department, cor- 
porate treasurer, accounting department, 
maintenance department, purchasing, 
etc.?? To simplify the analysis without 
loss of generality, assume the firm is a 
price taker in all markets. 

The firm must select the input and 
output quantities. The decision regarding 
who actually makes the decisions (i.e., 
the delegation of decision-making au- 
thority) is the organization design prob- 
lem. Numerous alternatives exist, 
including: one individual makes all de- 
cisions; each of m individuals select the 
output quantity, q', and the mix of inputs 
to produce q'; or one individual or de- 
partment (e.g., marketing) could select 
the output quantities while each of m 
manufacturing managers selects the mix 
of the two factor inputs to achieve the 
desired output for each of them products. 
The choice of organization structure 
involves trading off the gains of spe- 
cialization, communication costs, alter- 
native uses of the peak coordinator's 
time, etc., against the additional costs of 
having m agents (e.g., the additional 
coordination costs, salaries, agency costs, 
etc.). 

This is obviously a complicated de- 
cision problem, one that has not been 
solved analytically. But firms have de- 
veloped organization structures: deci- 
sions do get made. For purposes of this 
paper, assume that the “optimum” or- 
ganization structure (i.e., that structure 
which maximizes firm value) has evolved 
over time and involves a vice president of 
manufacturing who oversees m produc- 
tion managers, each of whom is responsi- 
ble for meeting the production quota for 
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one of the m products set by marketing. 


Furthermore, the manufacturing vice; * 


president selects the scale of the common - 


factor of production.?4 

Notice that the production quotas 
selected by marketing may not and prob- 
ably do not maximize firm profits at each 
point in time since in the decentralized 
organization being assumed, marketing 
does not have complete (or up-to-date) 
information on all factor costs and pro- 
duction technologies. The foregone prof- 
its from marketing not setting quantities 
which maximize profits is just one com- 
ponent of the costs of decentralization. 
In this example, it is assumed that alter- 
native organizational structures result in 
even larger costs. 

The decision to organize the firm with 
a centralized service department which 
provides S units of service per unit of 
time, controlled by the manufacturing 
vice president, is also an organizational 
design problem. Each manufacturing 
manager could conceivably perform all 
service-related functions (e.g., payroll, 
purchasing, hiring, security) at some cost. 
However, the existence of significant 
economies of scale can justify the centrali- 


23 Mathematically, the quantities of the m products are 
denoted by the vector =(q', 4, ++, q"). The vector 
function, Q= F(x}, xi, x, x2, -- ху, x%, S) describes the 
production function. Each output, q', requires two inputs, 
xi and x4, as well as a commonly shared input S. x, and 
xi are purchased at constant prices, P, and Р,. 

24 The ith production manager specializes in selecting 
the optimum mix of factors for the ith product. That is, 
each production manager faces his own production func- 
tion, g= f (х1, x4, 5), where S is determined by the vice 
president. Notice that such a decentralization of the 
manufacturing decision assumes that the firm's m-vector 
production function, F(-), is mathematically separable 
into m-scalar functions. It is unlikely that F(-) is mathe- 
matically separable in this fashion. Positive and negative 
externalities in F(-) are not captured by the m-scalar 
functions. For example, idle laborers on the ith product 
line who can be shifted to the jth line or crowding effects 
are formally captured in F(-) but are excluded in f'(-), 
ї= 1,5-5, m. These externalities impose costs on the 
manufacturing vice president which presumably - were 
considered in his decision to decentralize. ; 
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` changing the scale to the costs of delay. 


ie 
zx E 


a centralized. си 18 the Tease Coe alter- 
native. | 

- The size of the service: department і 18 
determined: in this example: by the vice 
president of ‘manufacturing. In the 


` “short-run,” ‘the scale. of. the · service 


department : -is fixed. But in the “long- 


run" the vice president can vary the scale . 


a minimize total manufacturing costs 
(which js assumed equivalent to maxi- 
mizing . his “utility).2°. For any. given 
‚ “fixed” scale of. the service department, 


a given production manager who ex- 
pands his utilization of the service de- - 


partment imposes costs on his peers by 
reducing the amount of the “fixed”’ ser- 
vice available for the other. departments, 
thereby generating delay costs and costs 


of degraded service. This crowding effect’ 


is an externality created by the manu- 
facturing vice: president when he dele- 
gated the factor mix decisions to the m 
agents. Assuming that the size of the 
labor force affects the utilization of the 


shared resource, if a production manager - 


expands his labor force, and the scale of 
the common resource is .not instantly 
adjusted, the Other m—1 managers are 
affected. Over time the.vice president will 


adjust the scale of the service department . 


by equating at the margin the costs of 


and degraded performance of the service 


"department. Each of the m managers. 
does not directly consume the common ` 
` resource. but rather indirectly affects it by 


his utilization; of the ‘prime inputs, 
(4, x). Forexample, the: ith production 
manager. does.not consume payroll ser- 


expanding his labor force which then 
places: more demands on the payroll 
department. . 

Given the - ТАРЕ structure. as 
descripen. the value of the firm i is larger 
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(as is the manufacturing vice president's 
utility).if each production manager takes 
account of the costs which he imposes оп 


. the other managers by consuming more 


of the fixed resource when choosing his: 


mix: of inputs. That is, instead of just  . 


looking at the reported costs of the fac- 
tors, each manager should also consider 
all the costs he generates via delays, 
degradation and eventual expansion costs 
in the service departments. ~- 

For each manager to choose the princi- 
pal’s (vice president’ 8) cost minimizing 
mix of inputs requires either a centralized 
solution or an iterative solution to the 
problem unless the “total” marginal cost 
of the service department (i.e., the margi- 
nal cost, including all externalities) is 
constant. That is, if the “total” marginal 
cost of the common resource varies as 
managers change the level of their pro- 


duction (thereby varying the utilization. 


of the. common. resource),. then each 
manager cannot select the “total” cost 
minimizing input mix until all the other 
managers have selected their input mixes, 
because the “total”. marginal cost of the 


common resource is not known. 


As in the WATS telephone example, 
several estimates of the “total” marginal. 
cost of the shared resource exist: At-one 
extreme, the marginal cost ‘can be as- 
sumed to be zero.:At the other extreme is . 
a periodic and expensive cost analysis of 
all the externalities. Between these two 
extremes is an allocated cost. The prob- 
lem which the vice president faces is to 


. choose the optimum estimator of, “‘total”’ 


marginal cost. As in selecting among 
statistical estimators, the..cost of. one’ 


К estimator over another must be traded 
S- vices directly, but rather indirectly by ` 


"35 See Hirshleifer [1964]. ` 
26 In-this example, the overconsumption of. perqui- 
sites problem discussed in the~preceding sectionis 


: ignored. Specifically, each individual’ 8 utility function is 


assumed to depend only on pecuniary income, Which i in’ 
turn isa function of icd costs. › 
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off against the cost of the difference in 
decisions that result from using one esti- 
mator or another. In particular, we are 
interested in determining a set of condi- 
tions under which point T (full-cost 
allocations) in Figure 3 strictly dominates 
point S (direct costing). 


D. Full Costing versus Direct Costing 


Under an overhead recharge scheme, 
the manufacturing vice president struc- 
tures an incentive system whereby the 
production manager is compensated for 
minimizing reported costs, including 
overhead. When the reported cost of the 
shared resource is allocated to the pro- 
duction managers on the basis of their 
utilization of one of their factors of pro- 
duction, each manager will reduce his use 
of that factor as depicted in Figure 3. 
This system estimates the "total" margi- 
nal cost of the shared resource, using the 
average cost of the shared resource and 
produces a minimum “total” cost (as 
opposed to minimum reported cost) only 
if the allocated cost happens to equal the 
“total” marginal cost of the shared 
resource. | 

The crucial question is: under what 
conditions does applying an overhead 
charge to the production manager maxi- 
mize the value of the firm? If overhead is 
not allocated, then each manager pre- 
sumably will consider only the factor 
prices (and the isoquant) in his produc- 
tion decisions. The vice president's de- 
cision to allocate overhead affects the 
reported costs facing the managers. Do 
conditions exist such that cost allocations 
strictly dominate no allocations? The 
graphical analysis in Figure 4 is used to 
examine these conditions. 

The step function in Figure 4 represents 
the reported cost of the service depart- 
ment and in reality can take any shape— 
step-fixed (as drawn), step-variable (see 
Horngren [1977, p. 783]), etc. The curve, 
K(X,) denoted dabc represents the 
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"total" cost of the service departments 
(i.e., the sum of the reported costs and 
any incremental crowding externalities). 
The total cost of the service department, 
K(X ,), is a function of all the managers' 
utilization of the shared resource, which 
in this example depends on their total 
direct labor, 
X 1^7 xi; 
i-i. 

The step size (which is controlled by the 
vice president and need not be constant) 
is determined when the *'total" costs just 
equal the reported costs. That is, if col- 
lectively all the managers are incurring 
opportunity costs slightly greater than 
the cost of expanding the service depart- 
ment, then it is in everyone's best interest 
to expand the service department. Hence, 
dabc is an upper bound to the reported 
costs. 

As alteraative way of viewing the 
relationship between the reported cost 
and “total” cost curves is as follows. The 
long-run reported cost of the service 
department is the step function. Over 
time, the scale of the service is adjusted 
whenver the cost of changing the scale is 
less than the cost of degraded service. If 
the scale can be varied instantly and in 
sufficiently small increments, then the 
reported costs and "total" cost curves in 
Figure 4 would be identical. But if these 
conditions do not hold, then the two 
curves are different. 

At the beginning of each accounting 
period, the vice president estimates the 
overhead rate R by estimating the ex- 
pected quantity of direct labor, X,, and 
the expected reported cost of 5.2728 


27 Normal (expected) volume is the total expected 
demand for the first factor (e.g., direct labor hours). In 
this example, the estimated quantity of X, and expected 
reported service costs are assumed to be unbiased fore- 
casts of the actual usage of Y, and actual reported costs. 
That is, all overhead variances are expected to be zero. 

28 At the preliminary stage of this analysis, the im- 
portant question of the choice of allocation basis is 
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FiGURE 4 


Tue LONG-RUN RELATIONSHIP BETWEEN THE OVERHEAD ALLOCATION FUNCTION, 
OC, AND THE "TOTAL" COSTS OF A SERVICE DEPARTMENT, K(X) 


Service 
Department 
Costs 

d 





“Total” Cost of the Service 
Department (including op- 


; ос 
portunity costs), K(X,) 


MCc 


МС» = OC, 


Total 
Labor, X, 


Slope of MC y, = “Total marginal cost of the service department when total labor input is X, 
Slope of ОСу, = Reported overhead cost per unit of labor when normal volume is X, 
= Reported cost at X, divided by X, 


= К 


The ratio of these estimates yields the 
overhead rate, R. Graphically, if the 
expected quantity of X, (normal volume) 
by chance happens to be estimated at 
X,=8 and the estimated cost is K(B) 
(reported and total costs coincide), then 
the overhead rate R is K(B)/B. Point B, 
given the shape of K as drawn, is the only 
point where marginal cost (the slope at 





ignored. To keep this analysis simple, degradation of 
service is asserted to depend only on the amount of 
direct labor, X,. Whether to use direct labor or materials 
or some other basis to allocate the cost of the shared 
resource, depends on the sensitivity of the externality to 
the basis of allocation. We observe allocation bases being 
selected because of their causality with respect to the 
costs being allocated. [Solomons, 1968, p. 29]. The addi- 
tional complexity that arises when a shared factor varies 
with two or more inputs must await future analysis. 
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В) and the average reported cost ‘(the 


slope of the overhead cost function which: 


equals R) coincide. If X, is expected to 
be at any other point, then the overhead 
allocation scheme does not coincide with 
"total" marginal costs and the agent’s 
(reported) cost-minimizing mix of inputs 
does not minimize the principal's costs. 
If the expected quantity of X, does not 
equal B, then we are faced with a theory 
of second best: does an internal reporting 
system which employs an overhead re- 
charge outperform one without recharges 
(i.e., direct costing) in terms of maxi- 
mizing the value of the firm??? There are 
two cases to consider: ` 

Case 1. The expected quantity of direct 
labor, X;, is greater than B (Figure 4) for 
example, point C. Since the “total” 
marginal cost, in this case MC,, is greater 
than tbe average reported cost, OC,, 
direct labor is over-utilized by each 
manager. The total price (P, +R) being 
charged for labor by the accounting sys- 
tem is too low. But, since R is greater than 
zero, the over-utilization of хі is still not 
as great as it would be if overhead is not 
allocated (i.e., А —0). Under direct cost- 
ing, the reported incremental cost of the 
service generated by an increment to x} 
is zero (R=0), but the manager is aware 
of the benefits, and overconsumes direct 
labor. Under case 1, the overhead scheme 
unambiguously dominates the no-over- 
head (e.g., direct costing) scheme. That is, 
point T' in Figure 3 strictly dominates 
point 5.30 

Case 2. Expected volume is below 
point B, for example, X, =A. Direct 
labor will be under-utilized by all depart- 
ments if overhead is allocated. The price 
which each manager is being charged by 
the accounting system for the service per 
unit of x; is greater than its “total” 
marginal cost. In this case the overhead 
recharge does not unambiguously domi- 
nate direct costing. In certain situations, 
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-it may be better not to charge the pro- 


duction manager for his incremental cost 
of the service, if by charging him, direct 


labor is reduced so drastically that the. 


value of the firm falls from his slight 


over-utilization to a large under-utiliza- i 


tion of хі. 

Even though an overhead allocation 
system does not strictly dominate no 
allocations, it can do so under certain 
situations (e.g, Х,> В in Figure 4). 
Furthermore, firms can devise alternative 
allocation techniques to the average cost 
procedure implicit in full-absorption 
costing. For example, instead of basing 
the overhead rate on the total reported 
costs of the service department, if only 
some portion of the resource's cost (e.g., 
variable costs) is used, then, under- 
utilization of direct labor is reduced. 
These alternative schemes result in lower 
overhead rates than the one computed 
by using full-absorption costing, thereby 
reducing the over-utilization of x} (which 
occurs if overhead is not allocated). Yet, 
direct labor is not so under-utilized as to 
reduce the value of the firm below what it 
would have been if allocations were not 
performed. Besides devising hybrid over- 
head formulas, the vice president can 
place constraints on the minimum 
amount of direct labor which the man- 
ager must hire to prevent under-utiliza- 
tion or can place a limit on the amount of 
хь (e.g., materials or capital) which each 
manager can substitute for labor. 


29 Since the firm is already calculating the cost alloca- 
tions for external reporting and taxes, this analysis 
assumes that the incremental costs of reporting these 
allocations internally are minimal. 

30 Under direct costing, the variable overhead compo- 
nent of the service department is charged to the users. 
But in this example with step-fixed reported costs, vari- 
able overhead is zerc. Furthermore, even if a step- 
variable reported cost curve was assumed, the variable 
overhead component, by definition, is always less-than 
or equal to “total” ma-ginal costs since, by assumption, 
the variable overhead zomponent does not measure all 
the opportunity costs or crowding externalities. 
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О This example demonstrates that manu- 
facturing overhead allocations can in- 


X crease the value of the decentralized firm. - 
This situation arises when the firm has 


incomplete or imperfect information re- 
garding the “true” shadow prices of all 


.factors of production; in this case the 


true shadow price of direct labor includes 
the externality created by managers 


_ Sharing a common resource. If top man- 


agement has complete and perfect knowl- 
edge of all the cost functions, exact 


‘shadow prices could be calculated, over- 
head approximations become unneces- 


sary, but then all decisions could be made 
centrally. Complete information is usu- 
ually not the case and is an important 
reason for decentralization.? 


. In addition, this model suggests the. 
following testable implications: we ex- 
‘pect to find overhead allocations more ` 


prevalent in.situations where average 
service costs (including all externalties) 


. are increasing with increases in direct 


^]abor than in situations where average 
` costs are decreasing. In these latter 
situations, we expect to find fewer full- 
cost systems, more hybrid overhead 
systems (i.e., less than full cost overhead 
rates) and a greater frequency of cen- 


trally administered constraints imposed 


- on the operating managers. 


III. SUMMARY AND CONCLUSIONS 


This paper examines the reasons why 
firms allocate costs. Much of the past 
literature dwells on the erroneous de- 
cisions resulting from managers basing 
their decisions on data containing cost 
allocations. Yet, few researchers have 
sought to explain why cost allocations 


. are so prevalent in practice. Horngren 


[1977, p. 508] and Kaplan [1977, pp. 
52-53] are two notable exceptions. They 
suggest that cost allocations are desirable 
mechanisms for motivating and control- 
ling managers. Their suppositions are 
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extended and amplified by this paper. 

The important point emerging. from 
this analysis is that cost allocations ap- 
pear to proxy for certain hard-to-observe 
costs that arise when decision-making 
responsibilities are assigned to and vested : 
in various individuals (i.e., decentralized) 
within the firm. That is, when the rights 
to make certain decisions are assigned 
among the firm's managers, control and 
coordinátion problems arise. Cost allo- 
cations, when coupled with incentive 
schemes that induce the managers to pay 
attention to reported costs, help mitigate 
some of these control and coordination 
problems. 

Two specific situations are discussed : 
(1) controlling the agent's overconsump- 
tion of perquisites and (2) proxying the 
costs of degraded service, delay, and.. 
future expansion that arise when a com- 
mon resource is shared by several de- . 
cision makers. 

It is unlikely that cost allocations are 
“perfect” in the sense that they eliminate 
all the agent's overconsumption of per- 
quisites or that allocated costs measure 
"exactly" all the costs arising from de- 
centralization. However, as long as the. 
benefits from cost allocations (e.g., re- 
duced perquisite consumption or less 
delay costs) exceed the costs of cost 
allocations (e.g., the additional book- 
keeping costs and the costs of erroneous 
decisions), then we expect rational indi- 
viduals to employ allocation techniques. 


` Likewise, if we observe voluntary, wide- 


spread, and persistent use of an account- 
ing technique, it is likely that thé tech- 
nique is yielding benefits that exceed its 
costs. 
` Ultimately, this positive research will 
produce new normative allocation pro- 
cedures—techniques that either increase . 
31 All cost functions could be known, but still a de- 


centralized structure chosen if the costs of communica- 
tion were sufficiently high. 
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the benefits or decrease the costs, or both. 
However, before new normative pro- 
cedures can be devised, much more posi- 
tive analysis, only begun in this paper, is 
required. 

The major obstacle to developing this 
positive analysis is in gaining access to 
data in order to test theories, which will 
generate new insights and produce richer 
theories, thereby better assessing the 
empirical magnitudes of the various 
costs and benefits. Even though the 
empirical tests will likely be based on a 
single firm or an industry, the results will 
still be generalizable. If the links between 
organizational structure, incentive 
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schemes, agency costs, and cost alloca- 


tions are correctly modeled, the empirical œ . 


tests will control for these other variables 
and, the theory can be generalized to 
other organizational structures and in- 
centive schemes. | 

Out of such a positive analysis, a better 
understanding of the role of cost alloca- 
tions in solving various organizational 
problems, such as the agency and de- 
centralization problems discussed in this 
paper, is likely to emerge. Then, more 
realistic normative procedures -which 
descriptively better model the underlying 
phenomena can be constructed, thereby 
leading to improved allocation schemes. 
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Attitude Research in Accounting: A 
Model for Reliability and . 
Validity Considerations | 


Hugh D. Grove and Richard S. Savich 


ABSTRACT: Attitude research in accounting has utilized numerous methodologies to 
study various topics of interest. However, the substantiation of the research techniques . 

. sometimes leaves a void: which obscures the results. This paper presents a model which, . 
if. followed, allows for reliability and validity tests to be conducted which provide | for 
acceptance of the attitude scales as viable measurement and theoretical research meth- ` 
ods. When acceptable instruments are employed, the concepts tested can then enhance 
the goal of theoretical advancement. The instrument-issue controversy is dealt with 
through a review of attitude research in accounting. Positive comments and constructive 
‘criticisms ‘are made. The "so-what" question of construct validity is analyzed: does it ' 
really matter if accounting attitude research is undertaken? The implication is that if the 
researcher does not consider the guidelines of the attitude model, the "so-what" issue 
may negate the potential contribution of such research. 


TTITUDES have been studied by be- 
havioral scientists for many gen- 
erations. Their research has mea- 

sured attitudes toward many significant 


social issues. In an attempt to standardize. 


the methodology and reporting tech- 
niques used by these researchers, Shaw 
and Wright [1967] collected a com- 
pendium of attitude scales. Their work 
included sections on definitions of atti- 


circumstance [omission] deprives the results 
of virtually their entire value and statistics for. 
which the user does not have the information 
available should be rejected, no matter how 
interesting and important the particular field. 
may be. 


Because of the date of Shaw and 
Wright’s [1967] publication, no mention 


‘of attitude research in accounting was 


tudes, various scaling methodologies, and : 


tests of reliability and validity, as well as 
a listing of research published. Their 
major criticism of attitude research was 
that little explanation was provided re- 
garding reliability and validity measures 
performed by the researchers. 

This criticism has also been leveled in 
economics for years. Morgenstern [1950, 
pp. 21-22] stated: 


‘whenever questionnaires are used... their 
precise text, with instructions for use, must be 
published together with the answers. . . . This 
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made. In fact, only within the past few 


years have accounting researchers had. - 


articles published regarding the use of 
attitude scaling techniques. Our litera- 
ture search provided us with a minimal 
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7 СТЕ Е ‘of articles published prior to 
$1967, The advent and acceptance (toler- 


А. 
Ps 


ance?) of attitude research in accounting 


: can be said to be relatively recent. 


An adaptation of Gresham's law may 
be in existence in accounting attitude 
research. Bad studies (in terms of poor 
methodology. and theoretical insignifi- 


. eance) may be driving out the good and 
' giving an unfair reputation to all attitude 


‘studies. To improve attitude method- 


ology and theoretical implications, some 
basic standards of reliability and validity 
should be adhered to by all researchers 


“ запа readers of attitude scaling tech- 


- niques. This paper develops such stan- 
: dards and. presents considerations that © 
" should be made before undertaking 


further work in this area. The key stan- 


; dard is construct validity which: focuses 


o4 


v upon the interpretation of results and 
` thus the relevance of attitude studies in | 


accounting. This “so-what’’ issue is es- 


д. pecially critical: Do attitude studies in 


“accounting really matter? A major con- 
clusion of this paper is that attitude differ- 
entiation is relevant only as an aid in the 


‘investigation of theoretical-and empirical 


research issues in accounting; attitude 
differentiation is not an end in itself. 
. Another aspect of the “‘so-what” issue 


‘is also emphasized: can actions or be- 


. haviors be related to attitudes? The 
: answer to this question has been consid- 


ered countless tinies in the social science 
literature, but does not appear to be 


2 considered in accounting studies. Atti- 


tude research to date generally reflects 


. an absence of a valid relationship be- 
- tween an attitude and an action or a 
" behavior: Recognition of this limitation 


is essential to a complete understanding 
and interpretation of attitude research. 

: Without knowledge of the underlying 
concepts, assumptions, and statistical 
inferences inherent in attitude research, 
further studies will follow former errors. 
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| Thus, our three objectives will be to: 


1. formulate a reliability-validity model from 
the social science literature which can be 
utilized to perform and evaluate attitude: 
research concerning accounting issues, 

2. review major accounting attitude studies 
to illustrate procedures for meeting the 
model's standards, and 

3. conclude with suggestions and .recom- 
mendations regarding future research in 
accounting attitude studies. 


The implication: is that if researchers dà 
not perform the tasks suggested in this’ 
model, the *so-what" issue emphasized 
by the construct validity standard will 
soon give all attitude research.in account- 
ing a bad name. 

The following sections of the paper 
take each of these three objectives in 
turn. | N 

ATTITUDE RESEARCH MODEL 


Formulation of an attitude research 
model involves investigation of previous 
attempts at model building. Psycholo- 


.gists and social scientists have, as previ- 


ously stated, concerned themselves with 
methodological proprieties and impro- ` 
prieties for generations. Our model is 


extracted and synthesized from their 


deliberations. 

In developing general research meth- 
odology, Campbell and Stanley [1963, 
p. 5] discussed factors which may jeopar- 
dize the objectives of experiments. Par- 
ticularly relevant to attitude research are 


‘the following four factors: ү 


- scale and questionnaire design 
: sample selection 

- analysis. of results 

- interpretation of results 


The attitude scale. and questionnaire 
désign factor and the sample selection 
factor especially influence the analysis 
and interpretation of attitude research 
results, and thus, the application and 
interaction of these factors are of critical 
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importance to the objectives of the atti- 
tude experiment. 

In the -following attitude research 
model, all four attitude research factors 
will be developed in terms of reliability 
and validity considerations. Osgood, Suci 
and Tannebaum's (OST) [1957] defini- 
tions will suffice as an introduction. "The 
reliability of an instrument is usually said 
to be the degree to which thé same scores 
can be reproduced when the same ob- 
jects are measured repeatedly" [p. 126]. 
“An instrument is said: to be valid when 
it measures what it is supposed to mea- 
sure" [p. 140]. ` 


Reliability 


Concerning reliability, the accuracy or 
consistency of measurement is a general 
concern, ie. do the testing instrument 
and subjects produce consistent answers 
for similar questions? Does the subject 
have a bad attitude about the attitude 
survey as indicated by incomplete or 
inconsistent responses? Instrument re- 
liability can be statistically tested by per- 
forming split-half or odd-even corre- 
lation upon two sets of independent, but 
similar, items within the instrument; i.e., 
did the instrument generate consistent 
attitude results for groups of similar 
items? Subject reliability can be checked 
by test-retest correlations of responses; 
ie. did each subject have internally 
consistent answers for similar items? For 
example, a questionnaire elicits responses 
concerning a Financial Accounting Stan- 
dards Board (FASB) exposure draft. 
Questions 1-5 are similar to questions 
16—20. Did the instrument produce ag- 
gregate results that were consistent or 
Similar for these two sets of questions, 
and did each subject produce results that 
were consistent or similar for these two 
sets of questions? . 

Another aspect of reliability is the 
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discriminating ability of a testing instru- 


ment. An example concerns multiple" 


choice questions on an examination. 


A 


Assume for the moment .that the sole. * 


function of an exam is to discriminate 
among pass/fail students. If all students 
responded correctly to a particular ques- 
tion, the discriminating ability of that 
question would be nil. It did not ade- 
quately test the students” knowledge by 
segregating them into pass/fail categor- 


ies. Each multiple-choice alternative is : 


also an indication of such reliability. If: 
no student selected a particular response, . 


M 


that choice's discriminating ability also’ ` 


is absent. Individual questions and indi-. 
vidual responses should provide for 
categorization of students into various 
performance levels or the reliability of 
the instrument is very questionable. This 


» 


is the common item analysis test of dis- * 


criminate reliability. As one guideline, 
the Educational Testing Service uses a 
90 percent cutoff for its item analysis of 


the Scholastic Aptitude Test. If more “> 


than 90 percent get a question right or 
wrong, it is discarded from the test 
[Zonana, 1978]. 

Evidence of reliability analysis is cru- 
cial, as it permits the reader to judge 
whether scores are sufficiently depend- 
able to support the experimental results. 
However, if reliability tests are not per- 
formed, the interpretation of results is 
quite limited, since the reliability of the 
responses is a foundation necessary for 
analyzing validity..As an extreme exam- 
ple, a study may make conclusions which 
are supported only by incomplete and 
inconsistent responses, such as saccharin 
being a cause of cancer because a very 


r 


few rats eating huge amounts of sac- -e 


charin developed cancer. 
Validity 
The validity consideration should be 


m 
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Е. further expanded in terms of the critical 
attitude scale and questionnaire design 


x 


ж 


a 


we 


x 


ч 


factors described by the American Psy- 


chological Association (APA) in its defi- 
“nitions [1966, p. 12]: 


dk Content Validity: the test user wishes to 
determine how an individual performs at 
present in a universe of situations that the 
test situation is claimed to represent. 

2. Criterion-Related Validity: the test user 

` wishes to forecast an individual's future 
standing or to estimate an individual's - 
present standing on some variable of par- 
ticular significance that is different from 
the test. 

3. Construct Validity: the test user wishes to 
infer the degree to which the individual 
possesses some hypothetical trait or qual- 
ity (construct) presumed to be reflected in 
the test performance. 


Since these definitions were developed 
by psychologists, some examples of ac- 


-counting-related issues might help. Con- 


tent validity indicates that demographics 
or characteristics of samples selected 
. must be investigated to ascertain the 
s comparability between control and ex- 
perimental groups or between experimen- 
tal and omitted groups. Therefore, if an 
attitude study utilizes students as sur- 
rogates for business decision makers, the 
similarities and differences of these two 
groups should be considered before con- 
clusions are made. 

Criterion validity cautions against pre- 
diction of subsequent behavior from 
attitude studies. Just because a student 
has a positive attitude toward an intro- 
ductory accounting class, this attitude 
does not directly indicate or predict that 
he/she will become an accounting major. 
Too many mitigating factors might inter- 
vene to determine the student’s behavior. 

Finally, construct validity deals with 
the extrapolation of results. Using a 
theory to develop a hypothesis, utilizing 
an instrument to test that theory and then 
extrapolating the results back to the 
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theory are not simple tasks. For example, 
the turnover studies of Sorensen, Rhode 
and Lawler (SRL) [1973] indicate that a 
theory of the reasons for turnover in CPA 
firms may not be easily tested or investi- 
gated through an attitude study. Con- 
struct validity accordingly emphasizes 
the “so-what” issue. Are attitude studies 
theoretically or empirically important? 
Does it really matter what the attitudes of 
Fairfield, Iowa, CPAs are toward their 
college experiences five years after college 
graduation? Do attitudes have a major 
effect on turnover? 

The four attitude research factors and 
the reliability-validity considerations are 
combined into an attitude research model 
as shown in Table 1. 

The scale and questionnaire design 
factor is shown to be significantly influ- 
enced by reliability considerations, by the 
content validity consideration of defini- 
tions employed in the questionnaire, and 
by the criterion validity consideration of 
performance measured by the attitude 
scale. The major influence upon the 
sample selection factor is the content 
validity consideration of sampling pró- 
cedures. The major influence upon the 
analysis-of-results factor is the criterion 
validity consideration of statistical analy- 
sis, and the major influence upon the 
interpretation of results factor is the 
construct validity consideration of results 
extrapolation. 

This model has certain inherent quali- 
fications which preclude numerous atti- 
tude studies from achieving total accep- 
tance. Major influences could reject a 
particular study from an acceptable 
category, while a sufficient number of 
contributing factors could cause a study 
to be denied authenticity. Each of these 
factors, as used in accounting attitude 
research, is utilized as a standard toward 
acceptability in the next section. 
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TABLE 1 


ATTITUDE RESEARCH MODEL 














Scale and 
Questionnaire 
Design 


Reliability-Validity 
Considerations 


Selection 


Attitude Research Factors 





Analysis of 
Results 


Sample 





Reliability: Consistency and 


stability of measurement major 





Content Validity 





a) sampling procedures 





b) definitions employed 


contributing 





contributing 





contributing 





Criterion Validity 


a) performance measurement 


contributing contributing 








b) statistical analysis 





contributing 





Construct Validity: 
Extrapolation of results 


Note: “Major” and “contributing” indicate degrees of influence of the reliability-validity considerations upon the ` 


attitude research factors. 


APPLICATION OF THE MODEL: 
, LITERATURE REVIEW 


The objectives of our model are to 
facilitate the performance and evaluation 
of attitude research in accounting. The 
implementation of the model will be illus- 
- trated through the review of several 
. accounting attitude studies in this section 
of the paper. 

The focus of the model's application 
will be on the reliability and validity con- 
siderations and corresponding effects on 
the research factors in various attitude 
research studies. This section is divided 
accordingly into reliability, content valid- 
ity, criterion validity, and construct 
validity topics. 

The articles reviewed in this paper 
represent most of the major attitude re- 
search projects undertaken in current 
accounting literature, are strong in many 
of the reliability and validity considera- 





E 


tions of the model, and offer the best basis | 


for illustration of such considerations. 
The rigor of the model overwhelmed 
many other attitude research articles 
where deficiencies existed in most all 
reliability and validity categories of the 
model and bases for constructive illustra- 
tions were sparse. Some deficient articles 
are noted, however, for purposes of indi- 
cating improvements which could be 
made. The strong articles will be used to 
illustrate the model, while the others will 


be used to provide direction toward. 


potential acceptance of attitude research 
in accounting. 


Reliability 

An example of intensive reliability 
analysis in the accounting attitude litera- 
ture is Sorensen and Sorensen’s [1972] 
study. Their study examined the organi- 
zational and professional profiles and 


М 
Ж 5 . 
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thigration plans of 129 randomly selected 


as CPAs in large firms and compared their 


2 


E 


results obtained in 1965-and 1970. To 
check instrument reliability, total re- 
sponses or weightings of questions were 
statistically verified for consistency by 
using coefficients of determination from 
the Kuder-Richardson item analysis. 
Also, linear correlations between scale 
totals were used to verify that the several 
scales, used in the research instrument 

ere independent. To check subject 
reliability or internal consistency in re- 
Sponses, test-retest correlations of subject 
scores were performed. Many of the other 
studies reviewed failed to disclose any 
reliability tests which might have been 
conducted. Thus, one recommendation is 
to ask for inclusion of such data, because 
reliability is a necessary condition for 
subsequent validity measures [APA, 
1966, p. 29]. Other studies using compre- 
hensive reliability tests are noted in the 
summary Table 2 at the end of this paper. 


Validity 


, Once reliability considerations for 
scale and questionnaire design are satis- 


. fied, the focus can switch to the validity 


considerations for the attitude research 


factors shown in Table 1. The two major 
aspects of content validity are adequacy 
of sampling approach and adequacy of 
definitions used in the testing instrument. 


Content Validity: Sampling Procedures 
Sampling adequacy, as in any research, 


‘is needed to prevent selection bias and to 
prevent interaction effects among selec- 


tion and experimental variables. The 
research should always indicate what 
universe is represented and the methods 
and limitations of the sampling. 
Examples of adequate sampling dis- 
closure include the Strawser, Ivancevich 
and Lyon (SIL) [1969] study where test- 


ing for potential selection bias was · 
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conducted by determining demographics 
of non-respondents as well as respon- 
dents. Their study investigated job satis- 
faction among accountants in both large 
and small CPA firms. Also Copeland, 
Francia and Strawser (CFS) [1973] cor- 
roborated their study with observations 
from different universities to address 
selection bias. This study examined the 
use of students as surrogates in business 
research and compared them to prac- 
ticing analysts, CPAs, and professors. 

The categorization and non-response 
issues may prove critical to eventual 
interpretation of results. For example, 
Braunstein and Fortner [1968], in a dis- 
cussion of an attitude study by Patten and 
Steinmetz [1966], discovered an omission 
of reasoning for dividing 120 students 
from five business classes into two groups 
for subsequent statistical analysis. If such 
categorization is not justified, the demo- 
graphics of such groups, even though 
randomly assigned, could bias and under- 
mine the conclusions of the study. 

A dramatic example of ignoring the 
demographics of the non-response group 
occurred in previous heart attack re- 
search. To determine the cause of heart 
attacks, researchers interviewed recent 
heart attack patients and found that they 
were coffee drinkers. Thus, the conclu- 
sion -was that coffee drinking caused 
heart attacks. The non-response issue was 
ignored because the other heart attack 
victims were not alive to be interviewed. 
When their case histories were reviewed, 
those heart attack victims were.found to 
be non-drinkers of coffee. Therefore, 
coffee drinkers actually had a better 
chance of heart attack survival than non- 
drinkers. 

The content validity of attitude re- 
search is seriously challenged in-studies 
where large mailings are undertaken and 
only the returned questionnaires are 
analyzed without attention being directed 
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to non-returns. Responses can be divided 
into various groups: those received after 
the first mailing, those received after a 
reminder has been mailed, those received 
after statistical analysis has been under- 
taken, and those never received. Content 
validity tests, such as those performed in 
the SIL [1969] and CFS [1973] studies, 
should be done to ascertain if the various 
groups of respondents and non-respon- 
dents can be considered equivalent. If 
they are not, a sampling bias will exist to 
negate the sample selection factor of the 
attitude research model. This problem 
will challenge the validity of subsequent 
data analysis and interpretation of re- 
sults. Thus, an ex ante plan for dealing 
with non-respondents should be consid- 
ered. 


Content Validity: Definitions Employed 


Evaluating the adequacy of definitions 
employed in the instrument, the second 
aspect of content validation, is similar to 
“subjectively recognizing the adequacy 
of a definition” [APA, 1966, p. 13]. Each 
statement in the attitude questionnaire is 
designed to elicit attitude responses, and 
should involve only a single attitude 
variable to avoid confusion for respon- 
dents and in data interpretation. For 
example, an improperly combined atti- 
tude statement would be: the FASB 
should follow a theoretically proper 
financial accounting framework and also 
should follow a policy of full and ade- 
quate disclosure. Proper attitude state- 
ments would divide the theory and dis- 
closure issues into two separate items. 

Evaluating the adequacy of definitions 
used is critical in interdisciplinary re- 
search. Re-using or slightly modifying 
an instrument that is valid in one disci- 
pline but possibly not in accounting could 
produce results which are not comparable 
between functional areas and may not 


even be capable of being extrapolated to ` 
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accounting theory. Haried’s [1972; 1973] 
works with the semantic differential using 
accounting terminology are examples of 
adequate planning where he rigorously 
pre-tested his instrument for reasonable 


accounting terms and bi-polar adjectives - 


before administration to his subjects. 

A further problem with the straight- 
forward application of another disci- 
pline’s theory to accounting is the possi- 
ble failure to consider deficiencies of that 
theory. These deficiencies can affect the 
scale and questionnaire design (content 
validity) and the corresponding analysis 
and interpretation of results (criterion 
and construct validity). | 

For example, several attitude studies 
in accounting [SIL, 1969; Strawser, 
Ivancevich and Herbert, 1971 ; Ivancevich 
and Strawser, 1969] have elicited job 
satisfaction responses and then .implied 
that these responses are related to motiva- 
tion and productivity. Specifically, in 
commenting upon the SIL [1969] study, 
Ross and Bomeli [1971, p. 384] pointed 
out three problems with Maslow’s theory 
which affect the job satisfaction measure- 
ment of CPAs: 


1. Job satisfaction is essentially complex, 
personal, and subjective, and individual 
responses about job satisfaction neces- 
sarily reflect a group of attitudes not 
precisely defined by proponents of Mas- 
low’s theory. 

2. The theory also fails to differentiate be- 
tween cause and effect. Thus, it is not clear 
whether high satisfaction with autonomy 
needs results in high performance and 
quality or whether high performance and 
quality result in high satisfaction. 

3. Finally, Maslow’s theory in itself generally 
lacks predictive ability. That is, research 
has not substantiated that needs are always 
arrayed in a hierarchy or that a satisfied 
need is no longer a motivator. 


Ross and Bomeli [1971, p. 388] also 


stressed that their criticism was to empha- . 


size the complexities and ambiguities of 


E 
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job satisfaction and motivation not cov- 


ке, in the SIL [1969] article. This 


«x 


" 


transferability problem was summarized 
as follows: 


. One purpose of this comment is to impress 
upon the reader the complexity of these vari- 
ables which are often oversimplified in the 
accounting and psychology literature. In all 
probability job satisfaction and motivation 
are individualistic variables (1.е., not a simple 
bivariate function). 


If theoretically sound definitions are 
not employed, related problems arise in 
the interpretation of results. Conse- 
quently, the theoretical problems in- 
volved in the satisfaction-motivation re- 
lationship will be further developed in the 
construct validity section of this paper 
where, results of attitude studies are 
analyzed. 

A final consideration in recognizing 
the adequacy of definitions is that the 
attitude statements should be expressions 
of desired behavior and not statements 


of fact. People with differing attitudes 


x 


will still agree on statements of fact. For 
example, Nixon resigned (fact) Nixon 
should have been impeached (what is 
your attitude?). A convenient guide-line 
for constructing statements of desired 
behavior is the use of the normative 
term "should." . 


Criterion Validity: Performance 
Measurement 


Two major aspects of criterion validity 
are performance measurement and statis- 
tical analysis of results. All measures of 
the attitude criterion should be de- 
scribed. In fact, whenever feasible, [the 
research] should draw attention to sig- 
nificant aspects of performance that the 
criterion measure does not reflect" [APA, 
1966, p. 16]. A critical point in current 
attitude research is that the results mea- 
sure only attitudes, not behavior patterns 
[Fishbein, 1967, p. 477], and thus be- 
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havior predictions or conclusions should 
not be made. Also, a single score measured 
in attitude research does not reflect the 
three different components of the tradi- 
tional attitude definition: affective (evalu- 
ations and emotions), cognitive (beliefs 
or opinions), and conative (action ten- 
dencies). Accordingly, the interpretation 
of attitude results should not make spe- 
cific conclusions about evaluations, be- 
liefs, or action tendencies without break- 
ing down the single attitude score into 
its component parts. For examples of 
operational procedures to measure these 
attitude components, see the Sorensen 
et al. study [1975]. 

The type of response scale is an | impor- 
tant attitude research factor in measuring . 
performance. The Likert scale has five or 
seven response alternatives, while the 
semantic differential and Porter scales 
both use seven response choices. In 
explaining the use of the seven-point 
scale, OST [1957] cited research among 
students where all seven alternatives 
tended to be used with roughly equal 
frequencies. When nine steps were used, ` 


several positions had quite lower fre- 


quencies, and when five steps were used, 
students expressed frustration at not 
being able to discriminate finely enough. 
Further research was stressed: 


In the study with Stagner, for example, 
samples of American Legion members were 
obtained, and it was noted that they had a 
definite tendency to use only three positions— 
all, or nothing, or neither (1, 4, 7, on the seven- : 
step scales). Grade-school children seem to 
work better with a five-step scale, and there is 
probably some relation here to intelligence 
differences. Bopp’s study with schizophrenics 
showed that these patients used the finely 
discriminative positions of seven-step scales ` 
(2. 3, 5, and 6) significantly less frequently 
than their controls (OST, 1957, p. 85].! 


Also, instead of using a 1 to 7 rating for 
the scale points, the 0+3 format should 


1 See also Miller [1956]. 
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‘be used to establish an anchor point for 
the respondent and to emphasize the bi- 
polar nature of the scale. 

The Likert, semantic differential, and 
Porter types of attitude scales are the 
ones predominantly used in current ac- 
counting attitude research. While some 
use is made of the Guttman scaling tech- 
nique, we will concentrate primarily on 
the above three for subsequent discus- 
sion. Thurstone scaling techniques, while 
utilized in other social science literature, 
were not evident in accounting-related 
research. 

The Likert, semantic differential, and 
Porter scaling techniques are defined as 
summated rating scales which are “а set 
of attitude items, all of which are con- 
sidered of approximately equal ‘attitude 
value,’ and to each of which subjects 
respond with degrees of agreement or 
disagreement (intensity)” [Kerlinger, 
1973, p. 496]. Two major characteristics 
of summated rating scales are important 
for performance measurement and cor- 
responding analysis and interpretation 
of results. First, since the universe of 
items is considered to be of equal attitude 
value, there can be no scale across items, 
only scaling of individuals through sum- 
mation or averages of individuals’ re- 
sponses. Thus, results should be compiled 
for individuals, not items. Second, since 
these five- or seven-point scales allow for 
greater diversity of attitude expression, 
greater response variance occurs and 
more potential for data analyses exists. 

Another aspect of performance mea- 
surement in the testing instrument is the 
reversal of approximately half of the 
rating scales. For example, in Likert 
scales, the extremes of the "strongly 
approve" and "strongly disapprove" 
should appear equally on one end of the 
attitude continuum for the various state- 
ments to be rated. This format reduces 


the tendency toward stereotyped or set . 
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responses which is a threat to valid mea- 


surement, as it confounds attitude апі» а 


personality trait response variance [Li- 
kert, 1967]. This format will also identify 
the unreliable subject who automatically 
checks one end of the attitude continuum 
for all questions. This reversal process 
can easily be incorporated into attitude 
questionnaires and is another aspect of 
the scale-questionnaire design factor. 
Haried's [1972; 1973] works on ter- 
minology in financial statements utilizing 
the semantic differentia] are compre- 
hensive references for these criterion 
validity procedures. For example, to 
avoid set response approximately one- 
fourth of the bipolars were switched so 


A 


> 


that a favorable response would appear : 


on the right end of the seven-point те- 
sponse continuum in one-fourth of the 
answers. 


Criterion Validity: Statistical Analysis 


The other major aspect of criterion 
validity is statistical analysis of results. 
Statistical analysis should be reported so 
that the reader can ascertain what confi- 
dence is to be placed in judgments or 
predictions regarding the individual 


a 


~~ 


aeta 


[APA, 1966, p. 20]. The typical attitude . 


research computes average responses of 


various groups and performs significance . 


tests on means to determine group differ- 
ences. Just reporting differences between 
group means does not provide adequate 
information to determine confidence in 
results. Once again, many of the studies 
reviewed failed to disclose any statistical 
tests undertaken. If the intragroup vari- 
ance is large, classifications may be mis- 
leading even if significant differences in 
means do exist: 


A description indicating amount of misclassi- 
fication or overlapping should be included. 
The emphasis should be on descriptive statis- 
tics for individuals; a significance test alone is 
insufficient [APA, 1966, p. 21]. 
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Descriptive statistics such as central 


‚ tendency (mean, median) and variability 


(standard deviation) provide data for the 
user or reader to examine the amount of 
overlap or misclassification in various 
groups and to examine the validity of the 
sample in the interpretation of results 
[Watson, 1974]. 

А ‘major statistical issue, which has 
direct implications for accounting atti- 
tude research, is the choice of statistical 
methods for analyzing various data. This 
is the familiar parametric/non-para- 
metric statistics debate.” The crux of the 
issue is the relevance of the database 


: characteristics. The major dichotomy is 


between ordinal (non-additive) data and 
interval (additive) data. If only ordinal 
data is obtained from the summated 
rating scales used in accounting attitude 
research, then the results cannot be added 
together. The only measures of central 
tendency available for ordinal data are 
the mode and the median. The only sig- 
nificance tests available are chi-square 
tests and order statistics, such as the sign 
test and the Friedman test for matched 
groups [Hays, 1973]. Thus, a ¢ test for 
significant differences in means of ordinal 


: data is meaningless because ordinal data 
. are non-additive. 


The lack of equal intervals which 
reflect additive data characteristics was 
the key difference between Kerlinger's 
[1973] classification of summated rating 
scales, such as the Likert scale, and the 


'equal-appearing interval scale, such as 
: the Thurstone scale. Thurstone [1967, p. 


89] was also careful to make this distinc- 
tion in discussing the interval character- 
istics of his scaling procedure: - 


The differences between the means of several 
. such distributions may be direcily compared 
because of the fact that a rational. base line 
has been established. Such comparisons are 
not possible when attitudes are ascertained 
merely by counting the number of endorse- 
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ments to separate,statements whose scale 
differences have not been measured. 


This statistics-data characteristics ar- 
gument is far from being resolved. An 
expedient procedure in attitude research 
for this issue might be to compute means 
and medians for the various responses 
and examine results under both proce- 
dures. Also, correlation and significance 
tests could be computed with both para- 
metric and non-parametric statistics and 
examined for consistency. Conflicting 
results would then preclude the use of 
parametric statistics in analyzing experi- 
mental data. If parametric and non- 
parametric results were consistent, the 
parametric statistics employing additive 
assumptions would continue to be used. 
The CFS [1973] study employed one of 
the few research procedures which ack- 
nowledged the ordinality problem for the 
scale data characteristics. In determining 
levels of significance, the Mann-Whitney 
U test was used because of the ordinal 
scale. 

While most accounting studies sur- 
veyed did not argue for the use of para- 
metric statistics, these tests are advocated 
by various statisticians (see Anderson 
[1961] and Kerlinger [1973]) to provide 
substantially more weight to the eventual 
interpretation of results. Inclusion of 
these tests when consistent with non- 
parametric results would not negate any 
study conclusions but should be consid- 
ered as additional evidence of rigor. As 
mentioned previously, this debate con- 
tinues and, until resolved by statisticians, 
remains controversial. At this point ac- 
counting researchers should at least 
realize and recognize that this dilemma 
exists when designing, analyzing, and 
interpreting attitude studies. 

"Statistical procedures for validating 


? See Anderson [1961] and Kerlinger [1973] for a 


' detailed examination.of this debate. 
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the semantic differential scale include the 
use of factor analysis to determine if the 
bipolar adjectives are defining semantic 
space in accordance with the established 
potency, evaluative, and activity factors 
[OST, 1957, p. 143]. The advantage of 
using this attitude scale is that well- 
known reference points are available for 
validity evaluation. Such a test should 
indicate the proportion of the variance 

. attributed to widely known reference 
factors [APA, 1966, p. 24]. 

Statistical analysis approaches in ac- 
counting literature show much imagina- 
tion. The following tests are examples of 

, adequate statistical analysis because both 
significance and central tendency statis- 
tics were used: 


* tests for differences in attitudes of 
groups: - И 

· Cook [1967] who investigated 
the effect. of frequency of feed- 
back on attitudes and perfor- 
mance of 120 accounting stu- 
dents in 4 different classes, . 

* Savich [1973] who compared 
CPA partners’ and top manage- 
ment representatives’ attitudes 
toward significant accounting is- 
sues to determine if clients agree 
with their own auditors or other 
audit firms’ position statements, 
and | 

* Chandra [1974] who studied se- 
curity analysts’ and accountants’ 
attitudes toward financial state- 
ment disclosure. 

. correlation between beliefs and ac- 
tions: 

* Loeb [1971] who randomly sam- 
pled 122 CPAs regarding their 
attitudes toward ethics. 

* disclosures of data variability be- 
we groups: 
- Sorensen and Sorensen [1972] 


who studied professional profiles’ 


in CPA firms, and 
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- DeCoster and Prater [1973] who 
studied the use of experimental 
games in six introductory ac- 
counting classes of 138 students. 


At the same time; the reporting of only 
mean values is an example of incomplete 
statistical analysis for criterion validity 
since significance tests were not per- 
formed nor data variability disclosed: 


- Patten and Steinmetz [1966] who 
asked 120 students in five elementary 
accounting classes what they 
thought of the course, 

- Brenner [1970] who asked 1241 
stockbrokers, analysts and bankers 
about the desirability of reporting 
current cost information, and 

* Chandra [1975] which was an exten- 
sion of the 1974 article on financial 
statement disclosure. 


Construct Validity 


The major aspect of construct validity 
is the interpretation of results, the “‘so- 
what" issue. The proposed interpretation 
should be cognizant of alternative theo- 
retical interpretations in the subject area 
where the research is attempting to make 
a contribution. 


If the author proposes to interpret the test as 
a measure of a theoretical variable (ability, 

trait, or attitude), the proposed interpretation 
should be fully stated. The interpretation of 
the theoretical construct should .be dis- 
tinguished from interpretations arising under 
other theories [APA, 1966, p. 23]. 


Ideally, major studies investigating differ- 
ent theoretical inferences in the attitude 
area should be considered in each attitude 
research project to facilitate interpreta- 
tion of results. 

As an example, the satisfaction-moti- 
vation controversy previously discussed 
under the content validity aspect of defi- 
nitions employed is reintroduced. Ex- 
pectancy theory deals with the complexity 
of these satisfaction-motivation relation- 


by, | | 
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FIGURE 1 
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Note: The behavior and satisfaction terms were added 
to the original expectancy theory function, based upon 
relationships suggested by expectancy theory. 


ships. Vroom's [1964] model of expec- 
-&..tancy or goal path motivation theory 
incorporates various complexities of hu- 
man motivation and attitudes and an 
adaptation of this model is shown in 
м Figure 1. 
In explaining the diagram, aroused moti- 
vation is no longer a simple bivariate 
function of satisfaction, but is: 


...@ joint multiplicative function of the 

strength of the motive (or need), the value of 

the incentive offered for certain acts (or 

= behavior), and the expectancy that the acts 

» will lead to the attainment of tbe incentive 
[Ross and Bomeli, 1971, p. 385]. 


The previously accepted positive rela- 
tionship between satisfaction, motiva- 
tion, and productivity has accordingly 

«фр been empirically challenged in recent 

~ ' studies. Expectancy theory may explain 
the low correlations between these vari- 
ables: | ` 


47x. А high performer will be highly satisfied only 
Ы when the perceived reward, whether extrinsic 
or intrinsic is valued as an incentive, the indi- 


vidual expected it, and finally receives it. On 
the other hand, a low performer may be quite 
satisfied with a small reward because he ex- 
pected little [Ross and Bomeli, 1971, p. 386]. | 


As emphasized in Figure 1, job satisfac- 
tion may be related to motivation only 
through its influence upon the various 
elements of the expectancy function. 
Satisfaction accordingly may. be related 
only to productivity through its indirect 
influence upon motivation. 

Consequently, to enhance the rele- 
vancy of attitude research, attitude 
researchers should use these types of ex- 
pectancy theory relationships in attempt- 
ing to investigate the influence of satisfac- 
tion attitudes upon motivation and 
behavior. Then, attitude research, rather 
than merely identifying the existence of 
attitude differences, could elaborate upon 
the implications of these differences and 
be considered a viable research method 
for the investigation and advancement of 
theory. 

By investigating the construct validity 
prcblem in more depth, attitude research 
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could become more relevant to mana- 
gerial problems. For example, attitude 
research may help explain the variables 
involved in the generation gap between 
partners and staff which is a primary 
factor in the turnover problems for CPA 
firms [SRL, 1973]. In fact, the SIL [1969] 
data, subject to the previous validity 
constraints, support the existence of an 
additional generation gap concerning 
top-level versus middle-level manage- 
ment in CPA firms. If the satisfaction, 
motivation, and performance linkages of 
Figure 1 can be identified, they could be 
incorporated into a personnel monitoring 
system to help reduce the management 
problem of turnover: 


A system which endeavors to develop a strong 
relationship between satisfaction and pro- 
ductivity may be better still. Hopefully, 
turnover would then be restricted to poorly 
motivated personnel with low need satisfac- 
tion [Ross and Bomeli, 1971, p. 388]. 


FUTURE RESEARCH CONSIDERATIONS 


The reader should now be aware of 
both acceptable and unacceptable exam- 
ples of attitude research in accounting. 
The question now becomes: what should 
a researcher or reader do to insure ade- 
quate compliance with the model factors 


so as to achieve acceptance of attitude 


methodology and results? This section 
“summarizes our suggestions to facilitate 
achievement of these criteria in the 
model. 

To gain closure on the subject, our 
recommendation is to use Table 1 as a 
general overview for the performance 
and evaluation of attitude research. For 
specific reliability and validity procedures 
in attitude research, use Table 2 as a 
checklist. These operational procedures, 
most of which were cited in the text of 
this paper, are grouped by type of attitude 
scale. 

The following suggestions for method- 
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ology improvement are derived from 


examples of properly applied reliability ~ 


and validity procedures in Table 2. 
Reliability should be examined in terms 
of both subject and instrument item 
Scores. Inconsistent or incomplete sub- 
ject scores and inconsistent or non- 
differentiating attitude statements should 
be eliminated to establish reliability 
which is a necessary condition for validity 
to exist. 


For content validity, random sampling: 


should be used and demographics should 
be studied to determine any possible 
selection or non-response bias in the 
sampling procedures. Single attribute 
statements which express desired, not 
factual, observations should be used. To 
minimize researchers' subjectivity in in- 
strument construction, an expert panel 


eU. 
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rU 


could be used to test and validate attitude 7^ 


statements. The adequacy of definitions 
can also be supported by established 
literature, such as OST's [1957] list of 


differentiating bipolar adjectives for the’ 


semantic differential. In using interdis- 
ciplinary research, careful review of the 
controversies- and conflicting theories is 
needed in constructing adequate .defini- 


т 


*; 
у^. 


tions and in using terms for the question- | 


naire design. Oversimplification, such as 
direct correlation of belief and. behavior, 
should be avoided. 

In the performance measurement fac- 
tor of criterion validity, five- or seven- 


point scales should be used, and only ~ 


subject responses should be normally 
scaled, not items, because the attitude . 
statements are of equal value. To reduce 
mechanical and unreliable responses, the 
scales should occasionally be reversed. 
For the criterion validity aspect of sta- 
tistical analysis, there should be disclos- 


ure and significance testing of variability 


as well as mean or median statistics to . 


analyze the degree of consensus in the: 


responses. The data characteristics prob- 


“тз ч? 


кабы prg 
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TABLE 2 
RELIABILITY AND VALIDITY PROCEDURE CHECKLIST. 
Content Validity Criterion Validity 
Definitions Performance Statistical 
Reliability -- Procedures Used Measnrement Analysis Construct Validity 

Likert Scale Both subject Random sample; Uni-dimensional — Normalfive-orseven- Significance testing of Investigation of 
and instru- — examinationof ` attributes; de- point response scale; means, disclosure of de- attitude-behavior 
ment relia demographics: sired, not factual, frequency counts for scriptive statistics, and i 
bility : [Sorensen and statements; relative usagėof scale factor analysis for subscale 1971] attitude- 
checked Sorensen, 1972] expert panel points [Savich, 1973] identification [Sorensen turn-over relation- 
[Savich, review [DeCoster people, not items, and Sorensen, 1972] ships investigated 
1973] consis- and Fertakis, scaled; creation of acknowledgment of data — [SRL, 1973] 
tency prob- 1968] segmented attitude characteristics problem: 
lem forin- attribute scales both parametric and пор- 
strument [Sorensen and Soren- ic correlations 
reliability sen, 1972] and [Soren- [Cook, 1967] factor 
checked sen et al., 1975] analysis for theory 
fBrenner, E integration [Savich, 

. 1968] 1973] 

Semantic Both subject Random sample; Selection of Seven-point response Factor anzlysis to verify Attitudes related 
Differential ` and instru- chi-square on bipolars: 1. triad scale; random reversal establisheč factors of to learning theory 
. -`  mentreiia- demographics to procedure of scale continum . етап space [DeCoster and 

bility show similarity jed 1972; [DeCoster and Prater, 1972; 1972] acknowledg- Prater, 1973] es- 
checked of groupas 1973] 2. estab- 1973] randomized dis- mejt of deta character- tablishment of 
: and lished factors tribution cf bipolar istics problem; 1. Chi- linkages between 
Prater, 1973] used [DeCoster adjectives [DeCoster square on response fre- semantic meaning 
and Prater, and Prater, 1973] quency [Braunstein and and investor's use 
1973] р Fortner, 1368] 2. non- of financial . 
parametric ANOVA by information 
rank and 
Prater, 1973] 

Porter Scale Both subject Random sample; Complexity of Unobtrusive жей of ‘Acknowlkdgment of ordi- Further examina- 
and instru- demographics of attitudes link- perceived deficiencies; nal data characteristics in — tion of attitude- 
ment relis- — non-respondents ages considered, possible scaling of using non-parametric behavior linkages 
bility analyzed for such as expec- items [SIL, 1969; significance tests [CFS, advocated [CFS, 
checked selection bias tancy theory CFS, 1973] 1973] 1973] 

possibilities (Ross and 
{SIL, 1969]. Bomeli, 1971] 





Note: Non-cited procedures are our recommencations. 


lem concerning additivity must also be 
recognized. If data characteristics are 
uncertain (ordinal or interval), suggested 
recommendations are the application of 
central tendency and significance statis- 
tics of both. non-parametrics and para- 
metrics. If the results are similar, the 
parametrics’ advantages, such as power 
and versatility, should be used in sum- 
marizing results. | 

The potential advantages of using 
factor analysis in analyzing attitude re- 
sponses would seem to facilitate addi- 
tional-use of the technique, subject to the 
inherent subjectivity in identifying or 
naming the significant factors. Some of 
these advantages (and corresponding 
research studies) are summarized below: 


* Identification of subscales [Sorensen 
and Sorensen, 1972], 
: Linkage to factors derived. from 
theory [Savich, 1973], 
- Investigation of subject consensus 
(Q type factor analysis) [Savich, 


1973], 


- Verification of established semantic 
‘factors [Haried, 1972; 1973], and 

- Investigation of difference in se- 
mantic space [Haried, 1972; 1973]. 


The. construct validity considerations 


of the attitude model address the issue of 
attitude research utility in accounting. 
The model emphasizes the theoretical 
interpretation of attitude research results. 
The thrust of much attitude research ` 
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1 
tude measurement is only one aspect of! 
the research task. For example, potential-w 


appears to be, “АШ that matters is your 
attitude" [Simon, 1975]. This emphasis 


is misdirected, as it begs the "so-what" 
issue concerning theoretical and empiri- 
cal relevance of attitude studies. Mere 
summaries of various groups’ attitudes 
contribute little to theory or empirical 
applications. 

Attitude differentiation is usually sig- 
nificant only in connection with other 
research findings, such as the turnover 
study and the expectancy theory exam- 


ples. A renewed investigation of belief-. 


behavior linkages, such as the satisfac- 
tion-performance relationships indicated 
by expectancy theory, appears to be cru- 
cial to improving tbe utility of attitude 
research concerning accounting prob- 
lems. This recommendation stresses an 
integrative research approach where atti- 


utility would result from investigating 
semantic meanings and the correspond- 
ing use of financial information (the 
individual investor behavior issue) and 
from investigating relationships concern- ` 
ing satisfaction, motivation, productivity, . 
and turnover (ihe human resource man- 4 
agement issue). Substantive research; 
projects along these lines would improve, 
the utility of attitude measurement as опей 
research tool for investigating accounting. \ 
problems. One should consider that ! 
properly applied attitude research has the | 
potential to be as rigorous a technique as | 
regression analysis, for example, and 
should not be relegated to casual investi- 
gations of trivial topics. | 
\ 


1 
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. An Empirical Analysis of Tax Court 


Decisions in Accumulated 


Earnings Cases 


Silvia A. Madeo 


ABSTRACT: The results of this study are based on a statistical analysis of post-1954  . 
accumulated earnings cases litigated in the Tax Court. The primary purpose was to. · - 


identify the variables drawn from the regulations and IRS Audit Guidelines that have 


discriminated cases won by taxpayers from cases lost by taxpayers. À secondary purpose 
was to compare the relative discriminatory power of the regulatians with that of the un- 
published Guidelines. Discriminant analysis, using а stepwisa procedure, was performed 
on the 59 cases included in the study. While the variables were capable of discriminating 
between winning and losing cases, the IRS-Guidelines proved to be the more powerful 
discriminators. These results have important implications for taxpayers, for the Internal 
Revenue Service, and for policymakers and those who wish to influence them. 


Y nN the United States the corporation 
I has always been treated as a separate 
Ш. taxable entity with lower tax rates 
than the highest marginal individual 
rates. This rate differential has provided 
taxpayers with a powerful incentive to 
accumulate earnings in corporations 
rather than to distribute them in the form 
of dividends that would then be taxed at 
the higher graduated personal rates. 
Historically, the accumulated earnings 


tax, which has existed in some form since. 


1913, has been the principal weapon 
against such accumulations. 

As with any law, those who write it, 
those who enforce it, and those who are 
subject to it are interested in knowing the 


factors that determine how the force of . 


the law is ultimately imposed. In the case 
of the accumulated earnings tax, these 
parties are Congress, the Treasury De- 
partment, and taxpayers. 

There are at least three stages in the 
enforcement process that might be stud- 
ied in order to determine the factors of 
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interest to these parties. The first stage 
would be the point at which taxpayers are 
audited for possible, accumulated earn- 
ings liability, the second the point at 
which taxpayers actually receive assess- 
ments from the Internal Revenue Service, 
and the third the point at which cases are 


decided in court. While it would clearly ` 
be interesting to study the enforcement 


process at the audit and assessment 


stages; data are not publicly available. . 


Reported decisions for cases tried in’. 
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court are available, however, and form 
he basis for this study. 

Because the accumulated earnings tax 
is not self-assessed, these cases tried in 
court should encompass a much greater 
portion of the imposition of the tax than 
for taxes having a high level of voluntary 
compliance. Thus, while a study of this 
final stage of the enforcement process 
cannot answer all the questions of inter- 
ested parties, it has the potential to 
identify some of the factors important in 
discriminating winning from losing tax- 
payers. 

Taxpayers and other interested parties 
traditionally have used legal research 
techniques to analyze cases tried in court. 
Thus, examination of decided cases in 
order to identify trends as well as indi- 
vidual differences or similarities is not a 
new approach. This study was designed 
.to supplement traditional methods using 
an appropriate statistical technique’ in 
order to identify the variables that dis- 
criminate cases won by the taxpayer from 
cases lost by the taxpayer. In this way, 
relationships not revealed by legal re- 
search might be identified, and avenues 
for further research revealed. In addi- 
tion, this type of analysis seems particu- 
· Лапу useful to those who are interested 

in a broader look at the application of the 
law rather than in its application to a 
particular taxpayer. 


BACKGROUND OF THE TAX 
Originally, under the Tariff Act of 
1913, the shareholder was taxed on a 
rateable share of the corporate income 
(whether distributed or not) where there 
was evidence of accumulation beyond the 


~#— reasonable needs of the business. In 1921, 


this approach was abandoned. The tax 
became a penalty tax imposed on the 
corporation where unreasonable accu- 
mulation was found.  . 

The statute was steadily strengthened 
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from 1921 until 1938, reflecting Congres- 
sional concern that taxpayers were using 
corporations to shield themselves from 
the personal income tax. Following 
World War II, taxpayer fear of renewed 
enforcement of the tax brought about 
many criticisms [Hall, 1952, pp. 9-11]. 
Congress responded in 1954 with major 
revisions, all in the taxpayer's favor. 
There have been no substantive changes 
in the tax since the 1954 revisions. 

In its present form, the tax is imposed 
on the corporation's *accumulated tax- 
able income" at the rate of 274 percent of 
the first $100,000 and 384 percent of 
accumulated taxable income in excess of 
$100,000. Internal Revenue Code Section 
535 defines accumulated taxable income 
as the corporation's taxable income (with 
certain adjustments intended to reflect 
more accurately the corporation's divi- 
dend-paying capacity) minus the sum of 
the dividends-paid deduction of Section 
561 and the accumulated earnings credit 
of Section 535(c). The accumulated earn- 
ings credit was added in 1954 to protect - 
small businesses from fear of the tax 
[House Report 1337, 1954, p. 54]. The 
credit was originally $60,000 [Senate . 
Report 1622, 1954, p. 72], but has been 
increased twice, first to $100,000 in 1958 
and then to $150,000 in 1975. Accumula- 
tions in excess of $150,000 may escape 
the tax to the extent that reasonable 
business needs for the funds can be dem- 
onstrated by the taxpayer. 


FOCUS OF THE STUDY 
The Cases 


` Tax cases can be tried in the Tax 
Court, the federal district courts, or in the 
Court of Claims. Approximately half of 


! Over 20 years ago statistical analysis was first ap- 
plied to Supreme Court cases (see, for example, Kort 
[1957 . Such analysis has only recently been applied to 
tax cases (see, for example, Englebrecht [1977]. 
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all post-1954 accumulated earnings cases 
have been tried in the federal district 
courts and half in the Tax Court. Only 
three have been tried in the Court of 
Claims. 

There are several reasons why Tax 
Court and district court cases ought not 
to be mixed for purposes of analysis as if 
they were homogeneous. First, the tax- 
payer proceeding into the district courts 
must pay the assessed tax in advance 

while the taxpayer proceeding into the 
Tax Court is not required to do so. In 
addition, a jury trial is not available in the 
Tax Court as it is in the district courts. 
Given these differences, there is reason to 
believe that there may be differences in 
the type of taxpayer who opts for one 
court over another. In fact, Weithorn and 
Noall [1968, pp. 198-199] have suggested 
that a taxpayer with a weak case may 
have a better chance of winning in the 
district courts. Further, there is some 
reason to believe that the expertise of Tax 
Court judges may produce better quality 
decisions. 

The reasons for choosing Tax Court 
cases as a basis for analysis were prag- 
matic ones. In general, the published Tax 
Court opinions provide much more com- 
plete information than do district court 
cases. Some district court opinions, for 
example, contain only brief instructions 
to a jury. To obtain data for these cases, 
one would have to purchase records of the 
trials from the districts in which they 
were heard. Tax Court cases were there- 
fore considered more suitable than dis- 

> trict court cases for an initial exploratory 
. study. 

All 67 post-1954 accumulated earnings 
cases litigated in the Tax Court initially 
were considered for analysis. Eight of the 
cases were excluded, six because they 
dealt with narrow issues related to the 
accumulated earnings tax but did not 
directly address the applicability of the 
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tax and. two because the final decisions 


were not known. Thus, with these minor 


exceptions, the analysis includes the ` 


entire population of accumulated earn- 
ings cases tried in the Tax Court through 
mid-1976. These 59 cases encompass tax 
years from 1954 tbrough 1970. 


Classification of the Cases 


In a typical accumulated earnings case, . 


the taxpayer corporation has received a 
deficiency notice for two or three taxable 
years. Thus, it would be possible either 
to treat each year or each case as a single 
observation. The second treatment was 
adopted because of the lack of indepen- 
dence of one year from the next in any 
given case. 

Several methods of classifying these 
cases are possible. For example, taxpay- 
ers could be classified as **winners" or as 
“losers” based on the percentage of the 
assessment paid by the taxpayer over all 
years involved. This approach would 


^ 


RS ad 


prevent a case in which the taxpayer paid ^? 


a very small percentage of the assessment 


from being classified as a "loser." Un- 
fortunately, this precision cannot always 
be achieved. Under Tax Court Rule 155; 


where the court has filed its opinion on ` 


the issues in a case, it may withhold its 
decision for the purpose of allowing the 
parties to submit computations. In cases 
in which determination of the decision is. 
delayed, the printed opinion will note, 


“Decision will be entered under Rule : 


155.” Thus, where the taxpayer is subject 
to the tax, the amount of tax owed cannot . 


Xx 
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always be determined by каша the 


printed opinion. 
Because of this inability to determine 


the amount of tax owed in every case, an -+- 
alternative classification scheme was ! 


adopted. The 59 cases were divided into 
three groups: “winners” (Group 1), 27 
cases in which the taxpayer paid no tax 
for any of the litigated years; "losers" 
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(Group 2), 26 cases in which the taxpayer 
paid some -tax for each litigated year; 
and “split decisions" (Group 3), six 
cases in which the taxpayer paid some tax 
for at least one, but not all, litigated 
years. Cases which had been appealed 
were classified according to the final 
decision known. 


The Discriminating Variables 


One major source of important vari- 
ables is the regulations associated with 
the accumulated earnings tax. Regula- 
tions are written by the Treasury Depart- 
ment and may be either “interpretive” or 
“legislative” (i.e., specifically authorized 
in the associated Code section). Legisla- 
tive regulations clearly carry the force 
of the law. Interpretive regulations which 
have long been in effect without substan- 
tial change (the accumulated earnings 
regulations were approved in 1959) and 


-are clearly consistent with the statute 


also carry.the same force as the law itself. 
A second possible source of important 
variables is the Internal Revenue Service 


- Audit Guidelines [Internal Revenue Ser- , 
- vice, 4(12) 10-10]. These Guidelines were 


first published in their entirety in 1975 as 


sa result of various legal actions following 


the passage of the 1967 Freedom of In- 
formation Act, although they may have 


': been available previously to some tax- 


: payers and their:advisers through such 


informal sources as former IRS em- 
ployees. 
. The variables examined from the cases 


-included in this study were drawn from 


the two sources discussed above: the 


E regulations [$$ 1.533-1(a)(2), 1.537-2(b), 


1.537-2(c)] and the IRS Audit Guidelines 


: related to the accumulated earning tax. 


‘All of the variables found in the regula- 
tions are repeated in some way in the 
Audit Guidelines. There are, however, 
several factors mentioned in the Guide- 
lines which are not found in the regula- 
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tions. The regulations yielded a list of 14 
potential variables. The Audit Guidelines 
added 12 variables to the list. 

Because of the large number of poten- 
tial variables relative to the number of 
cases, some of the variables were elimi- 
nated from consideration on one of three 
bases. First, where two variables were 
highly correlated, the variable with the 
smaller amount of missing data was re- 
tained. Second, where a variable was 
present in only one or two cases and thus 
had little potential for differentiating 
among the three classes of cases, the 
variable was eliminated. Third, three 
types of unrelated loans (loans to stock- 
holders, loans to friends and relatives of 
stockholders, and loans to unrelated cor- 
perations controlled by the same stock- 
hclders) were combined into one com- 
posite variable. 

These eliminations and combinations 
resulted in a final list of 18 variables. A 
nineteenth variable, “missing data," was 
added to determine whether the tendency 
to have missing data followed some non- 
random pattern (see Cohen and Cohen 
[1975, p. 286]). One might expect, for 
example, to find more missing data in 
losing cases. Table 1 summarizes the 
variables selected for analysis, the sources 
from which they were drawn, and 
whether the presence or absence of the 
variable is considered indicative of excess 
accumulation in the regulations and/or 
Guidelines. 

The expected effect of any given vari- 
able on a taxpayer's case can be unam- 
biguously specified from reading the 
regulations and Audit Guidelines. Two 
factors make these specifications decep- 
tive for purposes of research, however. 
First, the variables are not considered 
alone but in combination with other 
variables. Thus, a taxpayer corporation's 
loans to a stockholder, for example, may 
be offset by other variables considered 
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. TABLE] ^ 
SUMMARY OF VARIABLES 











Presence 
Favorable 
Authoritative | to Tax- 
Variable Name Source payer* 

1. Plans to expand or re- 

place assets Reg./IRS yes 
2. Plans to diversify Reg./IRS yes 
3. Current ratio Reg./IRS = 
4. Contingencies Reg./IRS yes 
5. Related investments Reg/IRS | уез 
6. Related loans Reg./IRS yes 
7., Unrelated investments Reg./IRS no 
8. Unrelated loans Reg./IRS no 
9. Dividend history Reg./IRS yes 
10. Dividend payout Reg./IRS =e 
11. Long term debt . Reg/IRS | yes 
12. History of expansion IRS yes 
13. Documentation of plans IRS yes 
14. Fulfillment of plans JRS yes 
15. Actual diversification IRS yes 
16. ‘Short term investments IRS no 
17. Salary to stockholders IRS yes 
18. Stock redemptions IRS no 
19. Missing data 





* For dichotomous variables. 
** Winning taxpayers would be expectec to have a low 
current ratio and a high dividend payout. 


more important by the court. Second, the 
relative importance of the variables may 
not be the same at all levels of the enforce- 
ment process. Suppose, for example, that 
a particular attribute is considered ex- 
tremely important by the IRS. The 
presence of this attribute might “flag” a 
case for audit and ultimately lead to an 
assessment where the case against the 
taxpayer is otherwise rather weak. In such 
a situation, it is possible that the attribute 
may appear to be helpful at the trial 
level. Consequently, it is actually quite 
difficult to specify a priori what the 
apparent effect of an attribute will be in 
a multivariate statistical analysis without 
knowing other factors in the case and 
without knowing the relative importance 
placed on these factors by the IRS and 
the courts. 
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The variables in Table 1 and their ex- 
pected impact on a taxpayer’s case have, 
to differing degrees, all been discussed 
previously in the tax literature. There is, 
in fact, a rather extensive body of litera- 
ture related to the accumulated earnings 
tax, most of it based on the traditional 
methods of legal research. In spite of the 
large number of published articles, rela- 
tively few clear-cut guidelines ^ have 


emerged. Tax experts have been almost — 


unanimous in their agreement as to the 
importance of documentary plans (see, 


for example, Altman [1964]; Monyek . 


[1969]; and Schweitzer [1975) and avoid- : . 


ing unrelated loans (see, for example, 


` 


Faber [1967]; Kirby [1970]; and Peter- `, 


son and Beatty [1964]). There has: been 
far less agreement as to the importance 
of unrelated investments, stock redemp- 


tions, diversification, dividend history, 


debt retirement, and the other factors 
found in the regulations and IRS Audit 
Guidelines. Faber [1967; p. 276] suggests, 
for example, that stock redémptions may 


ate 


be a damaging factor in an accumulated . 


earnings case, but Ziegler [1966, pp. 


110-115] notes that the courts may be. | 
taking a more liberal attitude where > 
sound business purpose is demonstrated.: 
One factor in particular, the payment of ` 


salary to stockholders who participate in 
the management of a corporation, has 
been almost ignored by the experts. The 
present study was in part an effort to 


determine if a statistical analysis of court. 


cases could reveal patterns not, previ- 
ously detected by more traditional 
methods. 


RESEARCH METHOD 
The primary purpose. of this study was 
to identify the variables that have dis- 
criminated winning from losing accumu- 
lated earnings cases in the Tax Court. For 
most of the period covered by this study, 
the regulations were the only published 


т 
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guidelines available to taxpayers and to 


^T the courts. Thus, one aspect of the study 


А 


was a comparison of the discriminatory 


. power of these published variables with 


that of the unpublished IRS variables. 


|" The results of this aspect of the study 


should be of particular interest to policy- 
makers and those who wish to influence 
them. Perhaps of greater interest to indi- 
vidual taxpayers would be the rankings 
of the variables in terms of discrimina- 
fory power and the consistency or lack 


thereof with the sources from which they 


: . aré drawn. 


The statistical tool selected to analyze 
these cases was multiple linear discrimi- 


`. nant analysis, which seeks to find linear 


combinations (discriminant functions) of 
a set of variables that best differentiate 
among several groups. The maximum 


‘number of discriminant functions that 
.can be obtained is the smaller of (1) the 


number of groups minus one or (2) the 


~< number of variables. Classification func- 


tions for each group can be derived using 
the discriminant functions. These classifi- 
cation functions yield for each case the 
probability that it belongs to a particular 
group. The case is then assigned to the 
group with the largest classification score. 

To ensure that the transformation is 
linear, the population should satisfy two 
conditions: (1) the discriminating vari- 
ables should have a multivariate normal 
distribution, and (2) they should have 
equal dispersion matrices within each 
group. In this study, the normality as- 
sumption was violated by the introduc- 
tion of discrete variables. Several studies 
have shown, however, that linear dis- 
criminant analysis can perform well 


“t under this circumstance [Gilbert, 1968; 


Krzanowski, 1975]. In regard to the 
second assumption, if the dispersion for 
one group is larger than that of another, 


the group with larger dispersion will tend - 


to have more cases assigned to it given 
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equal prior probability of membership 
[Cooley and Lohnes, 1971, p. 267]. A 
test of the equality of the group dispersion 
matrices [Kendall and Stuart, 1968, pp. 
266 and 382] was calculated for each 
analysis performed using the Statistical 
Analysis System [Barr et al., 1976, pp. 
98-101]. The tests showed no evidence of 
inequality. Therefore, the discriminant 
analyses were performed under the as- 
sumption of equality of dispersion mat- 
rices; ie, a pooled covariance matrix 
was used in the calculation of the dis- 
criminant functions. 

A stepwise discriminant analysis [Nie 
et al., 1975, pp. 276-298] was employed 
to determine which variables were signifi- 
cant discriminators between winners and 
losers. Since this procedure selects vari- 
ables in the order of their ability to dis- 
criminate, the rank order of the most 
important variables is also obtained. The 
program employed permits a Bayesian 
adjustment of the probability of group 
membership. This study included virtu- 
ally all post-1954 Code accumulated 
earnings cases tried in the Tax Court. 
Classification results were therefore ad- 
justed to reflect prior probabilities pro- 
portional to the number of cases in each 
group. 

Of the 19 variables included in the 
analyses (see Table 1) two ("current 
ratio" and “dividend payout”) are con-" 
tinuous; all others are discrete. The value 
of the variable “missing data" indicates ` 
the number of variables on which data 
are missing for each case. The range of 
values for missing data is from 0 to 6. All 
other discrete variables are dichotomous. 
In these cases, the presence of the mea- 
sured attribute resulted in the assignment 
of a value of 1, while the absence v was 
assigned a value “of 0. 

Determination of the value of the 
variables required a number of decision 
rules. For dichotomous variables such 


544 


as “salary to stockholders," a decision 
was made to assign a value of 1 only when 
the presence of the attribute was ex- 
plicitly mentioned in the case and a value 
-of 0 only when the absence of the attri- 
bute was explicitly mentioned. This rule 
resulted in a larger amount of missing 
data than would have existed had the 
variables been assigned values according 
to presence or absence of the factor being 
measured. This cost was traded off 
against the possible bias that would have 
been introduced had cases with no men- 
tion of the attribute been automatically 
assigned a value of 0. The former prob- 
lem was deemed to be less severe than 
the latter. Where data were missing, the 
mean of values which were present was 
“plugged” for missing values (see Jack- 
son [1968]). 

Several other of the decision rules 
which were adopted may require ex- 
planation. “Plans to expand or replace 
assets” and “plans to diversify” were 
coded as present whenever the taxpayer 
relied on such plans (regardless of how 
vague or indefinite) as a defense. “‘Divi- 
dend history" was assigned a a value of 0 
if the corporation had never paid any 
dividend during its history (approxi- 
mately 40 percent had not). “Dividend 
payout” was the average payout as a 
percentage of after-tax income for the 
litigated years. A “history of expansion” 
was regarded as present in the case if spe- 
cific mention was made of such expansion 
or if balance sheets presented showed a 
steady pattern of growth in assets. A code 
of 0 was assigned when no growth was 
apparent from the balance sheets, when. 
an erratic pattern was present, or when 
the corporation was no longer actively 
engaged in carrying on a business. “Еш- 
fillment of plans" was assigned a value 
of 1 whenever the plans had been carried 
out, either in part or in full, prior to tbe 
court appearance. 
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Dichotomous variables were used ex- 


tensively in the study to minimize missing | 


data problems. With only 59 cases and a 
large number of variables, every effort 


was made to include all of the available ` 


cases in the study. For inost of the cases 
it would have been possible to quantify 
“related investments," "related loans," 
“unrelated investments,” "unrelated 
loans," “long term debt," "short term 
investments," and “‘salary to stockhold- 
ers." The problem was how to scale these 
variables so that valid comparisons could 


be made between equivalent variables for: 


large and small companies. 


^. 


Some possible ratio denominators 


which would have taken into account the 


size of the taxpayer corporations were .- ' 


total assets, total income or sales, and ` 
‚ accumulated earnings. Each of these 


choices offered some advantages and dis- `` 


advantages, but all had in common the 


fact that they were not available for all. с. 
cases. The maintenance of the sample ~i 


size was viewed as critical enough to 
reject any choice that would sacrifice 
more than a few cases. The only amount 
available for all cases was the amount of 
the IRS assessment, and it did not seem 
to be a suitable scaling factor for two 


reasons. First, there is no necessary rela- .. 


tionship between size of the assessment 
and size of the company. Second, the 
focus of the study was on the decision of 
the court, not on the assessment process. 
Thus, the choice was made to employ 
dichotomous rather than continuous 
variables for the seven factors mentioned 
above. 

A two-phase analysis was performed, 
with the first phase including only the 


regulation variables and the second in- ` 


cluding the IRS Audit Guidelines. It 
should be recalled that the Audit Guide- 
lines encompass all the regulation vari- 
ables plus seven additional ones. The 
first phase is of interest in that it reveals 


2, 
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the ability of the regulation variables 
‘alone to discriminate among the groups. 
The second phase reveals the extent to 
which the additional variables found in 
the Audit Guidelines add discriminatory 
power. The second phase also provides a 
ranking in terms of discriminatory power 
of all the variables. 


RESULTS 
Analysis Based on the Regulations 


Table 2 presents the standardized 
discriminant function coefficients ob- 


TABLE 2 


STANDARDIZED DISCRIMINANT FUNCTION COEFFICIENTS 
USING REGULATION VARIABLES 














Function 1 Function 2 













Current ratio — 0.35967 

Contingencies —0.31732 

Unrelated investments —0.32238 

Unrelated loans —0.67071 

Dividend history 0.26848 

_~é-., Long term debt 0.81496 

Relative percentage . 44.47% 
Wilks’ Lambda ‚6129 
Chi-square 26.187 
Degrees of freedom 







Significance 





tained when discriminant analysis was 
performed on all 59 cases using only the 
regulation variables. These functions are 
the linear combinations of the variables 
that best differentiate among the groups. 
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Six variables (“plans to expand," “plans 
to diversify,” “related investments," “‘re- 
lated loans,” “dividend payout,” and 
“missing data’’) did not make a sufficient 
contribution to discriminating among the 
groups to be retained by the stepwise 


"*^ procedure. Those variables whose coeffi- 


cients have the largest absolute size made 
the greatest contribution to the discrimi- 
nant functions. 

Under the assumptions of a multi- 
variate normal distribution and equal 
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dispersion matrices, a probaility of group 
membership can be assigned to each case. 
The cases can then be classified into the 
group with the largest probability. When 
the cases in this study were classified 
based on the regulation variable analysis, 
approximately 78 percent were correctly 
classified (see Table 3).? 


TABLE 3 


CLASSIFICATICN RESULTS USING 
REGULATION VARIABLES 












Predicted Group Membership 


20 6 


Actual | Number o, 
Cases 







27 


Percent of cases correctly classified: 77.97% 


Analysis Based on IRS Audit Guidelines 


The second phase of the analysis was 
to perform discriminant analysis on the 
same cases using the IRS Audit Guide- 
lines. These variables encompass all of the 
variables drawn from the regulations. 
One regulation variable, “plans to di- 
versify,” was eliminated because it was 
highly correlated with the variable 
“actual diversification.” Table 4 presents 
the standardized discriminant functions 
obtained when stepwise discriminant 
analysis was performed using these vari- 
ables. Figure 1 depicts graphically the 
separation obtained from reducing the 19 
original variables to the two discriminant 
scores for each group (the asterisks repre- 


?]n contrast, random, independent assignment of 
cases to groups based on their proportional representa- 


- tion in the population yields an expected correct classi- 


fication of less than 42 percent. 
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TABLE 4 


STANDARDIZED DISCRIMINANT FUNCTION COEFFICIENTS 
Usinc IRS AUDIT GUIDELINE VARIABLES 











Variable Function 1 Function 2 
History of expansion — 0.29637 —0.13172 
Plans to expand or 

replace 0.18391 0.08263 
Documentation of 

plans —0.43962 0.35967 
Fulfillment of plans — 0.01051 — 0.39037 
Actual diversification — 0.28201 — 0.12498 
Current ratio 0.15287 —0.21217 
Short term investments | —0.17305 0.15733 
Contingencies —0.17137 0.39902 — 
Unrelated investments 0.23170 
Salary to stockholders —0.16192 
Unrelated loans 0.53228 
Long term debt —0.43587 

Relative percentage 23.2075 
' Wilks’ Lambda .5445 

Chi-square 30.701 

Degrees of freedom 11 

Significance 0010 





sent the mean discriminant scores for 
each group). Winning taxpayers (Group 
1) are characterized by negative scores on 
Function 1 (horizontal axis), while losing 
taxpayers (Group 2) are characterized by 
positive scores. The five variables from 
Function 1 making the greatest contri- 
bution to discriminating between winners 
and losers were “documentation of 
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plans," “salary to stockholders,” “‘his- 


tory of expansion,” "actual diversifica- 


tion," and “long term debt." All have 
negative standardized discriminant func- 
tion coefficients. Thus, winners could be 
characterized as possessing these attri- 
butes. _ 

Table 5 presents classification function 
coefficients for the three groups. These 
functions yield for each case the prob- 
ability that it belongs to a particular 
group. The case can then be assigned to 
the group with the largest classification. 
score. These coefficients are not stan- 
dardized and thus cannot be used to 
compare one variable with another as can. 
the discriminant function coefficients in 
Tables 2 and 4. They are, however, useful 
in measuring the effect of a particular 
variable across groups. A combination 
of these results with those of Table 4 
reveals how the more important dis- 
criminating variables — differeritiated 


‘sy 


а 


among groups. For example, the variable 
“documentation of plans" was the most ^ 


important discriminating variable in 
Function 1 (Table 4). The classification 
functions shown in Table 5 indicate that a 
winning taxpayer was far more likely to 
have documented plans than a losing tax- 


TABLE 5 
CLASSIFICATION FUNCTION COEFFICIENTS Usine IRS Auprr GUIDELINE VARIABLES 


Variable 





History of expansion 
Plans to expand or replace assets 
Documentation of plans 
Fulfillment of plans 
Actual diversification 
Current ratio À 
Short term investments 
Contingencies 
Unrelated investments 
Salary to stockholders 
Unrelated loans 

Long term debt 
Constant 











Group 3 
9.68096 5.53334 8.24491 
— 1.10902 1.79389 — 0.09553 ` 
7.63622 2.42594 10.25544 
—3.80373 — 4.43503 — 6.99539 
11.59100 4.97032 9.30358 
— 0.03663 0.02508 — 0.09646 
8.18478 5.79228 9.55634 
2.61199 0.64201 6.34796 
—2.13717 0.45238 0.24947 
15.28403 8.34979 12.92597 
1.64175 0.13207 5.89790 
6.21731 2.10831 2.21513 
— 18.50316 — 6.67696 — 20.65154 
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FIGURE | 
PLOT OF DISCRIMINANT SCORE 1 (HORIZONTAL) VERSUS DISCRIMINANT SCORE 2 (VERTICAL) 
` BASED ON IRS AUDIT GUIDELINES 
'—3.000 ~1.250 0.500 4.000 
jo «RR 4M IM TI 4I +-------- Te +-------- + 
4.000 I I 4.000 
d I 
1 I 
1 1 
1 I 
1 1 
3.125 1 I 3.125 
I I 
1 I 
I I 
1 1 
1 3 1 
22% 1 І 2250 
I з 3 I 
1 * I 
1 I 
I 3 I 
I I 
1.375 I 1 I 1.375 
I I 
I 1 I 
I I 
1 3 2 I 
I 1 I 
0.500 ] 1 2 22 I 0.500 
I 1 2 I 
1 1 2 2 I 
1 1 2 2 2 I 
I 1 1 2 *2 I 
I 1 11 2 2 I 
—0.375 I е1 2 2 I 0.375 
I 2 I 
1 1 12 2 I 
I 2 I 
1 111 I I 
1 2 I 
-1250 I 1 I -1250 
І 1 
I 1 I 
I 1 
I I 
I 1 I 
-2425 1 I ~2.125 
. 1 J ~ 
1 I 
I 1 I 
I 1 
I I 
-3000 I I -3.000 
+ 


payer and that a split decision taxpayer 
was more likely than either winners or 
losers to have such plans. 

Table 5 also reveals that three variables 
("unrelated loans,” **plans to expand or 
replace," and “marketable securities") 
discriminated in a manner contrary to 
that intended by the regulations and/or 
IRS Audit Guidelines. Winning taxpay- 
ers were actually more likely than losing 
taxpayers to have made unrelated loans 


and to have marketable securities among 
their assets. On the other hand, losing 
taxpayers were more likely to have pre- 
sented plans to expand or replace assets 
as a defense. | 
Classification based on the IRS vari- 
ables produced better results than was 
the case with the regulation variables 
alone. Over 94 percent of the cases were 
correctly classified. These results are 
presented in Table 6. A comparison of 
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TABLE 6 


CLASSIFICATION RESULTS USING 
IRS AUDIT GUIDELINE VARIABLES 














Predicted Group Membership 











Group Cases Group 3 

1 27 1 
3.7%, 

2 26 25 EU 
3.8% 96.2% 0.0% 

3 6 1 0 5 
16.7%, 0.0% 83.3% 

p— es Аара 





Percent of cases correctly classified : 94.92% 


Tables 2 and 4 reveals that the IRS vari- 
ables which contributed most to this 
improved ability to classify the cases were 
"documentation of plans," "salary to 
stockholders,” “history of expansion," 
and “actual diversification.” 


Comparison of Winning Cases with 
Losing Cases 


An interesting insight into the nature 
of the two discriminant functions can be 
obtained by classifying the cases based 
only on Discriminant Function 1 (Table 
4). These results, shown in Table 7, and 
also apparent in Figure 1, reveal that 


TABLE 7 


CLASSIFICATION RESULTS BASED ON DISCRIMINANT 
FuNCcTION | UsinG IRS Аут 
GUIDELINE VARIABLES 








J Predicted Group Membership 
Actual | Number о 








Group 1 
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Function 1 separates winners and split 


decisions from losers with only one ^X^ 


misclassification. Discriminant Function 
2 apparently serves to separate split de- 
cision cases from winners. The two most 
important variables in Functioti 2 are 


SCR 


"unrelated loans" and “long term debt." - 


Split decision taxpayers were more likely 
to have made unrelated loans and less 
likely to have relied on long term debt. 
Both of these are characteristics that 
would be expected to hurt a taxpayer's 
chance of winning an accumulated earn- 
ings case. Because of the small size of 
Group 3 (only six cases), it is probably 
not valid to make generalizations con- 
cerning this group. It does appear, how- 


' ever, that split decision cases are closer 


to being winners than losers. 


The major emphasis of this study is on . 


the factors that separated winners from 
losers. These are the variables in Dis- 
criminant Function 1. Table 8 lists these 
factors in order of decreasing discrimina- 
tory power and provides their source and 


classification function coefficients; The - 


variables making the greatest contribu- 
tions to discriminating between winning 
and losing taxpayers in accumulated 
earnings cases were (in order of weight) 
"documentation of plans," "salary to 


stockholders," “history of expansion," - 


"actual diversification," and “long term 

debt." In each case, the variable per- 

formed as expected. | 
Most taxpayers in the study claimed 


“plans to expand” as a defense. In fact, ` 


losing taxpayers were more likely to 
have made this claim. Taxpayers who 


won, however, were those who could - 
support this claim with documentation 


and/or a history of expansion. 


The presence of salary payments to . 
stockholder/officers may have helped ` 


mitigate an image of a corporation hoard- 


ing its earnings to protect them from the ` 


personal income tax to which they are 


Y 
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TABLE 8 " 
SUMMARY OF CLASSIFICATION RESULTS FOR GROUPS 1 AND 2 USING ALL VARIABLES 











































Variables Listed in Order Classification Function Coefficients 
of Discriminant Function 
· Weight* Source Group 1 Group 2 
Documentation of plans IRS 7.63622 2.42594 
Salary to stockholders IRS 15.28403 8.34979 
History of expansion IRS 9.68096 5.53334 
Actual diversification IRS 11.59100 4.97032 
Long term debt Reg./IRS 6.21731 2.10831 
Plans to expand or replace Reg./IRS — 1.10902 1.79389 
- Short term investments IRS 8.18478 5.79228 
Unrelated loans Reg./IRS 1.64175 0.13207 
Contingencies Reg./IRS 2.61199 0.64201 
Current ratio Reg./IRS — 0.03663 0.02508 
Unrelated investments Reg./IRS —2.13717 0.45238 
Fulfillment of plans IRS — 3.80373 —4.43503 
Variables Not in са 
Related loans Reg./IRS = == 
Stock redemptions IRS = = 
Dividend payout Reg./IRS = == 
Related investments Reg./IRS — == 
Dividend history Reg./IRS — = 





* The variables are listed in order of decreasing absolute valus of discriminant function weights as presented in 
. Table4. 


*—^ subject when distributed. This is espe- 


cially likely given the low (ten percent) 
average dividend payout for the corpora- 
tions studied. ` 

_ Apparently, the Tax Court has recog- 
nized diversification into new lines of 
business as a legitimate use of funds. The 
dividing line between diversification and 
unrelated investment is not always clear, 
but it seems to focus on the degree of 
control exercised by the acquiring cor- 


`: poration [Reg. § 1.537-3]. 


+ Finally, the use of borrowed funds may 
have indicated to Tax Court judges that 


. the assets accumulated in the corporation 


7 ` are needed and should not be distributed 


in the form of dividends. Alternatively, 


= the absence of апу use of long term 


borrowed funds may have indicated a 


, high level of liquidity to the court. 


. In general, these results are not sur- 
prising based both on the sources from 


` which the variables weré drawn and on 


the tax literature. Of the five most im- - 
portant variables, the payment of salaries 
has received the least attention. While 
the decisions included in this study are 
dated through mid-1976, only one of the 
cases involved a tax year after 1969. The 
50 percent maximum tax on personal 
service income (instituted in the 1969 Tax 
Reform Act) may make payment of 
salaries a particularly appealing method 
of avoiding the accumulated earnings 
tax. Of course, taxpayers who do so must 
also consider the possibility that the 
salaries paid may be considered excessive 
by the IRS. This problem is certainly of 
greater concern to the IRS now than it 
was during the tax years encompassed in 
these cases. 

In addition to the importance of salar- 
ies as a discriminating variable, several 
other surprising results emerged. Three 
variables (“plans to expand or replace 
assets," “unreleated loans," and "short 
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term investments") all contributed to 
discriminating winners from losers but 
in a manner contrary to that intended by 
the regulations and Audit Guidelines. 
While it is clear from the regulations that 
“plans to expand or replace assets" is an 
acceptable reason for accumulating as- 
sets, the results of this study imply that 
many taxpayers made this claim without 
supporting evidence. Thus, the counter- 
intuitive results obtained make sense 
when other variables are taken into ac- 
count. “Unrelated loans" and “short 
term investments" are both considered 
to be evidence of excess accumulations. 
Quite possibly, as discussed earlier, these 
variables are very important to the IRS 
in selecting taxpayers for audit and as- 
sessment. Thus, taxpayers with otherwise 
convincing cases may wind up in court 
where these variables are apparently less 
important to Tax Court judges than other 
variables considered in the study. 
Although the primary purpose of the 
study is to identify the variables that have 
discriminated winning from losing ac- 
cumulated earnings cases in the Tax 
Court, a secondary aspect of the study is 
a comparison of the discriminatory 
power of the regulations with that of the 
unpublished Audit Guidelines.. The re- 
sults of the analyses reveal that the 
regulation variables have had relatively 
less discriminatory power than the 
Guidelines. Of the ten regulation vari- 
ables, four did not make a sufficient 
contribution to be retained in the analy- 
sis. The variables “current ratio," “‘con- 
tingencies," *unrelated investment," and 
“long term debt" are the only regulation 
variables that contributed to Discrimi- 
nant Function 1 and performed as 
expected. Of these variables, only “long 
term debt" was among the five most im- 
portant. The two remaining regulation 
variables, *plans to expand or replace 
assets" and "unrelated loans," both dis- 
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criminated in a manner opposite to that 
intended by the regulations. 


Probably the best explanation for the . 


superior discriminatory power of the IRS 
Guidelines is that taxpayers were better 
able to adapt to the published regulations 
than they were to the unpublished Audit 
Guidelines. Thus, taxpayers were more 
likely to be “caught” by the factors of 
which they were ignorant. 


LIMITATIONS OF THE STUDY 


Conclusions based on the analyses here 
do not necessarily apply to accumulated 
earnings decisions in the district courts or 
the Court of Claims. A possible extension 
of this study would be to apply the same 
analyses to district court cases to deter- 
mine if there are indeed differences in the 
important discriminating variables and 
in the taxpayers who choose these courts 
rather than the Tax Court. The inade- 
quacy of published data for purposes of 
analysis would almost certainly require 


e 


the researcher to obtain court records © 


for these cases. 

The study was also limited in that it 
was based on cases tried in court (the 
only available published data). There are 
many opportunities prior to a court 
appearance for the parties to compro- 
mise. Taxpayers with weak cases may be 
more likely to compromise than to pro- 
ceed into court. On the other hand, such 
taxpayers may feel that they will have a 
more sympathetic hearing from a judge 
than from IRS representatives. Given the 
lack of available data, one can only 
speculate as to the possible bias intro- 
duced by limiting the study to cases tried 
in court. 

It is also possible that the Tax Court 
has based its decisions on some factors 
not mentioned in either the regulations 
or the IRS Audit Guidelines. One such 
factor is the skill and expertise of the 
attorneys involved in representing the 


т 
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positions of the government and the tax- 
payer corporation. Additionally, the 
study was based on the printed opinions 
of Tax Court judges. These opinions are, 
in effect, justifications for the decisions 
. of the court and may select from available 
materials those factors which support the 
decision. Analysis of the complete record 
of each trial would be far more expensive 
and time consuming than an analysis of 
printed opinions, but such analysis might 
yield additional or less biased informa- 
tion. . 

Finally, it should be recalled that the 
cases analyzed were drawn from a 20- 
year time period. While this pooling was 
necessary in order to have an adequate 
number of cases to work with, it requires 
an implicit assumption of stationarity of 
the relationships among .the variables 
over time. Given this assumption, predic- 
tions about the future should be made 
with caution. 


SUMMARY AND CONCLUSIONS 


The analyses revealed that the variables 
drawn from the regulations and IRS 
Audit Guidelines are capable of discrimi- 
nating winning accumulated earnings 
' cases from losing cases. The regulation 
variables did not, however, prove to be 


more powerful discriminators than the : 


variables included only in the IRS Audit 
Guidelines. The IRS variables are an 
expanded set, including the regulation 
variables. One would expect the larger 
set to provide additional discriminatory 
power..It is important to note, however, 
that these added variables contributed 
more than a marginal improvement. The 
. four most important discriminating vari- 
ables in separating winning from losing 
taxpayers were all drawn exclusively 
from the IRS Audit Guidelines. 

The results of.this study are based on 
statistical analysis. Several variables and 
patterns not detected by more traditional 
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analysis emerged. First, the payment of 
salaries to stockholders was an important 
variable in discriminating winning tax- 
payers from losing taxpayers. Second, 
taxpayers have often been advised to get 
rid of unrelated loans (see Faber [1967, p. 
276]) or to avoid holding marketable 
securities (see Peterson and Beatty [1964, 
p. 134]. While such advice may be 
helpful in avoiding assessments, the 
evidence presented here is that it has not 
necessarily contributed to winning cases 
in court. On the contrary, taxpayers who 
won in court actually were more likely to 
have made unrelated loans or to have 
held marketable securities among their 
assets. 

The results of this study have implica- 
tions for each of the three groups previ- 
ously mentioned. Of these groups, the 
IRS has access to the most information 
and thus may already be aware of the 
relationships revealed by the study. The 
factors that discriminated in a contrary 
manner should Бе of particular interest 
ifthey areimportant in the audit selection 
process. Perhaps the IRS should recon- 
sider their usefulness .as indicators. of 
excess accumulations,. at least for cases 
that go to court. 

Taxpayers should be interested in the 
important variables and their rankings. 
Some of the factors (such as history of 
expansion and the presence of con- 
tingencies) do not lend themselves to 
planning. Other factors (such as docu- 
mentation of plans, payment of salaries, 
and the use of long term debt) can be 
planned by taxpayers who believe they 
are vulnerable to the tax. Additionally, 
the three factors that discriminated in a 
contrary manner should not be ignored 
by taxpayers. Plans to expand or to 
replace assets have required supporting 
evidence in the form of documentation, 
a past history of expansion, or fulfillment 
of plans. Clearly taxpayers have not been 
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able to rely on plans alone as a successful 
defense. The presence of unrelated loans 


and short term investments quite likely > 


are important variables in the process 
employed by the IRS in selecting returns 
for audit. Taxpayers, therefore, should 
be aware that while these factors have 
not necessarily been damaging in court, 
they may have contributed to the costly 
process of getting there. 

Finally, the results of the study should 
be of interest to Congress and to those 
who wish to influence Congress. While 
some taxpayers. may have had access 
through informal channels to the IRS 
Audit Guidelines during the period stud- 
ied, not all did. The study indicates that at 
least in the Tax Court the Audit Guide- 
lines have proved to be more powerful 
‘and consistent discriminators than the 
regulations. Thus, for most of the period 
covered, taxpayers and their advisers 
did not have free access to the best source 
of discriminating variables. Instead, they 
may have relied on the regulations which 
in some respects have actually been mis- 
leading as predictors of success in court. 


Of course, these relationships were im- | 


pounded in the court cases that were 
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being decided during this time, but tax 
experts continued to emphasize the im- 
portance of the regulations as guidelines 
to taxpayers. 

The evidence here is that taxpayers 
were more likely to run afoul of the un- 
published IRS Audit Guidelines. If one 
assumes that some but not all taxpayers 
have access to such unpublished sources 
through informal channels, then one 
policy implication is that fuller disclosure 
of these sources is desirable. Now that the 
Audit Guidelines are available, they 
deserve the close attention of taxpayers 
and their advisers. 


id 


Further, if the Tax Court reliance:on | 


the Audit Guidelines seems reasonable 
to the Treasury Department and if 
further research reveals similar reliance 


in the district courts, then perhaps these .: 


variables should be incorporated into the | . 


regulations. The regulations are regarded 
as possessing the same authority as the 
Code itself. At a minimum, the regula- 
tions should not be misleading. Ideally, 
they should provide taxpayers with realis- 
tic guidelines as to how they can expect 
a Code section to be enforced. 
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An Empirical Inquiry into the Role of 
the T'ax Court in the Valuation of 
Property for Charitable 
Contribution Purposes 


* 
Ted D. Englebrecht and Robert W. Jamison, Jr. | 
ABSTRACT: Several commentators have examined the valuation process for property 
and closely held stock in estate, gift, and income tax cases in the federal courts. Examina- 
tion of court determined values led many to conclude that the courts do not actually 
value property or closely held stock but rather serve as compromisers between the two 
opposing parties in litigation. The implications for tax counsel and public policy are x 
extremely significant if this charge is supported by fact. The major purpose of this study 
is to demonstrate statistically that the Tax Court does not act in a manner consistent 
with a "compromiser model" in federal income tax valuations of property for charitable 
contribution purposes. A simple regression model is used to test the relationship between 
the Tax Court determined values and a compromise value—the arithmetic mean of tax- 
payer and IRS value estimates. In addition, chi-square analysis indicates that the Tax ds 
Court did not value one type of property more strictly or generously than other types. Е 
ECENTLY, the role of the Tax Court determined оп the basis of fair market 
R in the valuation of closely held value when property other than money is , 
stock was the subject of an empiri- contributed. Consequently, the charge 
cal investigation [Englebrecht, 1977, pp. that the Tax Court acts as a compromiser 
97-113]. That study was concerned with when valuing property for charitable 
valuation for federal estate and gift contributions is of paramount impor- 
taxation, and “provided important em- tance because it casts a pall over the 
pirical evidence to support the theory entire guideline system.! As Bosland 
that the Tax Court acts as an arbitrator" i od : с 
[р. 110]. On the other hand, however, the һд tock for charitable contitution Purposes and 
issue of the Tax Court acting as an arbi- estate and gift tax purposes, are found in the Internal 
trator, rather than a trier of fact, in other Revenue Code, Treasury Regulations, and Administra- 
circumstances where valuation is an "Y° Rulings. 
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Englebrecht and Jamison 


. [1963, p. 88] noted, “...a tendency to 


<~compromise defeats justice when it is 


substituted for a rigorous application of 
basic valuation principles." 

The major objective of this study is to 
generate empirical findings in order to 
assess the charge that the Tax Court acts 
as an arbitrator or compromiser when 
valuing charitable contributions property 
for federal income tax purposes. A simple 
regression model is used to appraise the 
relationship between Tax Court de- 


` termined values and a compromise value 


—the arithmetic mean of taxpayer and 
IRS value estimates. Additionally, a chi- 
square analysis tests the consistency of 
decided values among specific categories 
of property. The results of this test will 
indicate whether or not the Tax Court 
values one type of property more strictly 
or more generously than other types. 


BACKGROUND 


———The Deduction 


m 


The charitable deduction was initiated 
in 1917 to stimulate donations to charit- 
able organizations [Griswold & Graetz, 
1976, p. 438]. As a consequence of in- 
stalling the deduction, the government 
faced a twofold dilemma—the deduction 
supports organizations which benefit the 
public, but provides a legitimate means 
of tax avoidance to persons making such 
contributions. Compromise between al- 
lowing generous deductions and limited 
deductions has been very evident in 
recent legislation. For example, the Tax 
Reform Act of 1969 removed the un- 
limited deduction which had been avail- 
able to certain taxpayers, but increased 
the deduction limitation from 20 percent 
to 50 percent of the adjusted gross income 
for many other taxpayers [P.L. 91-172, 
Sec. 201(a)(1)]. More recently, in Sec. 
301 of the Tax Reform Act of 1976, an 
indirect attack was made on the large 
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contribution by designating itemized de- 
ductions (excluding medical and casualty 
loss) as tax preference items, to the extent 
that they exceed 60 percent of adjusted 
gross income [IRC Sec. 57(b) ]. Congress 
has been hesitant to upset the financial 
sources for charitable organizations, but 
at the same time is concerned with the 
revenue loss through tax avoidance. 


Contributions of Property 


Contributions of property, other than 
money, pose special problems. Where 
IRC Sec. 170 refers to contributions of 
property, the starting point for determin- 
ing the deduction is fair market value at 
the time of the contribution. The section 
offers no guidelines to assist the taxpayer, 
in determining fair market value, so it is 
necessary to consult the regulations and 
other administrative guidelines. 


Valuation Guidelines 


The Regulations provide a brief defini- 
tion of fair market value at Sec. 1.170A- 
l(c) 2): 


The fair market value is the price at which the 
property would change hands between a will- 
ing buyer and a willing seller, neither being 
under any compulsion to buy or sell and both 
having reasonable knowledge of relevant 
facts. If the contribution is made in property 
ofa type which the taxpayer sells in the course 
of his business, the fair market value is the 
price which the taxpayer would have re- 
ceived if he had sold the contributed property 
in the usual market in which he customarily 
sells, at the time and place of the contribution, 
and, in the case of a contribution of goods in 
quantity, in the quantity contributed. The 
usual market of a manufacturer or other 
producer consists of the wholesalers or other 
distributors to or through whom he cus- 
tomarily sells, but if he sells only at retail the 
usual market consists of his retail customers. 


This definition is expanded somewhat at 
Sec. 1.170A-1(c)(3): 
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If a donor makes a charitable contribution of 
property, such as stock in trade, at a time 
when he could not reasonably have been ex- 
pected to realize its usual selling price, the 
value of the gift is not the usual selling price 
but is the amount for which the quantity of 
property contributed would have been sold by 
the donor at the time of the contribution. 


The Regulations do not elaborate further 
on the subject of valuation, and a careful 
reading of the foregoing quotations 
reveals a lack of specific guidelines for 
any property except stock in trade. As a 
consequence, even though fair market 
value is subject to definition, the concept 
is extremely difficult to apply to property 
that was never sold or exchanged. Thus, 
what guidelines should the taxpayer use 
for donated property that is not sold in 
the ordinary course of business? 

Additional Guides. One popular course 
of action is to obtain an appraisal of the 
property. However, if the appraiser is 
connected with the charity, the IRS and 
the courts might be reluctant to accept 
his opinion [Schwartz, 1966, pp. 370, 
371]. Another method to establish fair 
market value more objectively is to sell 
the property and donate the proceeds to 
charity. In the case of capital gain 
property, this action would be dis- 
advantageous. because IRC Sec. 
170(b)(1)(C) permits the taxpayer to 
deduct the full fair market value of such 
property (limited to 30 percent of ad- 
justed gross income).? Elaborate decision 
rules have been developed to assist the 
taxpayer in choosing when to sell and 
donate the proceeds, and when to donate 
the property [Smith, 1972]. The Smith 
[1972] study, however, makes no mention 
of the valuation problem, which can 
easily be solved by selling the property 
and donating the cash received from the 
sale. 

The taxpayer who chooses not to sell 
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but to donate the property when there is 


no readily ascertainable market value; 


will encounter the most troublesome 
problems. Closely held corporate stock 
and objects of art are said to be the most 


difficult items to value [Garibaldi, 1972, . 


pp. 152, 153]. Englebrecht [1976, pp. 34, 
35] presents 27 factors compiled from 
the Code, Regulations and various reve- 
nue rulings in the estate and gift tax 
areas for valuation of stock. These factors 
include dividends, earnings, book value, 
financial ratios, conditions within the 
industry, market value of stock in com- 
parable industries, and other financial 


and nonfinancial factors. Also, in regard . ` ` 


to other property, Revenue Procedure 
66-49? [1966-2 CB 125] gives the follow- 
ing guidelines: 


" Under Reg. Sec. 1.170A-4(b) (2) and (3), it is neces- 


sary for the capital gain property to be used by the - 


qualifying organization in its exempt purpose in order to 
qualify for the 30 percent ceiling. 
3 Revenue Procedure 66-49 provides that, in general, 


an appraisal report should contain at least the following —- 2 


(1) A summary of the appraiser’s qualifications. (2) А 
statement of the value and the appraiser’s definition of 
the value he has obtained. (3) The bases upon which the 
appraisal was made, including any restrictions, under- 
standings, or covenants limiting the use or disposition 
of the property. (4) The date as of which the property 
was valued. (5) The signature of the appraiser and the 
date the appraisal was made. Additionally, the Revenue 
Procedure prescribes the following information which 
should be used to support the appraisal of art objects: 
(1) A complete description of the object, indicating the 
size, the subject matter, the medium, the name of the 
artist, approximate cate created, the interest transferred, 
etc. (2) The cost, date, and manner of acquisition. (3) A 
history of the item iacluding proof of authenticity such 
as a certificate of authentication if such exits. (4) A 
photograph of a size and quality fully identifying the 
subject matter, preferably a 10" x 12" or larger print. (5) 
A statement of the factors upon which the appraisal was 
based, such as: (a) Sales of other works by the same 
artist particularly on or around the valuation date. (b) 
Quoted prices in dealers' catalogs of the artist's works or 


of other artists of comparable stature. (с) The economic , 


state ofthe art market at or around the time of valuation, 
particularly with respect to the specific property. (d) A 
record of any exhibitions at which the particular art 
object had been displayed. (e) A statement as to the 
standing of the artist in his profession and in the par- 
ticular school or time period. 


a 


& 
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1. Market value, not intrinsic worth, 
governs. . 

2. Cost or actual selling price may be 
best evidence. 

3. Sales of similar properties are given 
weight. | . 

4. Reproduction cost may exceed fair 
market value. 

5. Expert opinion must be thorough 
and supported by facts. 

6. Appraiser's competence and knowl- 
edge are important. 


Nonetheless, there is a distinct absence in 
the legislative and administrative guide- 
lines of specific formulas, procedures, 
weights, or under what circumstances to 
emphasize or de-emphasize factors. 
Harnack [1972, pp. 183, 184] provides 
some suggestions for using expert wit- 
nesses in court proceedings. But no 


‚ studies were found in which the behavior 
`of the Tax Court was subjected to em- 


pirical examination, in cases where valu- 


^. ation of charitable contributions of prop- 


erty was decided. Consequently, the 
purpose of this study is to add needed 
empirical research to this area of taxa- 
tion. 

DATA 


The data incorporated in this study to 
test for compromise in Tax Court valu- 
ation decisions represent a cross-section 
examination of Tax Court valuations in 
federal income tax cases involving valu- 
ation of property for charitable contri- 
busions.* The period investigated was 
from January 1, 1970, to April 30, 1977.° 
Forty-one Tax Court decisions, both 
reported and memorandum, were stud- 
ied. Three significant values were re- 


т corded for each case: that claimed by the 


taxpayer; that allowed by the IRS; and 
that determined by the Court. Since 
several cases involve valuation questions 
about two or more items of property, 
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there were 67 valuation observations 
included in the regression model. Of 
these 67 items of property, 25 were real 
estate, 14 were manuscripts,’ 6 were 
works of art, and 22 were miscellaneous 


* Our research has been restricted to the Tax Court for 
four basic reasons. First, it is desirable to have compara- 
bility with the results of the Englebrecht study [1977] on 
compromise valuation by the Tax Court. Second, the 
Tax Court is considered the court of technical expertise 
for taxation, because the judges come from tax practice 
backgrounds (in fact many Tax Court Justices have been 
appointed from IRS or Treasury Department positions) 
and only hear tax cases. On the other hand, District 
Court Judges and Court of Claims Commissioners hear 
precominantly non-tax litigation. Third, the Tax Court 
is the primary forum for such cases. Fourth, the ques- 
tion of fair market value is a determination of fact which 
is not normally subject to review and/or reversal by 
higher courts. 

5 This sample period was selected because of a desire 
to incorporate the most current posture of the Tax 
Court, and to refiect a period of significant activity in 
valuing property for charitable contribution purposes. 
Alsc, it should be noted that all cases, containing suffi- 
cien: data, between 1-1-70 and 4-30-77 are included in 
this research study. 

$ The Tax Court issues both regular and memorandum 
decisions. The memorandum decisions generally deal 
with situations involving the application of established 
principles of law. On the other hand, regular decisions 
involve novel or unique issues not previously resolved by 
the Tax Court. However, this distinction does become 
blurred in actual practice, and many memorandum deci- 
sions have settled novel issues and obtained great value 
as precedents. An excellent example is the famous Cohan 
case [39 F.2d 540 (2 Cir. 1930)]. One further distinction 
between regular and memorandum decisions is that the 
U.S. Government Printing Office publishes the regular 
decisions of the Tax Court, and Commerce Clearing 
House, Inc, and Prentice-Hall, Inc., publish the 
memorandum decisions in a, series of bound volumes. 
Also, on issues of valuation, the Tax Court hands down 
far more memorandum opinions than regular opinions. 

? The manuscripts in this study included six observa- 
tions which are now of historical significance. That is, 
the Tax Reform Act of 1969 [P.L 91-172, Sec. 201(а)(1)] 
prohibited deduction of the fair market value of memo- 
randa created by the taxpayer. The famous Nixon Vice- 
Pres:dential Papers controversy will remind the reader 
that contributions of such property had to be completed 
before July 26, 1969. Taree noteworthy persons, Bill 
Mauldin [60 T.C. 749 (1973)], Maurice Jarre [64 T.C. 
183 (1975)] and Mack David [1976 P-H T.C. Memo 76, 
316] had contributed manuscripts of their own creation 
and claimed a deduction for fair market value under 
prior law. The Court was apparently impressed by the 
reputations of these gen:lemen and arrived at a value 
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items, ranging from furniture, to dogs, to 
a computer, etc., as indicated in Table 1. 


. TABLE 1 
DESCRIPTION OF PROPERTY INCLUDED 
IN “MISCELLANEOUS” CATEGORY 
IN TABLES 2, 3, AND 4 








Description Frequency 





Rental Value of Property 
Equipment 

Boats 

Suppositories 

Dogs 

Films 

Computer 

Stock 

Reservoir 

Lease interest 
Furniture 

Not clearly categorized 


8 | QN М н н М ке ND кз o кз мы Шш) 


. TOTAL 


For each set of observations, a com- 
promise value, half way between the 
value allowed by the IRS and that 
claimed by the taxpayer, was computed. 
The compromise value and the deter- 
: mined value were expressed as a percent- 
age of the value claimed by the taxpayer. 
Since claimed values ranged from less 
than $300 to over $750,000, and because 
the objective was to study compromise, 
the relative rather than absolute values 
were of primary importance. 


METHODOLOGY 
Regression Model 


The simple regression model used in 


this study was: 
Ү=а+ЬХ 
where 


Y — The value determined by the Tax 
Court, as a percent of the value 
claimed by the taxpayer 

а= The Y intercept 
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b — The beta coefficient 


X — The compromise value, as а per- ~~~ 


cent of the value claimed by the 
taxpayer. 


The Null Hypothesis. No significant 
relationship exists between the Court 
determined value and the compromise 
value. 

Test of Significance. The F ratio was 
used to test the significance of the corre- 
lation coefficient. With two variables and 
67 observations, the minimum F ratio 
necessary to reject the null hypothesis at 
the .05 significance level is 3.99. 


Chi-Square Test 


The chi-square test was used to study | 


the statistical independence among the 


four classifications: real estate, manu- . 


scripts, art works and miscellaneous. 
The Null Hypothesis. There is no differ- 


ence among the various classifications - 


used in the study. That is, the Tax Court 
did not determine values differently for 


any one classification than for the entire . 
population of the study. In order to use. 
the chi-square test, it was necéssary to. 


group art works with miscellaneous 
property. Because there were only six 
values of art works decided. in the study, 
it was considered essential to combine 
these groupings, since chi-square analysis 
requires at least five observations in.any 
expected cell [Clark and Schkade, 1974, 
p. 371]. 

Test of Significance. At the .05 level of 


-significance the minimum chi-square 


value needed to reject the null hypothesis 
was 5.991. 


higher than compromise for five of the six manuscripts. 
The one exception was a Jarre manuscript which Lad 
been largely drafted by understudies. Also, it should be 
noted that at the time the cases were litigated the law had 
application and on that basis the court made a valuation 
assessment. Thus, they were subjected to the valuation 
process being studied and are, therefore, relevant data 
points. As a consequence, the recent changes did not 
affect the valuation process. 


А. 


р 
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| TABLE 2 
n d FREQUENCY DISTRIBUTION FOR VALUES DETERMINED BY THE TAX Court 
AS A PERCENT OF VALUE CLAIMED BY TAXPAYER 
s à 
Number of Observations and Percent of Tota! 
Real Estate Manuscripts Art. Miscellaneous* Total 
| (TCID Number Percent Number Percent Number Percent Number Percent Number Percent 
> 100 1** 4.54 1 1.41 
91—100 3 12.00 3 21.43 0 0.00 4 18.17 10 14.93 
81-91 3 12.00 1 7.14 0 0.00 1 4.54 5 7.46 
< 71-81 3 12.00 0 0.00 0 0.00 1 4.54 4 5.97 
ў 61-707 2 . 800 3 21.43 0 0.00 2 9.10 7 10.45 
51—60 2 8.00 - 1 7.14 0 0.00 5 22.73 8 11.94 
41—50 5 20.00 4 28.58 0 0.00 2 9.10 11 16.42 
31—40 1 4.00 1 7.14 0 0.00 0 0.00 2 2.99 
21-30 1 4.00 1 7.14 0 0.00 1 4.54 3 4.48 
11-20 3 12.00 0 0.00 1 16.67 0 0.00 4 5.97 
1-1 1 4.00 0 0.00 5 83.33 3 13.64 9 13.42 
0: D 4.00 0 0.00 0 0.00 2 9.10 3 4.48 
TOTAL 25 100.0: 14 100.00 6 100.00 22 100.00 67 100.00 
ze > *See Table 1 for descriptions of property included. 
** See note on Table 4 describing this unusual decision' 
TABLE 3 
FREQUENCY DISTRIBUTION FOR VALUES DETERMINED BY THE TAX COURT 
AS A PERCENT OF VALUE ALLOWED BY THE INTERNAL REVENUE SERVICE 
NS 
Number of Observations and Percent of Total 
Real Estate Manuscripts Art Miscellaneous* Total 





(TLIRS)% Number Percent Number Percent Number Percent Number Percent Number Percent 








> 1,000 3 12.00 8 57.14 1 16.67 7 31.82 19** 28.36 
900-999 0 0.00 0 0.00 0 0.00 0 0.00 0 0.00 
800-899 1 400 0 0.00 0 0.00 0 0.00 1 1.49 
700-799 0 0.00 `0 0.00 1 16.67 0 0.00 1 1.49 
600-699 0 0.00 2 14.29 0 0.00 2 9.09 4 5.97 
500-599 0 `0.00 1 7.14 0 0.00 0 0.00 1 1.49 
400—499 0 0.00 2 14.29 0 0.00 0 0.00 2 2.99 
300—399 . 2 8.00 0 0.00 0 0.00 0 0.00 2 2.99 
200—299 3 12.00 1 7.14 0 0.00 2 9.09 6 8.95 
Е 100-199 16 64.00 0 0.00 4 66.66 11 50.00 31*** 46.27 
TOTAL 25 100.00 14 100.00 6 100.00 22 100.00 76 100.00 





* See Table 1 for descriptions of property included. 
** Includes 15 situations where the IRS allowed no value and the Court determined a value other than zero. 
*** Includes 18 instances between the 100—109 interval. 


— 
Frequency Distributions ings of decided values, by property 
| classification and in total, as percentages 
To complete the description of the of: the value claimed by taxpayer (Table 
study, frequency distribution tables were 2); the value allowed by IRS (Table 3); 
y prepared. Distributions showed group- . and the compromise value (Table 4). 
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TABLE 4 


FREQUENCY DISTRIBUTION FOR VALUES DETERMINED BY THE TAX COURT 
AS A PERCENT OF COMPROMISE VALUE 











Number of Observations and Percent of Total 




















Real Estate Manuscripts Art Miscellaneous* ‚Тош. 
(TC/Comp)% Number Percent Number Percent Number Percent Number Percent Number Percent ` 
200 0 0.00 0 0.00 0 0.00 1 4.55 1** 1.49 

191—200 0 0.00 3 21.43 0 0.00 2 9.09 5 7.46 
181—190 0 0.00 0 0.00 0 0.00 0 0.00 0 0.00 
171-180 0 0.00 0 0.00 0 0.00 2 9.09- 2 2.99 
161-170 0 0.00 0 0.00 0 0.00 1 4.55 1 1.49 ж . 
151-160 0 0.00 0 0.00 0 0.00 1 ' 41.55 -1 149 7 
141-150 0 0.00 1 7.14 0 0.00 Ü 0.00 ser 1.49 | 
131—140 2 8.00 0 0.00 0 0.00 9 0.00° 2 . f199. 
121-130 2 8.00 1 714— 0 0.00 1 4.55 4 5.97 
111-120 1 4.00 1 7.14 0 0.00 1 4.55 3 4.48 
101-110 2 8.00 2 14.29 0 0.00 9 0.00 4 5.97 
91-100 2 8.00 2 14.29 0 0.00 1 4.55 5 7.46 

81-90 4 16.00 2 14.29 0 0.00 0 0.00 6 896 
71-80 1 4.00 0 0.00 0 0.00 3 13.63 4 5.97 

61—70 5 20.00 1 7.14 0 0.00 3 13.63 `9 13.42. 
51-60 0 0.00 0 0.00 0 ' 0.00 0 0.00 .0 0.00 = 
41—50 1 4.00 1 7.14 0 0.00 1 4.54 3 448 - 
31-40 0 0.00 0 0.00 0 0.00 D 0.00 . 0 0.00 

21-30 3 12.00 0 0.00 I 16.67 0 000 .' 4 5.97 

11-20 1 4.00 0 0.00 2 33.33 -3 13.68.. - 6 8.96 

1-10 0 0.00 0 0.00 3 50.00 0 0.00 3 448 " ^ 

0 I 4.00 0 0.00 0 0.00 2 9.09 D3 (448. oer: 

TOTAL 25 100.00 14 100.00 6 100.00 22 ` 100.00 67 `10000 >. 





* See Table 1 for descriptions of property included. 


** [n Waterman, (1975 Р-Н T.C. Memo 75, 209), the taxpayer had contributed an obsolete оар toa koei 


which used the computer for instructional purposes. Based upon the selling prices for computers with similar capabil- 
ities, a value of $25,000 was claimed. The IRS disallowed all but his cost of $2,078, claiming that the'only indication ' 

of market value for the obsolete machine was the price which the taxpayer hac paid. An expert witness, however, 
testified that the components, if sold individually, would be worth $35,000. The Tzx Gourt di with the witness and 


allowed a deduction for $35,000. 


RESULTS OF THE STUDY 
Regression Model 


"The regression was performed using 
the Statistical Package for the Social 
Sciences. The F-Test value of 7.6733 
exceeded the minimum necessary value 
of 3.99 to reject the null hypothesis at 
the .05 significance level. Evaluation of 
the R? statistic, however, reveals that 
less than ten percent of the variation in 
decided values can be explained by the 
compromise value.? In comparison to the 
Englebrecht study [1977, p. 103], where 


over 97 percent of the variation in court- 
determined values could be explained by 


variations in the compromise value, this ` 


study has produced an insignificant R?. 
Thus, a change of one percent in the. 


compromise value would result in only a 


EN 


change of approximately 0.1 percent in - 


the decided value. 
Chi-Square Analysis - el 
The computational determinants of the 


8 R? was .09186 after being „дона for the number of a | К 


observations. 


" 
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TABLE 5 


PRoPERTY DEMARCATION OF VALUATION DECISIONS 
ABOVE AND BELOW THE COMPROMISE VALUE 







Property 


‘Above Compromise 








Below Compromise 





chi-square test are found in Tables 5 and 
5A. These tables show the observed and 


expected frequencies, respectively, of 


decided values, for each property classifi- 
cation, above and below the compromise 


-value. The chi-square statistic was com- 
puted as 3.602, compared to the mini- 


mum. value of 5.991 needed to reject the 
null. hypothesis. Acceptance of the null 
hypothesis implies that the Court decided 


`` the values of contributed real estate and 


manuscripts in- a manner similar to the 
values of- other contributed property. 


Frequency Distributions 


As shown in Tables 2, 3 and 4, fre- 
quency distributions were prepared dem- 


.. onstrating the values determined by the 


Tax Court as percentages of: the values 
claimed by the taxpayer, the values al- 


Е _lowed by the IRS, and the compromise 
‚ values. Each distribution indicates that 
:: the Court's values were widely dispersed 


over the. whole range of percentiles. The 
Court does not appear to be biased to- 
wards either the taxpayer or the IRS, nor 


. does.it habitually find a compromise 
between the two positions. 


4 ASSESSMENT/CONCLUSIONS 
This study produced empirical evi- 


2 dence which does not support the theory 
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TABLE 5A 


EXPECTED DISTRIBUTION OF VALUATION DECISIONS 
ABOVE AND BELOW THE COMPROMISE VALUE 



















Property 
Classi- 
fication 








Real | Manu- 
Values Estate | scripts | Other | Total 
Above Compromise 895 5.01 10.03 23.99 
Below Compromise | 16.05 8.99 1797 43.01 
25.00 14.00 28.00 67.00 





that the Tax Court acts as an arbitrator or 
compromiser when valuing property for 
the charitable contribution deduction. 
Also, chi-square analysis indicated that 
neither real estate nor manuscripts are 
routinely given values higher or lower 
than other types of property. 

According to the frequency distribu- 
tions, the Tax Court was less generous to 
the taxpayer in valuing donated works of 
art then in valuing other types of prop- 
erty, but, with only six observations, it 
was impossible to perform a rigorous 
statistical analysis. It should be noted, 
however, that none of the taxpayers 
claiming a deduction for art objects had 
documented his case in accordance with 
the guidelines set forth in Revenue Pro- 
cedure 66-49 [1966-2 CB 1259]. The IRS, 
in several instances, used expert witnesses 
to document its valuation, and the Court, 
in five instances, arrived at a value of ten 
percent, or less, of the value claimed by 
the taxpayer. 

In arguing a case before the Tax Court, 
it must be remembered that the burden 
of proof is on the taxpayer. The successful 
taxpayers in this study sustained their 
burden of proof through the use of ex- 
pert witnesses, appraisals, and other 
well-documented evidence to support 
their values. In only 11 instances, how- 
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ever, were taxpayers allowed more than 
90: percent of the value they claimed 
(Table 2). In 18 instances, the Court 
determined a value which exceeded the 
IRS value by less than ten percent (Table 
3). In the remainder of the observations, 
the Court found some merit in each 
position. Rather than merely compro- 
mising by "splitting the difference," the 
Court appeared to weigh the evidence 
carefully and attempted to find a fair and 
equitable value based on the facts of 
each case. 
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cate that compromise is not prevalent in 
the Tax Court's valuation of property 
for charitable contribution purposes. As 
a result, neither taxpayers nor the IRS 


can expect the Tax Court to compromise . 


routinely between the two conflicting 
valuations. Therefore, the direct infer- 
ence for taxpayers is to have property 
valued at realistic fair market prices. 
Areas requiring additional research 
are: (1) investigation of the compromise 
charge in other judicial forums for charit- 
able deduction purposes, and (2) studies 
examining the influence of human factors 


Reflections on valuation—both with respect to the 
The findings of this study clearly indi- litigants and the judges. 
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2 Performance Effects of Different Audit 


Staff Assignment Strategies 


Edward Blocher 


ABSTRACT: This study examines the effect on audit staff performance of different 
assignment strategies. There is a review of the theoretical models and related empirical 
evidence for performance in a sequence of assignments, and data from 573 staff evalua- 
tion forms for two offices of large public accounting firms are analyzed. The review and 
analysis show some evidence that there is a lapse in performance over time for audit 
staff at the senior level if the seniors are assigned consecutively within a particular in- 
dustry, while no lapse in performance is observed for those seniors who are rotated 
among assignments in different industries. These findings are generally consistent with 
the research findings in interference theory—a theory which attempts to explain certain 


kinds of verbal learning behavior. 


N order to provide the highest quality 
of audit service at a reascnable fee, 
most audit firms would like to 


I 


—a~—identify and manage those factors which 


wa 


4 


can expedite the learning process for 
audit staff through the selective assign- 
ment of jobs and training sessions. How- 


ever, the firms now face some difficulty . 
in choosing an effective assignment policy . 


due to the lack of a relevant theory and 
related empirical evidence to guide them. 
It is not clear, for example, that a policy 
which requires audit staff to repeat a 
certain assignment will produce better 
performance than a policy which exposes 
the staff to as wide a variety of different 
assignments as possible. In fact, an in- 
formal survey of partners of the two 
public accounting firms participating in 
this study revealed that there appears to 
be some divergence as to the policies of 


Ut the firms for staff assignment. 


The objective of this paper, then, is to 
provide some evidence about the rela- 
tionship between assignment policy and 
the performance of audit seniors. Three 
experimental hypotheses are examined: 
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(a) the performance of the audit senior 
does not change throughout a sequence 
of assignments with the same client, (2) 
the performance of the audit senior does 
not change throughout a sequence of 
assignments each of which is within the 
same industry category, and (3) the per- ` 
formance of the audit senior does not 
change throughout a sequence of assign- 
ments such that each assignment in 
sequence is in a different industry cate- 
gory. 

The following section outlines the po- 
tential benefits of effective assignment 
policies. This is followed by a review of 
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learning theories and related empirical 
findings to provide a basis for а priori 
expectations about the study of the hy- 
potheses in an audit context. 


BENEFITS FROM AN EFFECTIVE 
ASSIGNMENT POLICY 


Two major benefits to be obtained 
from the effective assignment of staff in 
any organization such as the audit firm 
are (1) improvement in the quality of the 
firm’s service as staff capabilities are 
matched to job needs and (2) improve- 
ment in the professional development of 
each staff person through scheduling 

-assignments so as to maximize the po- 
tential for staff learning and reinforce- 
ment of acquired skills. Moreover, for at 
least two important reasons, these bene- 
fits may be particularly substantial for 
audit firms. First, the audit service is 
labor intensive so that marginal improve- 
ments in the productivity of labor 
through improvements in scheduling as- 
signments should have a high payoff in 
improved overall performance. Second, 
since auditors at all levels are faced con- 
tinually with innovations in audit pro- 
cedures, such as new sampling procedures 
and new audit guidelines in certain indus- 
tries, an assignment strategy which is 
responsive to the learning needs of the 
auditor should provide a substantial 
benefit for the firm. 


LEARNING THEORIES AND 
EMPIRICAL EVIDENCE 


Research in learning can be classified 
along at least the two following dimen- 
sions—(a) the type of task which is 
learned, either a motor task or a concep- 
tual task; and (b) the nature of the task 
sequence, either a sequence of identical 
tasks or a sequence of similar but not- 
identical tasks. To illustrate these dis- 
tinctions in an audit context, a motor 
task could be the ability to operate an 
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adding machine, while a conceptual task 


could be the ability to perform an internal X^ 


control review. Further, a sequence of 
identical conceptual tasks could be one 
for which an auditor conducts the inter- 
nal control review for a certain audit 
client each year as part of the annual 
audit. Alternatively, an example of a 
sequence of similar but not-identical 
tasks could be the completion of an 
internal control review for a sequence of 
different audit clients, all of which are in 
the same industry. 

This distinction between motor and 
conceptual tasks is important because 
there is a different expected pattern of 
performance for tasks in each category. 
Compare the hvpothetical learning model 
for motor tasks in Figure 1 with the 
model for conceptual tasks in Figure 2. 
The figures depict performance as a 
function of cumulative activity over time. 
Performance improves continuously in 


A 


ae 


Ч : ы “ 5 i 
Figure 1, while there is a "pause" in 


performance improvement in Figure 2. 
FIGURE 1 


HYPOTHETICAL LEARNING MODEL 
For MorTor TASKS 


Performance 


Activity over time 


FIGURE 2 
HYPOTHETICAL LEARNING MODEL 
For CONCEPTUAL TASKS 


Performance 


Activity over time 


Blocher 


Likewise, one can expect differences in. 


“learning due to differences in task se- 
a quence. The following two sections re- 


view the theory and empirical evidence 
for:learning a sequence of tasks—both 
for a sequence of identical tasks and for a 
sequence of similar tasks. However, since 
most audit tasks are conceptual tasks, 
there will be no further study of motor 
tasks. Nevertheless, it is worthwhile to 
keep in mind the motor/conceptual dis- 


жў. tinction since most of the empirical work 


ae 


=, 


+ 


4 


and application in business and account- 
ing have been in the context of motor 
tasks.! Thus, it is possible for the naive 
audit manager erroneously to expect 
learning patterns in a broad range of 
audit contexts which are similar to those 
‘found in the well-known studies for 
motor tasks. 


THE SEQUENCE OF IDENTICAL 
CONCEPTUAL TASKS 


While business and accounting re- 


Є ‘searchers have given some attention to 


the study of factors which influence 
human performance of conceptual tasks, 
relatively few have looked at the pattern 
of learning over a sequence of tasks. As 
` representative of the studies which have 
considered a sequence of identical tasks, 
findings reported by Hilgard [1962], 
Travers [1972], Gagné [1977], and 
Kintsch [1970] suggest that learning 
patterns for conceptual tasks generally 
show at first a period of declining or 
stable performance followed by con- 
tinuously improving performance. The 
result is a performance curve, called the 
"S" curve (Figure 2), which resembles 
the conventional learning curve (Figure 


—— 1) except for a “аір” or “pause” in per- 


* 


formance for the first period of trials for 
the task. In one of the few accounting or 
business studies in this area, Mock, Es- 
trin, and Vasarhelyi [1972, pp. 141-146] 
observed the dip in performance for 47 
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students and 25 businessmen in the first 
few trials of a business simulation ex- 
periment.” 

Now, consider the audit context. There 
is a need to study the effect on auditors’ 
performance of a sequence of identical 
tasks. A good example of a sequence of 


‘such tasks in an audit context is the case 


when the audit senior is assigned to a 
particular audit client for two or more 
audit jobs in succession, which is a com- 
mon practice. Then, one can study the 
question about the effect of task sequence 
through a test of the following hypothe- 
sis: 


H1: The performance of the audit senior 
does not change throughout a sequence of 
assignments with the same client. (Alternate 
hypothesis: performance will decline at first 
and then improve steadily.) 


1 These studies generally havé shown that this type of 
perfcrmance follows a predictable learning pattern that 
can be estimated by a monotonically increasing learning 
curve such as illustrated in Figure 1. For example, Baloff 
and Kennelly [1967] and Baloff [1971] show thata plot of 
the performance over time of certain production-level 
employees in auto assembly, apparel manufacturing, and 
large musical instrument construction is a good fit for 
the log-power function fcrm of the learning curve. This 
type of analysis has been applied widely in business and 
accounting, for example, in estimating project costs 
[Taylor, 1961], in personnel management [Lundgren and 
Schneider, 1971], in production management [Keachie 
and Fontana, 1966], and other related problem areas. 

2 This pause or dip in performance can be explained in 
at least three ways. First, in learning a conceptual task, 
the subject experiences an initial combination of con- 
fusion and anxiety which results in a trial and error ap- 
proach to learning [Hilgard, 1962, p. 57]. Second, the 
subject improves in learning a conceptual task in two 
stages: at the first stage the subject obtains a familiarity 
with the fundamental concepts for the task and there is 
little if any improvement in performance. Then, at a later 
stage there is a higher level understanding of the task 
such that learning improves at a more rapid rate [Gagné, 
1977, p. 33-34]. A related notion is that of a “learning 
set" which has been used to explain an increase in the 
rate of improvement of performance in the second stage. 
The accumulated experience with a task in the first stage 
creates a problem-solving insight into the task which 
enables the subject to avaid pitfalls and to perform more 
efficiently [Harlow, 1949]. Third, the pause in improve- 
ment might be due to a temporary reduction in- effort 
following an initial attempt to perform well in order to 
make a good first impression. 
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The reasons for the choice of this par- 
ticular audit context are discussed later. 


SEQUENCES OF SIMILAR TASKS 


The pattern for performance over time 
for those repeating similar but not- 
identical conceptual tasks has been stud- 
ied extensively in what is called “‘associ- 
ative transfer in verbal learning.” Verbal 
learning is the learning of knowledge 
which can be expressed orally or in 
writing, in contrast, for example, to the 
learning of motor skills. Thus, for this 
study the term “‘conceptual skills" is used 
to refer to verbal items such as written 
instructions, policy statements, and the 
like. In the audit context, this would mean 
audit programs and other related oral or 
written materials related to audit pro- 
cedures. The term *'transfer" is used to 
identify the phenomenon that the learn- 
ing of one task might facilitate or inter- 
fere with the subsequent learning of 
another task. When the learning of one 
task facilitates the learning of another 
task, the term "positive transfer" is used. 
When there is interference, it is often 
called **negative transfer," interference," 
or "inhibition." A substantial body of 
theoretical and empirical work has fo- 
cused. on the latter area, and has become 
generally known as "interference 
theory." Interference implies that task 
performance declines for a period of 
time when the auditor (negatively) trans- 
fers training from a prior task to the 
subsequent, similar task. 

Some experimental work has shown 
that interference can be expected in 
certain sequences of similar tasks. For 
example, Postman [1962] was able to 
show interference for subjects whose task 
was to identify correctly the antonyms 
or synonyms for lists of paired-associate 
adjectives.? All subjects completed two 
experimenta] tasks. In the first task, the 
subjects learned to associate two adjec- 
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tive lists. Call this first task the “А-В” 


task, where A is the first and B is thë *^ 


second of the adjective lists. The task of 
the subject is to learn to associate the 
words so that when “A” appears, he or 
she will be able to identify the correct 
associate *B." In the second task, orie 
group of subjects learned a second set of 
lists for which only the second list was 
different (that is, the subject learned A-B 
and then learned A-C), while another 
group of subjects learned a second set of 
lists, both of which were different from 
the prior set (an A-B, C-D sequence). 
The reappearance of the list A for the 
first group was expected to create inter- 
ference with the performance for the 
second task, since the subjéct had to 
learn a new associate “С” for the com- 
mon element “A.” In fact, Postman 
found that performance for the “‘inter- 
ference" group (the A-B, A-C sequence) 
declined significantly from the first to 
second task, while the group without 
interference (the A-B, C-D sequence) 
performed equally well on both tasks. 
These findings have been both sup- 
ported and challenged by more recent 
work, and at present the evidence is 
inconclusive, as indicated by Kintsch 
[1970, pp. 29-30] and others. The early 
findings are generally viewed now as 
providing a basis for directing the re- 
search needed for building a more ex- 


R 


a 


^ 


planatory theory.* Because of the multi- - 


3 This experimental paradigm (adjective check list) is 
used extensively in verbal learning experiments, as. evi- 
denced from the fact that several books have appeared in 


к. 


recent years devoted primarily to the results achieved .. 


with this technique. 

* For example, much of tbe current work is directed 
to testing the main effects and interaction effects of a 
large number of variables which are known to affect 
the transfer of training—amount of first task practice 
[Postman, 1962], stimulus and response meaningfuiness 
[Martin, 1968], task similarity [Underwood, 1951], re- 
sponse availability [Postman and Stark, 1969], stimulus 
encoding [Martin, 1972], and memory retrieval processes 
[Postman, 1975], among others. 
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ple factors and related interactions 
known to have some impact on the trans- 
fer of learning it is not possible to draw 


-unambiguous guidelines from the avail- 


able empirical work. However, it is im- 
portant to note that the phenomenon of 


‘interference has been observed in a large 


number of such studies, and the current 
controversy has focused on the search 
for an explanation for the phenomenon 
rather than to disprove its existence. 


` Interference Findings in a Business 


Context 


The Postman findings can be gener- 
alized to a business context (see Figure 3) 
through the work of Lundberg and 
Richards [1972] who found higher levels 
of performance in a particular business 
game for subjects who had no prior 


' experience with business games than for 


"ON 


subjects who had some prior experience 
with a different, but similar business 
game. Lundberg and Richards (LR) 
interpreted: these results in the following 
way. The subjects who had played a 
previous, similar game might have associ- 
ated the two business games and rou- 
tinely applied decision rules they had 
developed playing the previous game 
rather than developing more appropriate, 
new decision rules for the later game. 
They called this failure to adapt the 
“program effect.” Later, Petru [1974] 
was able to replicate the LR study and 
found evidence of the “program effect" 
in a similar business game context. 
Though LR and Petru made no reference 
to the transfer studies, it seems they have 
found an example that prior experience 
ina given conceptual task can cause lower 
performance in a subsequent task which 
is similar but not identical.’ 


Interference in an Audit Context 


The findings of Postman’s interference 
study and LR’s study of interference in a 
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FIGURE 3 
CONCEPTUAL OVERVIEW OF THE STUDY OF SIMILAR 
BUT NOT-IDENTICAL TASK SEQUENCES* 


Verbal: Learning 


Transfer 


Negative 





Interference Theory (Postman, 1962) 


i 
Business Context (Lundberg and Richards, 1972) 


{ 
Audit Context (Current Study) 


* The purpose of this diagram is to assist the reader in 
identifying the focus of this study. It is not intended to 
provide a comprehensive and balanced classification of 
all the fields of study which are related to learning theory. 


business context can be generalized to 
the audit context (see Figure 3) in the 
following way. Consider, for example, 
the sequence of assignments typically 
performed by the audit senior. At times, 
each assignment in a sequence is of the 
same type, calling for the application of 
familiar decision rules. For example, 


* One might question whether it is meaningful to com- 
pare learning in the context of a business game to that of 
the adjective lists as used in verbal learning experiments. 
Travers [1972, pp. 165-166] points out that a principal 
reason for the popularity of the adjective list paradigm 
in verbal learning is that a significant amount of verbal 
learning is essentially learning associations. This is 
descriptive of business tasks as well. For example, in a 
business game the student learns to associate certain 
facts with certain action choices. Thus, the task for sub- 
jects with no prior experience with business games could 
be likened to the A-B, C-D sequence for the control 
group in the interference studies, while the subjects who 
did have prior experience performed more of an A-B, 
A-C type of sequence, which is the interference context. 
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suppose a given auditor is aware of a 
continuing internal control problem for 
a particular client, so that when he or she 
returns to supervise the audit field work 
from year to year, he or she is able to 
adapt the audit program for each engage- 
ment in succession. Alternatively, as in 
the LR study, the sequence of assign- 
ments might be for tasks which, though 
they might appear to the auditor to be 
similar in nature, require the application 
of quite different decision rules. For 
example, the auditor assigned to a se- 
quence of assignments in the same indus- 
try might be conditioned to expect a 
certain configuration of internal control 
problems because of generally similar 
accounting practices within the industry. 
In this context, the audit senior’s expecta- 
tion of similar accounting practices might 
result in a form of “interference” as 
identified in Postman and LR, which 
could lower the senior’s performance 
when a particular client within this se- 
quence has unique internal control prob- 
lems. On the other hand, a senior who is 
rotated among clients in different indus- 
try groups might be less likely to have 
expectations which can lead to interfer- 
ence. These propositions lead to the con- 
sideration of the following two hy- 
potheses: 


H2: The performance of the audit senior 
does not change throughout a sequence of 
assignments each of which is within the same 
industry group. (Alternate hypothesis: per- 
formance will decline at first and then im- 
prove steadily.) 


H3: The performance of the audit senior 
does not change throughout a sequence of 
assignments such that each assignment in 
sequence is in a different industry group. 
(Alternate hypothesis: performance will de- 
cline at first and then improve steadily.) 


In effect, these hypotheses propose 
that an interference effect is caused by the 
common factor of industry classification 
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of clients. It is reasonable to suppose that 


other factors in the audit environmeat < 


might produce the same effect, such as 
the size of the client or the time required 
to complete the audit assignment. How- 
ever, the industry assignment policy was 
chosen as the interference factor for this 
study since this information is readily 
available, and also because public ac- 
counting firms have continued to con- 
sider this an important factor in staff 
assignment policies. 


RESEARCH METHOD 


The data used to test the three experi- 
mental hypotheses is the performance of 
the audit senior as measured by staff 
evaluation forms completed by audit 
managers. The audit senior was chosen 
rather than audit staff at lower levels for 
three important reasons. First, auditors 
at the senior level are somewhat more 
homogeneous in terms of professional 
development relative to staff at lower 
levels. Second, auditors at the senior level 
usually will not be promoted as quickly 
as those at lower levels. For this reason, 
it is more feasible to obtain the data for 
the extended period of time which is 
necessary for this study. Finally, one can 
expect relatively good reliability of the 
audit manager’s review of the senior 
since the rating from is uniform in format 
and familiar to the reviewing managers.? 

After some preliminary discussions 
with a few national public accounting 
firms, two firms agreed to participate in 


6 There is a potential for bias of the review score in 
that the reviewing manager might have a purpose in the 
review which is unrelated to the performance ofthe senior 
on a given assignment. Unfortunately, because of the ex 
post nature of the data collection procedure in this study, 
it is not feasible to control for these sources of bias, and 
there is, therefore, greater exposure of type two error, the 
chance that the experiment will fail to reject the null 
hypothesis when it should be rejected. Chen and Lambert 
[1977] comment on some of the methods and the di£i- 
culties in identifying this type of bias. 
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the study. The two participating firms 


~ provided certain data from the staff 


£ 


dx. 


evaluation forms of audit seniors for 12 
consecutive assignments beginning with 
the first assignment following the indi- 
vidual’s promotion to senior. This data 
includes 40 seniors from an office of 
firm A with 378 related evaluation scores 
(480 possible) and 18 seniors from an 
office of firm B with 195 evaluation 
scores (216 possible). These audit assign- 
ments took place in the period 1971-1975, 
depending on the individual senior. The 
majority of these seniors were promoted 
in 1972, and the remainder were pro- 
moted to senior in 1971, 1973, or 1974.7 
Neither of the firms made any change in 
the staff evaluation form or in review 
policy during this period. The perfor- 


= mance measure obtained from these 


forms was the reviewers’ overall evalu- 
ation of the seniors’ work for each 
assignment, which was given on an 
ordinal scale from "superior" to “needs 


*“improvement.”® If any of the forms 


lacked complete data in any way (for 
example, if the reviewer indicated that he 
or she could not provide a rating on that 
assignment), then the assignment was 
omitted from the data base for this study. 
As a result, there are 573 usable evalu- 
ation scores for both firms. If this omis- 
sion interrupted a sequence of assign- 
ments used in the tests, then the entire 
sequence was excluded from the tests of 
the experimental hypotheses. 

The statistical test chosen for examin- 


` ing the changes in performance over a 


sequence of assignments is the sign test 
[Siegel, 1956]. This test is typically used 
in looking for differences between obser- 


++— vations on matched pairs (in this case the 


& 


assignment evaluation scores) when the 
sample size is limited or when it is possible 
to rank the observations, but where inter- 
val or ratio scale measurement is not 
appropriate. Thus, the sign test is chosen 
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for this study because of the ordinal na- 
ture of the data and because of the limited 
sample size in most of the test compari- 
sons. A one-tail test is used for testing the 
first-to-second assignment sequence, and 
a two-tail test is used for the second-to- 
third assignment sequence since there is 
a possibility of improvement on the third 
assignment. 


FINDINGS FOR HYPOTHESIS ONE 


The findings from the data show no 
evidence of a change in auditor perfor- 
mance in consecutive assignments with 
the same client. No significant differences | 
were found between the number of audi- 
tors who improved and those whose 
performance declined from the first to 
the second assignment for a given client, 
as shown in Table 1. Similar results are 
found for performance changes for these 
auditors from the second to third assign- 
ment with the same client. That is, the 
performance of these audit seniors as 
measured by staff evaluation forms does 
not appear to change significantly over 
a sequence of assignments with the same 
audit client. 

. These findings can be interpreted in at 
least three ways. First, the findings might 


7 Firm B did not respond as fully to the request for 
data as did firm A, and as a result some of the intended 
test comparisons were no: possible for the firm B data, 
as nozed in Tables I. 

8 Firm A used a three-point scale and firm B. used а 
five-point scale in this evaluation. Additionally, the firm 
B form requires a single composite evaluation in which 
the manager summarizes his overall assessment of the 
senior in this assignment, while the firm A rating form 
requires the manager to rate the senior on a number of 
different criteria, such as completeness of his working 
papers and the accuracy of his work. For firm A, a com- 
posite performance score was computed from the simple 
average of = selected subset of seven of these criteria rat- 
ings. Some guidance in this selection was obtained from 
the firms pzrticipating in this study. In addition, each of 
the subsequent tests was performed using each of these 
criteria singly as well as the composite score. No im- 
portant differences were noted between the patterns of 
performance observed for each of the criteria and the 
pattern for the composite score. 


570 


TABLE 1 
CONSECUTIVE ASSIGNMENTS WITH THE 
SAME AUDIT CLIENT 








The number of audit seniors whose performance improved 
or declined on consecutive assignments* 














Change from first |Change from second 
to second to third 
assignment assignment 
Improve- Improve- 


Firm A М№| n Decline ment |n Decline ment 





11 1 6 10 





Note: The number л is the total number of assignment 
sequences available for the test. The total number of 
performance changes is less than n because of ties. The 
number N is the number of audit staff. 

* These differences are not significant at a а «0.5. А 
t-test comparison of mean performance for the three 
assignments produced the same results. The mean scores 
—first assignment (12.3), second (12.3), arid third (11.5) 
—are not significantly different at «= .05 (a higher score 
signifies lower performance). There were not enough 
repeated assignments with the same client in the firm 
B data for a statistical test. 


result from the reviewing manager's 
expectation of higher performance for 
the senior in repeating these assignments. 
Thus, the scores show no significant 
change in reported performance though 
some improvement has taken place. 
Second, the evaluation scores may not 
change if the same manager and senior 
were scheduled together for each assign- 
ment with a given client; as is common in 


practice. (It is also evident for many of 


the sequences in these data.) In this case, 
the manager might form an opinion of 
the senior on the first experience and 
repeat that evaluation for each later 
assignment. Third, there is simply no 
-significant performance change over the 
sequence of assignments. In summary, 
these findings seem to suggest that either 
-the performance of the audit senior does 
not change significantly for consecutive 
assignments with the same client or that 
this change is not reported by the review- 
ing manager. Although these findings 
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should not be generalized beyond the 


context of the present study, there is some 


indication that a firm should use caution 
in accepting an assignment policy based 
upon the assumption that audit staff per- 
formance improves with repeated assign- 
ments with the same client. 


FINDINGS FOR HYPOTHESIS Two 


The results of the analysis for the 
second hypothesis produced significant 
findings. As outlined in Table 2, the per- 


formance of audit seniors in consecutive : 


assignments within the same industry 
shows a pattern of decline in perfor- 
mance at first, followed by subsequent 
improvement. This finding suggests that 
audit managers of thesé two public ac- 


TABLE 2 
CONSECUTIVE ASSIGNMENTS IN THE SAME INDUSTRY 





The number of audit seniors whose performance improved 
or declined in consecutive assignments* 





Change from second 
to third 
assignment 







Change from first 
to second 
assignment 






Improve- 
n Decline ment 















17 ** 





seniors 40| 32 





Note: The number 7 is the total number of assignment 
sequences. The total number of performance changes is 
less than п because of ties. The number N is the number 
of participating audit staff. 

* If the data for a given senior included more than one 
three-assignment sequence for a given industry, only the 
first of these was included in the analysis, since one would 
expect the learning in the earlier sequence to add a con- 
founding factor to tke analysis. 

** This difference is significant at a < 0.5. At t-test com- 
parison of mean performance for the three assignments 
produced the same results. The mean scores—first 
assignment (A-11.8, B-3.7), second (A-12.6, B-3.9), and 
third (A-12.2, B-3.5j—are not significantly different at 
a=0.5, except for the change in performance from first to 
second assignments for firm A seniors (a higher score 
signifies lower performance for both firm A and B). 
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TABLE 3 


“е CLASSIFICATION OF ASSIGNMENT SEQUENCES IN 


Ж 


мафи 


, Other 


TABLE 2 BY INDUSTRY CATEGORY 















The number of assignment 
sequences (n) in each 
industry 





Industry Category 





Banking and Financial 
Merchandising 
Manufacturing 

Utility 


counting offices should be concerned 
about the effect on staff performance of a 
sequence of assignments in the same 
industry. Of course, additional research 
of this type is needed in order to clarify 
the effects on audit performance of 
alternate policies for personnel assign- 
ment. 

The industry of the client in each as- 
signment sequence was provided by the 


. firms, and is shown in Table 3. The firms 


were asked to classify the industry of the 
client in one of the following six categor- 
ies—banking and financial, transporta- 
tion, merchandising, manufacturing, 
utility, and other. Industries with eight 
or more assignment sequences were 
analyzed, and no significant performance 
changes were found. Thus, it appears 
that the performance changes observed 


in Table 2 cannot be explained only by 


the industry of the assignment. 
FINDINGS FOR HYPOTHESIS THREE 


Hypothesis three is the situation for 
which the auditor has a sequence of 
assignments each of which is in a different 
industry—for example: Industry A, In- 
dustry C. One would expect from the 
cited studies that little or no interference 
would take place since the nature of the 
tasks in the sequence is now somewhat 
different; whereas for hypothesis two, 
the tasks are somewhat similar. The data 
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'TABLE 4 


CONSECUTIVE ASSIGNMENTS EACH IN A DIFFERENT 
Я INDUSTRY 








The number of audit seniors whose performance improved 
or declined in consecutive assignments* 











Change from first | Change from second 





to second to third 
assignment assignment 
Audit —- 
Senior Improve- 


n Decline ment 


Note: The number n is the total number of assignment 
sequences. The total number of performance changes is 
less than п because of ties. The number N is the number 
of participating audit staff. 

* These differences are not significant at a <.05. A 
t-test comparison of mean performance for the three 
assignments produced the same results. The mean scores 
—first assignment (A-12.3, B-3.6), second (A-12.5, 
B-3.5), and third (A-12.0, B-4.1)—are not significantly 
different for a=.05 (a higher score signifies lower per- 
formance for both firm A and Firm B). 


were analyzed in the same manner as 
above to test for this hypothesis and, as 
shown in Table 4, it was found that there 
was no. significant improvement or de- 
cline in performance for seniors of either 
firm. Thus, in comparing the findings for 
hypothesis two and hypothesis three, it 
seems that interference may appear more 
readily for a sequence of assignments in 
the same industry than for a sequence of 
assignments each of which is in a different 
industry. | 
LIMITATIONS 


These findings should be interpreted 
carefully because of the limited data and 
the limited validity and reliability of the 
staff evaluation form for measuring staff 
performance. Additionally, because of 
the limited scope of the study it has not 
been possible to control for many factors 
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which can influence staff performance 
and staff evaluation, and thus could have 
a confounding affect on the test results. 
For example, factors such as the nature 
and timing of feedback, the auditor’s 
prior experience, and the influence of 
extrinsic and intrinsic reward systems 
could affect staff motivation and per- 
formance. Also, the experimental tests 
do not control for the potential effect of 
assignment-related factors such as the 
length of the assignment, the difficulty 
of the assignment, and the size of the 
client. 
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public accounting firms, this study has 
pointed out some areas of concern for the 
purpose of developing a strategy for 
scheduling audit. assignments.: Specifi- 
cally, the findings of the data analysis and 


the results of prior learning studies sug-. 


gest that the audit manager should be 
aware of the potential for decline in per- 
formance by audit seniors in the early 
phase of a sequence of assignments in the 
same industry. In contrast, no significant 
decline or increase in performance is 
found over a sequence of assignments 
either (a) for the same audit client, or (b) 


for clients in different industries. It is to 
be hoped that the findings.of this study 
will point the way for more informed 
policy and research directions for the 
assignment of audit personnel. 


SUMMARY 
Based upon a review of the research 
findings in learning theory and an analy- 
sis of the evaluations of audit seniors on 
the staff evaluation forms used by two 
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REVIEW ARTICLE n 


State of the Art —Non-Business 
Accounting 


William J. Vatter $ 


INCE the beginning of 1978, several 
- publications have evidenced a re- 
newed interest in those areas of 
accounting which are somewhat outside 
the purview of business-oriented thought 
—governments, quasi-public institutions 
(such as hospitals, societies, and clubs), 
religious organizations, universities and 
colleges, foundations and the like. The 
first to appear was a proposed revision 
of a chapter from Governmental Ac- 
counting, Auditing and Financial Report- 
ing, published in 1968 by the Municipal 
Finance Officers Association. This chap- 
ter on Principles was circulated by the 
National Council on Governmental Ac- 
counting for comments to be returned by 
June 15. This is an improvement on the 
pattern of principles that has been devel- 
oping since 1934, but no drastic changes 
in the well-established pattern are ob- 
servable. 

Some time before this, the Financial 
Accounting Standards Board (FASB) 
had commissioned a research study by 
Robert N. Anthony, entitled Financial 
Accounting in Nonbusiness Organizations: 
An Exploratory Study of Conceptual 
Issues. This was completed and pub- 
lished by the FASB in May, 1978, as a 
Research Report, in continuation of the 
Board’s interest in conceptual develop- 
ments in accounting. Following its usual 
practice, the Board arranged hearings to 


PNG 
discuss written comments on the report 

on October 12 and 19, and a last one on . 
November 3. The written comments were 

to be submitted by September 11. To 
facilitate this, a ten-page "Discussion 
Memorandum" was circulated on June 

15: this was a statement of the issues’ ~ 
raised in the Report with additional 
questions added. 

At this writing (December, 1978) 
nothing further has been released by .— 
FASB except an ll-page “Overview” 
written by Anthony, entitled "Financial 
Accounting Concepts in Nonbusiness 
Organizations." This paper calls atten- 
tion to the need for a unifying theme from 
which concepts related to both business . 
and non-business accounting might be 
developed. The author suggests that 
“capital maintenance" could serve as a 
starting point to build the conceptual 
framework. The argument for this is that 
both groups must balance inflows and 
outflows so as to avoid the erosion of 
capital if they are to survive. In the busi- 
ness firm, this produces an emphasis on 
earnings to cover costs, including the 
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Editor. 


William J. Vatter is Professor Emeritus, 
University of California, Berkeley. 


Manuscript received and accepted January, 1979. 


574 


Vatter 


cost of capital. Capital maintenance 


"concerns the non-business organization 


РА 
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in the pattern of operating “within the 
budget"—Aa “break-even” case of capital 
maintenance. On the assumption that 
this unifying idea could be accepted, 
Anthony proceeds to show that only a 
few major questions would need to be 
resolved: 


(1) A principle must be developed that 
will distinguish operating inflows 
from capital inflows. 

(2) Principles are needed to establish 
when the non-business inflows are 
to be recognized; realization from 
sales of goods or services may not 
be adaptable to non-business in- 
flows. 

` (3) While a business charges depreci- 
ation to match expirations of capi- 
tal costs with revenue, non-busi- 
ness organizations acquire capital 
assets by grants or legislation, and 
principles must span this gap. 

(4) There are other problems, such 
as volunteer services, gains and 

- losses, and the measurement of 
income from endowments, but 
these are not difficult. 


This result would be desirable, but the 


major difficulty lies in motivation; the 


business firm is motivated by the hope of 
augmenting its capital to produce growth 
from profits; the typical non-business 
organization has no such motivation, 
because its capital (indeed, practically 
all of its inflows except service charges) is 
supplied by asking for it, or having a 
legislature appropriate it. The basic 
point of California's Proposition 13 is 
that there is no way to provide motivation 
for governmental cost reduction and 
efficiency except to limit the supply of 
resources. Perhaps there is a way to con- 
trol motivations in non-business organi- 
zations. 
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The only other item which this reviewer 
has found in current publications is a 
six-page condensed (typographically as 
well as rhetorically) “Analysis of the 
FASB Anthony Report," published by 
the Municipal Finance Officers Associ- 
ation. It is a digest of the report with an 
appendix that adds the questions posed 
in the discussion memorandum to a repe- 
tition of Anthony's 16 issues, but it offers 
no evaluation or comment. 

Thus, the developments of the year 
with respect to non-business accounting 
are limited to the content of the Research 
Report, which is reviewed at length in the 
following pages. 


THE ANTHONY REPORT 


The report opens with a brief review of 
the current situation regarding the field 
of ‘‘non-business” accounting. There are 
a number of statements of accounting 
procedures applicable to such organiza- 
tions as general or municipal govern- 
ments, colleges and universities, inde- 
pendent schools, hospitals and other 
health and welfare agencies, churches, 
clubs, and museums. In addition, there 
are five AICPA Audit Guides, as well as 
a pending “Statement of Position," which 
when approved will apply to most non- 
profit institutions not now covered. Sev- 
eral states have laws which spell out the 
principles to be followed by their govern- 
mental units, but these are not consistent 
with publications of the National Coun- 
cil on Governmental Accounting, nor 
with the AICPA Audit Guides. In about 
half of the 50 states, the state accounting 
systems are on a cash basis, or some 
other basis not consistent with NCGA 
positions. A research study covering the 
reports of 46 cities indicated that more 
than half of them did not comply with 
NCGA principles. Some reports in the 
municipal area are seriously deficient. 
Jan Lodal is cited (p. 4): 
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New York is perhaps the outstanding ex- 

‚ ample of such a situation, having "balanced" 

its books according to its own self-imposed 

financial policies and system while accumu- 
lating a true deficit of $4 billion. 


Anthony adds, “some users find existing 
financial reports deficient in that they 
provide fragmented information, are un- 
necessarily inconsistent in format and 
terminology with financial reports of 
business enterprises, and therefore are 
difficult to understand" (p. 4). 

These and other considerations are 
seen as pointing to a need for action of 
the sort which has been the work of the 
FASB, and especially the need for a 
conceptual framework—“‘a set of broad, 
internally consistent fundamentals, and 
definitions of key terms." The purpose of 
the Anthony report is “to identify the 
problems that would be involved in ar- 
riving at one or more statements of objec- 
tives and basic concepts of financial 
reporting of non-business organizations." 

The report does not attempt to define 
a "non-business organization," but the 
term “should be understood to include, 
roughly, governmental and other non- 
profit organizations" (p. 7). A more 
precise definition is deferred to Chapter 5. 

The definition does not really emerge 
there, either, being lost in a complex of 
arguments concerning the criteria to be 
applied in establishing distinctions be- 
tween business and non-business organi- 
zations. 

There is, however (p. 8), a list of 25 
non-profit organizations from an ex- 
posure draft dated April 1, 1978 of the 
AICPA Accounting Standards Subcom- 
` mittee on Nonprofit Organizations. This 
: list is fairly exhaustive, and it is “useful 
background for thinking about the prob- 
lem." Anthony sets up two categories of 
non-profit organizations: Type À which 
includes “non-profit organizations 
[which] obtain their financial resources 
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entirely, or almost entirely, from revenues 


realized from selling goods or rendering“. 


services’ ' (p. 9), and Type B which. obtain 

“a significant amount of financial re- 
sources from sources other than the sale 
of goods and services" (p. 10). 

By way of further clarification of the 
scope of the study, the author gives his 
reasons for excluding the subjects of in- 
ternal accounting, budgetary informa- 
tion, special purpose reports, and stan- 


dards, as such. Human resource and 4~° 


social accounting as well as the measure- 
ment concept (departures from historical 
cost) are excluded, except that “depreci- 
ation on replacement cost, and the 
computation of endowment earnings in 
periods of changing price levels are excep- 
tions to the basic approach.” Issues 


having to do with multi-level.and con- * 


solidated reports, affiliated and ancillary 
organizations, or overlapping of interests 
are excluded as matters of standards 
rather than concepts. There are six pages... 
of premises of the study, mostly con- 
cerned with the accounting model, refer- 
ences to earlier studies, and assumptions 
about users of financial information. 
The plan of the report is given: 


Chapter 2. Problems of identifying 
users and their information 
needs. 

Alternative concepts of 
reporting; Operating ver- 
sus Financial Flow State- 
ments, 

Alternative concepts re- 
garding certain items 
reported in Financial 
Statements. 

Three basic issues 
garding the appropriate 
boundaries for a set of 
accounting "concepts for 
non-business organiza- 
tions. 


Chapter 3. 


Chapter 4. 


Chapter 5. 


ге- «^ 


H 


a 


we 


Vatter 


A section is devoted to special termi- 
nology, but since these definitions are 
restated more concisely (in a longer list 
which does not include “‘spending’’), we 
defer discussion of them here. However, 
we note that, 


Spending has to do with the resources used 
in an accounting period. It is an intentionally 
vague term, broad enough to encompass the 
alternative specific concepts of encumbrance, 
expense, expenditure, or. cash disbursement. 
Its only purpose is to permit statements to be 
made that do not imply a preference for one 
-of these specific concepts. It is not recom- 
mended for use in a concepts statement; a con- 
cepts statement should use one or more of the 
specific terms, depending on the approach 
that is finally decided upon (p. 30). 


Chapter 2 is concerned with two of the 
16 basic issues. One is identifying the 
principal classes of users of non-business 


. reports; the other is identifying the infor- 


mation needs of these users that can be 
met by general purpose financial reports. 

The list of users includes: (1) Govern- 
ing Bodies, (2) Investors and creditors, 
(3) Resource-providers, (4) Oversight 
Bodies (i.e., regulatory agencies or com- 
mittees of legislatures), and (5) Con- 
stituents (taxpayers, the general public, 
participants in a health maintenance 
organization, or members of a club or 


. fraternal organization). The author rec- 


A 


РЫ 


ognizes the lack of sharp distinctions 
among these groups. They overlap; they 
are not exhaustive; not all of them are 
found in every organization; their im- 
portance varies as between different 
entities and at different times; they are 
not equally competent; nor do they all 
have sufficient time to form positive 
judgments from the review of financial 
reports. There are other groups who use 
financial information that are not in- 
cluded, because their needs are highly 
individual or special, and cannot be 
considered in formuating.a conceptual 
framework. 
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Based upon this configuration of users, 
the general nature of user needs for 
information is set up in four categories: 
(1) Financial Viability, (2) Fiscal Com- 
pliance, (3) Management Performance, 
and (4) Cost of Services Provided. Finan- 
cial viability comprises more than the 
usual tests of solvency and liquidity; 
also involved are (a) the nature of re- 
source inflows (the degree of confidence 
that the resource-flows from given 
sources may be depended upon to con- 
tinue at given levels) and (b) resource 
transferability (whether resources can be 
transferred to achieve various purposes, 
or whether they are restricted to specified 
activities). In part, viability 


is indicated by the relationship between re- 
source inflows and resource outflows during 
a period. This is analogous to the concept of 
“earnings” in a business enterprise, which also 
shows the difference between resource inflows 
(ie., revenues and gains) and resource out- 
flows (i.e., expenses and losses) (р. 49). . 


But on the immediately preceding 
page, the "earnings" concept was re- 
jected: ML 


In analyzing the type of information needed 
by those interested in nonbusiness organiza- 
tions, this approach [earnings] seems inade- 
quate for two reasons. First, earnings, or 
profitability, as such is not an appropriate 
concept in a nonbusiness organization, al- ` 
most by definition. Second, the groups of 
users identified in the preceding section have 
needs that cannot be satisfied by an “еагп- 
ings" amount, or by a number that is analo- 
gous to it (p. 48). 


Fiscal compliance refers to the spend- 
ing mandates legally prescribed, (ap- 
propriations, or conditions with respect 
to grants) or by expressed intentions of 
the governing body. Users seek assurance 
that these mandates have been complied 
with, and that resources have been used 
for the intended purposes. Management 
performance is a matter of 
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how well the money was spent, to the extent 
that accounting can shed light on this. (The 
terms “stewardship” and “accountability” 
are often used for this idea, but these terms 
are used by some people to refer to compli- 
ance only.) (p. 50). 


Thus, user needs for information about 
management performance are merely 
mentioned; since budgetary information 
has been excluded from consideration, it 
is difficult to see how users could appraise 
performance except by using cost of 
services performed, which is discussed as 
follows: 


Citizens are interested in how much their 
government spends for recreational facilities 
as compared with roads. Prospective donors 
may be interested in the amount a college 
spends for its library compared with its 
athletic program. . . . Creditors, for example, 
may have doubts as to the long run viability 
of an organization that spends what is be- 
lieved to be an inordinate amount for adminis- 
tration. ... [U ]sers also need program spend- 
ing information that has a time dimension. 
They need to know whether current constitu- 
ents receive an equitable amount of services 
as contrasted with that which is to be pro- 
vided to future constituents (pp. 50-52). 


To the writer, it seems obvious that 
this emphasis on comparison really sug- 
gests the clear superiority of expense 
(ráther than expenditure) as a measure of 
current period costs. The report, how- 
ever, passes over this point in the attempt 
to remain "neutral." 

The chapter closes with some observa- 
tioris on the difficulty of measuring goal 
attainment as expressed in money; the 
lack of unanimity as to the items included 
in user needs and their relative impor- 
tance; and the limitations of financial 
reports in the attempt to report such 
things as the reputation of the organiza- 
tion, the ability of its personnel, and the 
quality of the services provided. 


‘Chapter 3 is concerned with how finan-: 


cial reports can best meet the needs of 
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users. First, there is a summary of the 
general contents of the three basic finan- 
cial reports used in the business area— 
the Income Statement, the Statement of 


ОА 


Changes in Financial Position, and the ' 


Balance Sheet. The Balance Sheet is here 
viewed as of minor importance; when 
that issue is raised (No. 14, discussed at 
p. 114f.), Anthony concludes: 


Inshort, no conceptual issue that is peculiar 
to the balance sheet has been identified. This 
may, however, be an oversight. In order to 
provide an opportunity to raise and discuss 
issues that may exist, the following is in- 
cluded in the list of issues: . . . Are there con- 
ceptual issues related to the balance sheet? 


(p. 115). 


The author's position is that a thorough ` 


consideration of the various flow state- 
ments would answer the question of how 
things might appear (and what should 
appear) on a Balance Sheet. 

Ten definitions are presented as special 
terminology (four of which were dis- 
cussed at length in Chapter 1 (pp. 30- 
31). These are condensed here. Financial 
Resource inflows are all financial re- 
sources made available, [reviewer’s ital- 
ics] during an accounting period that 
increase an organization's equity. They 
consist of Operating Inflows and Capital 
Inflows. Operating Inflows are related to 
operations of the current period and 


include (1) Revenues and (2) Other - 


Operating Inflows. (Gains and losses are 
excluded for simplicity. Revenues are 
amounts realized in exchange for goods 
and services during the current period. 
Other operating inflows (Non-revenue 
inflows) include “all operating inflows 
other than revenues.” (After giving ex- 
amples, the author adds, "to the extent 
that these inflows are related to the 
operating activities of the current pe- 
riod”) (p. 61). Capital Inflows include “ай 
financial inflows other than operating 
inflows" but again, after giving examples, 


ix d 


these | [capital] inflows are intended for . 


2 Expenditures are the “monetary measure . 
of the [total] amounts of goods and 


Vatter 
a phrase is added: “to the extent that 


the benefit of activities of future periods? 


* (p. 61). Asset Conversions are transac- 


tions that "convert an asset or liability 
into another asset or liability but that do 
not result in a change in.the organiza- 
tion's equity" (p. 61). Expenses are the 
"monetary measure of the amounts of 
goods and services used for operating 
activities of the current period" (p. 61). 


services acquired during the current 
period, whether or not used in operating 
activities of that period" (p. 61). Oper- 
ating Statement—A report showing “op- 


erating inflows, expenses, and the differ- . 


ence between them during the current 
„~ period" (p. 61). A Financial Flow State- 
ment reports "some or all [reviewer's 
italics] of the financial resource inflows, 


expenditures, and/or asset conversions, 


during the current period" (p. 61). (The 


~““italics added by the reviewer cover the 


Fa 


P 


case illustrated as Statement F (p. 65) and 
further discussed herein, below, p. 581 of 
this paper.) The definitions of expense 
and expenditure are worth a comment. 
The cost of goods and services used dur- 
ing a period would include depreciation 
as a cost of using an asset during the 
period, as well as the cost of future pay- 
ments which will be required to compen- 
sate employees for vacations, leave pay, 
or pensions earned during the period 
even though they may be payable in the 
future, one or many periods hence. 
Expenditure would not include these 
items, but would. include purchased 
goods in inventory at the end of the 


we current period. 


e 


This terminology is applied to a num- 
ber of illustrative reports, the first of 
which is an Operating Statement which 
is not a “financial flow statement,” i.e 
one which recognizes current period costs 
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measured as expenses. To distinguish 
this from the other (financial flow) re- 
ports, the operating statement has no 
identifying symbol other than its title, 
while the financial flow statements are 
lettered A, B, C... F. 

The Operating Report shows Revenues 
(400), Endowment Earnings (80), Grants 
for Operations (60), and Total Operating 
Inflows (540). This amount is reduced by 
Expenses (510) to arrive at Operating 
Excess" (30). “Operating Excess" un- 
fortunately suggests redundance, indul- 
gence, or superfluity. It might have been 
replaced by "increase in Current Equity 
from Operations," or, more simply, 
“Operating Margin." 

Financial Flow Statement A begins 
with the “Operating Excess" from the 
operating statement and adds **Noncash 
Expenses" (20) to obtain 50 as Total from 
Operations. To this are added Increase in 
Borrowing (38) to show Total Sources 
(88). Additions to Inventory (55) and 
Transfers to Plant (40)—a total.of 95— 
are subtracted from the Total Sources 
(88) to arrive at a Decrease in Cash (7). 
The “Transfer to Plant" suggests that 
there may bea plant “‘group of accounts," 
but there is no other mention of that 
possibility. 

Financial Flow Statement B is one that . 
could be used to replace the operating 
statement by integrating its content 
within it. But the expense data in the first 
operating statement are replaced by 
expenditure data. Thus, while the Oper- 
ating Inflows remain at 540, total Ex- 
penditures are 545, and the Inflow from 
Operations becomes ап Outflow of 5. . 
This outflow is covered by the Increase in 
Borrowing (38), making the net Total 
Sources (33). Deducting the Transfers to 
Plant (40) (but mot the Addition to 
Inventory (55), which was included in 
operating expenditures), the Decrease in 
Cash is again 7. . 
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Financial Flow Statement C is in 
another form, showing three funds. The 
Operating Fund is represented only by 
the label, "Same as A or B." But State- 
ment A showed Inflow from Operations 
(50)—adding Depreciation (20) to Oper- 
ating Excess (30), while Statement B 
showed Operating Outflows of 5. State- 
ment B omits Additions to Inventory (55) 
since it is included in Operating Ex- 
penditures. These items offset each other, 
but it is confusing to treat them this way, 
having the remainders taken care of in a 
separate report. 

Statement C is different from the earlier 
ones, as transactions are added to the 
discussion. There are now Endowment 
Gifts (140) added to the Monetary Capi- 
tal Flows Fund, together with Endow- 
ment Income (70) and Endowment 
Gains (20), which total to 230 of Inflows 
to that Fund. The outflow consists of 
only the 80 previously included as En- 
dowment Earnings in the Operating 
Inflows. The Plant Fund also has two 
additional transactions, Additional Bor- 
rowing (25) and Grants for Plant (70). 
Thus, the “Plant Fund" part of State- 
ment C combines the Additional Bor- 
rowing (25) and Grants for Plant (70) 
with the Transfers of 40 shown in earlier 
reports to get Total Sources of 135. A 
deduction for Depreciation of (20) re- 
duces the Plant Increase to 115. Note 
that the 20 of depreciation is an expense 
in the plant group of accounts, but does 
not affect operations in any way. Oper- 
ating expenditures in Statement B were 
545, which is expense of 510 plus inven- 
tory additions of 55 minus depreciation 
of 20. This is the correct expenditure 
figure, but it does not include depreci- 
ation. : 

There is still another difficulty here. 
The reader may have noticed that En- 
dowment Earnings (80) (in the operating 
statement) has become Endowment In- 


I 
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come (70) in the Monetary Capital - 


Flows. Evidently some of the 70 incomes ` 


plus 20 gains was retained in the Mone- ^ 
tary Capital Flows Fund, in the form of * 
cash. 

Financial Flow Statement D arranges 
Revenues (400), Endowment Income and 
Gains (90), Endowment Gifts (140), both 
Operating and Plant Borrowing (63), 
and both Current and Plant Fund Gifts 
(130) to produce Total Sources (823), 


less the sum of Operating Expenditures 4.7 


(545), Endowment Fund Investments (of. : 
Gifts) (135), and Plant Additions (126), : 
or 806 for Total Uses, to yield a Cash 
Increase of 17. The Investment.of En- 
dowment Gifts (135) and the Plant Addi- 
tions of (126) are new items; they were - 
not in Statement C. The Cash Increase 
(17) is explained as the sum of Endow- .. 
ment Cash Increase (15) and Plant Cash 
(9), less the Decrease in Operating 
Cash (7). КЕ o 
Financial Flow: Statement E is an 


aggregated statement (which shows the ^ 


consolidation of all funds;.it is set up to 
be accompanied by an Operating State- 
ment). Because of this, it begins by adding. 
"Operating Excess" (30), and Depreci- 
ation (20) to show the Total from 
Operations (50). The other inflows are 
Endowment Income (10)—the net after 
eliminating the Transfer to Operations: 
(80)—Endowment Gifts (140), Addi- 
tional Borrowing (63) and Grants for · 
Plant (70), to show Total Sources (333). 
The uses are: Additions to Inventory. 
(55), Additional Investments (135), and- 
Additional Plant (126), a total of 316, 
which leaves the Net Increase in Cash 
(17). These totals, 333 (Sources) and 316 


(Uses) are considerably smaller than .,- 


those shown in Statement D, because the 
Sources in the Operating Statement were 
left out by showing only.the Net Oper- 
ating Excess added to depreciation, as in 
Statement A, to show 50 of Sources from * 


| Vatter 


Operations. Allowing for this, the differ- 
ence in Total Sources is explained—823 
less 333 is 490, the amount of Total In- 


‘flows in the Operating Statement; but 


although the Endowment Earnings (80) 


was eliminated in the aggregation, the 


‘Grants for Operations (60) should not 


have been eliminated, for it was not an 
interfund transfer. The . Total Sources 
must be 393, not 333. 

Applying the same aomadh to the 


. Total Uses, reducing it by 430 to correct 


. for the 60 error in excluding grants,. we 


get 806 — 430 — 376; the indicated amount 
of Uses as corrected. This result would 


'show the Increase in Cash as 393—316 


or 77, not 17, as stated; something else is 
amiss. The answer is that Statement E 


: started with the Total from Operations 


. as 50, taken from Statement A (based on 


the original. Operating Statement); when 


Ў "it should.-have used the expenditure- 


based figures from Statement B, which 
shows the difference between Operating 
Inflows (540) and Expenditures (545) as 


, an outflow of 5, instead of the inflow of 


50 in Statement E. This difference would 


" bring the Cash Increase to 17, the correct 


; amount, but the. 55 of Additions to ` 


Inventory (shown explicitly in Statement 


: E) would then not have been shown there; 


in an expenditure-based report, that item 


is included in Operating Expenditures as . 


` in Statement D, not as a separate “Use” 


‘as in Statement E. While all this may seem 


trivial, this reviewer sees it as a reasonable 
argument.against the use of different 
concepts and financial reports (especially 
the latter) for non- -business and business 
organizations. 

Financial Flow Statement F. This 
method of presenting the result of activi- 
ties for a period in a non-business organi- 
zation reflects a basic difference from any 
of the preceding examples. It starts by 


` adding Revenues (400) and Endowment 


‚з 
^ 
6 


Income and Gains (90)—leaving out the 
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transfer this time—to get a “subtotal” 
(490). Expenses (510) are subtracted from 
this amount to leave an unlabeled deficit 
of 20. This, in turn, is covered by adding 
Gifts for Operations (60) to produce 
“Operating Excess” of 40. Capital Gifts 
—for Endowment (140 and for Plant 
(70)—total 210, are added to produce 
Increase in Capital (250). Borrowings of 
both kinds (63), the Additional Endow- 


` ments (135),.and the New Plant (126) do 


not appear. An explanation of the “‘In- 
crease in Capital" (250)—not furnished 
in the text—is: 


"Operating Excess" per expense-based compu- 
tation; $ 50 
Less Cash Income retained in Endowment Fund I0 
Operating Excess per Statement E 


Add: Gift to Increase Endowment $140 
Gift to Finance part of New Plant 70 


“Increase in Capital" 


The Total Increase in Capital (even by 


‘the. definition implied) is 260, not 250. 
The 10 Cash left in the Endowment Fund 


is Income, and it is as much an Increase 
in Capital as Revenue less Expense. 
Whether Borrowings of 63, Plant Addi- 


: tions of 126 and Cash Income of 10 ought 


to be ignored in a Finàncial Flow State- 
ment is not, in this reviewer's opinion, a 


` moot question! : 


. The remainder of the report is devoted 
to the discussion of 14 remaining issues, 


: which are listed here as they appear in 


the report: 

Issue Three Do users need a report of operating 
flows that is separate from a report of 
capital flows? 

Issue Four © Do users need an operating statement? 

Issue Five Do users need a report of cost of ser- 
vices performed? 

Issue Six Should financial flow statements report 


encumbrances as well as, or instead of, 
expenditures? 
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Issue Seven Do users need a single, aggregated set 
of financial statements for the organiza- 
tion rather than separate financial 
statements for each fund group? If the 
latter, what criteria should determine 


the composition of fund groups? 
Are there conceptual issues related to 
the balance sheet? 


How should the nonrevenue operating 
inflows of an accounting period be 
measured? 


Issue Eight 


Issue Nine 


How should endowment earnings be 
measured? 


Issue Ten 


Tssue Eleven Under what circumstances, if any, 

should a charge for the use of capital 

assets be recorded as an item of spend- 

ing? 

Issue Twelve Should pension costs be accounted for 

as spending in the period in which the 

related services were rendered? 

Issue Thirteen Under what circumstences, if any, 
| should donated or contributed services 

be reported as an item of expense at 


their fair value? 


How, ifat all, should business organiza- 
tions be distinguished from other or- 
ganizations for the purpose of develop- 
ing accounting concepts? 


Should the federal government and/or 
state governments be excluded from 
the applicability of financial account- 
ing concepts for non-business organ- 
izations? 

Should a single set of concepts apply to 
all types of non-business organizations, 
or should there be one set for govern- 
mental organizations and one or more 
additional sets for non-governmental, 
non-business organizations? 


Issues Three through Eight are dis- 
cussed in the remainder of Chapter 3, 
Issues Nine through Thirteen are dealt 
with in Chapter 4, and the last three are 
the focus of attention in Chapter 5. In the 
125 pages or so used for these expositions, 
each of these 14 issues is thoroughly dis- 
cussed in a general pattern, as follows: 
(a) introductory background, (b) state- 
ment of the issue, (c) arguments for each 
approach to that issue, (d) arguments 
against, and (e) comments of various 
kinds. This mode is in keeping with the 
intention expressed on page 29, where the 


Issue Fourteen 


Issue Fifteen 


Issue Sixteen 
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author wrote the following about these 
issues: 


Background material ...is intended to be 
entirely descriptive; if any value judgments 
are inferred, their inclusion is unintentional. 
... Relevant considerations relating to the: 
issue are listed. Essentially, these are pros and 
cons for each of the alternative ways of re- 
solving the issue. 

It should be emphasized again that the 
study stops at this point. There is no attempt 
to weigh the relative merits to the various 
pros and cons, and hence to arrive at a con- 
clusion or recommendation on the issue. This 
is the task for the next stage, if and when the 
FASB decides to develop objectives and basic 
concepts. ... 


This approach has the result of bringing 
to the fore (so far as can be seen) every 
position that could be taken by anyone 
connected with the study. The fact that 
the 53 advisors listed immediately after 
the preface were drawn from various 
organizations would tend to sharpen the 
issues and bring up whatever pros and 
cons appeared to be relevant. The group 
contained eight CPA firm partners, five 
accounting educators, 12 from various 
governmental organizations, six from 
hospitals and other health and welfare 
institutions, four from investment firms, 
three finance officers of universities, 
three from foundations, two from church 
organizations, and each from ten other 
kinds of organizations, such as the Com- 
munity Fund, a professional society, a 
pension fund, a museum, and a bank. 
With such a group of participants, one 
would expect that no large stone or even 
a small pebble would remain unturned. 
Some examples are given below, to 
elucidate: 

[T]hose who favor the “expenditure” ap- 
proach may refer to either of two expenditure 
definitions. One group favors the budgetary 
expenditure approach in which expenditures 
are recorded only for those items for which 


appropriations or similar resources have been 
provided in the current period; they would 


+ 


dt 


РА 


oh! 


cU 


Vatter 


omit, for example, pensions and other liabili- 


Кезш ties that do not come due until the future and 


` 


that will be discharged by appropriations or 
other resources expected to be provided at 
that time. Those who favor this definition 
ináintdin that there is no reason to record. a 
. liability if no provision is made in a current 
appropriation for discharging this liability. .. . 
Those who favor the conventional defini- 
tion of expenditures, in which all liabilities 
are recorded as soon as they exist, maintain 
that to do otherwise is to present misleading 
` financial information (p. 84): 
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whether they should be counted as operating · 
inflows in 1978 when they are actually pay- 
able. (This doubt would-be resolved in an 
accounting standard.) 

. . . if dues intended to finance 1978 services 
were received in 1977, they would be oper- 
ating.inflows in 1978 under the matching 
alternative, but they would be operating in- 
flows in 1977 under the availability alterna- 
tive. Dues intended for 1978 activities not 
paid by the end of 1978, but for which pay- 
ment is expected, would be operating inflows 
for 1978 under either alternative. 


The subject of depreciation of capital 
assets occupies 13 pages in which the 
methodology related to computations is 


In discussing the problem of timing 
(largely solved in business accounting by 
the concept of realization), the report 


takes the position that (pp. 123 ff): 


In general, an asset is recorded when the 
organization receives either cash or the ün- 
conditional right to cash or to equivalent 
resources... . [that have a] high probability 
-of being received. ... 

The revenue recognition concept stated 
above is 2 generalization that is amplified, 
applied to specific situations, and even 


~~~ changed on an.exception basis by accounting 


standards. For example, the recognition of 
revenue on certain types of long-term con- 
struction contracts, and for certain precious 
metals are exceptions to the basic concept.... 


not an issue (in keeping with earlier 
exclusions). The following alternatives 
are proposed as background for discus- 
sion (pp. 137-38): 


1. Do not depreciate assets. Omit deprecia- 
tion expense from the operating statement. 

2. Record depreciation expense when the 
corresponding grant, contract, or user 
charge for a service or program includes 
depreciation as one of the applicable ele- 
ments of cost. 

3. Record depreciation expense when the 
governing body intends to use the funds 
derived from operating activities to replace 


2d Although there are differences of opinion the assets being depreciated. 
on the treatment of specific types of operating 4. Record depreciation expense when the 
inflows . . . , itis roughly accurate to say that governing body intends to use funds de- 
there are two general approaches to the rived from operating activities to replace 
measurement of the amount of such [non- the assets being depreciated if it sets aside 
business] inflows in an accounting period. in a special fund an amount equal to the 
These are here labeled the “matching” alter- depreciation expense. 
native and the "availability" alternative. ... 5. Record debt service payments as an ex- 
A useful way of sharpening the distinction pense, in lieu of depreciation, for assets 
between these two alternative apprcaches . . . whose acquisition is financed by bond 
is to examine the differences that wculd result issues with a maturity substantially equiv- 
* in the recording of certain types of trans- alent to the useful life of the asset. : 
actions. 6. Record depreciation expense for assets 
Assume that property taxes are levied in whose acquisition was financed by endow- . 
November 1977, are payable in 1978, and are ment funds when the depreciation amount 
, to finance municipal services in 1978. In the is returned to the endowment fund. 
**—- matching alternative, these property taxes 7. Record depreciation on fixed assets to be 


would be operating inflows in 1978. In the 
availability alternative, there is some doubt 


as to whether the property taxes should be. 


counted as operating inflows in 1977 (on the 
grounds that the tax levy can be used as the 
basis of tax anticipation notes in 1977) or 


acquired in the future, but do not depreci- 
ate fixed assets currently on hand. 

8. Do not record depreciation for assets that 
constitute the organization's "infrastruc- 
ture" (e.g., roads, dams, bridges, sewer and 
water distribution systems, educational 
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buildings). Record depreciation for other 

depreciable assets. 

9. Depreciate all depreciable assets, as in 
business organizations. 

... In discussing the above alternatives, 
some people make a distinction between real 
property and personal property. They tend to 
favor a depreciation mechanism for furniture, 
equipment, automobiles, and other personal 
property on the grounds that these items have 
a relatively short life and there is a relatively 
steady need to provide for their replace- 
ment...(pp. 138-39). 

Opponents of depreciation accounting rec- 
ognize that under some circumstances the 
costs that are reimbursed through fees, grants, 
or contracts specifically include an allowance 
for depreciation or a charge for the use of 
facilities that amounts to the same thing. 
They deny, however, that this practice is a 
valid reason for reporting depreciation ex- 
pense on the financial statements; the calcu- 
lation of the reimbursement should be sepa- 
rate from financial reporting. They maintain 
that if the fixed assets were donated or ap- 
propriated in a capital budget, the effect of 
such a practice would be to collect double 
payment for them, once at the time of dona- 
tion or appropriation for the asset acquisition, 
and the second time via user charges paid by 
current clients (p. 142). 


With regard to Issue Fifteen, whether 
federal and/or state governments should 
be "excluded from the applicability of 
financial accounting concepts for non- 
business organizations," some of the 
arguments are: | 


Creditors . . . know that the unique power of 
the federal government to create money pro- 
vides better assurance of repayment than can 
be inferred from any financial statement 
analysis. ... 
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. . The national debt differs in its essential 


tions; in particular, there is no expectation 
that the national debt is a meaningful claim on 
assets listed on an accounting balance sheet. 

The federal government is sovereign. The 
Comptroller General has statutory authority 
to set accounting standards for federal agern- 
cies. . . . It is therefore questionable whether 
any useful purpose is served by suggesting 
that concepts developed by another organiza- 
tion, such as the FASB, should be applicable 
to the federal government (p. 176). 


nature from the liabilities of other organiza- xd 


CONCLUSION 


This long and tedious discourse has 
taken liberties in correcting a few mis- 
takes, offering some critical comments, 
and quoting extensively to present a 
sample—certainly not conclusive, per- 
haps inadequate, and possibly colored 
by the reviewer's own predilections, but 
nevertheless a sample—of what the re- 


port presents. The report is the culmina--— 


tion of much time and effort in producing 
it, and the problems dealt with are com- 
plex and difficult to evaluate. The author 
and those who helped him are to be com- 
mended for attempting to uncover the 
gaps that seem to exist between business- 
oriented accounting, and applications of 
it that are made to fit “non-business” 
situations. Those who will work through 
the report as the reviewer has done will 
gain at least a partial appreciation of 


what those gaps are, even if no ways can : 


be found to bridge them. 
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" Predictive Value of Interim Reports 


- for Improving Forecasts of 
` Future Quarterly Earnings | 
‚ Lawrence D. Brown and. Michael S. ‚ Rozeff 


ABSTRACT: ЗОРЕ of future quarterly earnings are T. prime importance to capital 
market participants for formulating their investment decisions. Superior ability to fore- 
cast füture earnings may enable investors to reap extraordinary returns by trading in the 
affected securities: The extant forecast accuracy literature has presented convincing 


“evidence. that interim accounting data contain. predictive value for improving forecasts 


of annual ‘earnings. But by concentrating upon forecasts of-annual earnings, past re- - 


І search has presented no evidence regarding the predictive value of interim data for ` 


improving forecasts of future quarterly -earnings. Improved annual forecasts are not 
synonymous with improved forecasts of future quarterly eamings. As the year progresses, 
the anriual éarnings forecast generally can be significantly improved by substituting 


.known interim data for their earlier predicted values, leaving intact previous forecasts of 
: future quarterly earnings.-By introducing an alternative methodology, evidence is 


eo The seminal empirical studies of the ` 
predictive value of firms’ interim reports :. 


4%. 


presented that interim data have PE value for i "Improving forecasts of future. quar- 


ў 3 
г, S E 
nd 
аф a 
terly earnings. · 
2i HE ‘importance of future quarterly 
earnings estimates to capital market 
participants is well known. Fore- 
casts of future quarterly earnings аге 
‘highly relevant for estimating future cash 
flows, a primary determinant of market ` 
. value in both traditional [Fisher 1906] ; 
` and modern [Sharpe 1964] asset pricing 
models. This paper examines how interim 


accounting reports are.used by a class of 
capital market participants (security an- 


alysts) to revise and improve their fore- . 


casts of future quarterly earnings. 


[Green and Segall 1966, 1967] concluded 
that interim reports had little’ or no 
predictive value for improving forecasts 
of .annual earnings. In contrast, later 
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research [Brown and Niederhoffer, 1968; 
Coates, 1972; and Reilly Morgenson ` 
and West, 1972] concluded that interim 
reports had predictive. content. for fore- 
casting annual earnings. It can be shown 
that Green and: Segall S findirigs are 
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consistent with those of later research: 
all studies in the area have provided evi- 
dence that interim reports are useful for 
improving forecasts of annual earnings 
of the same year. 

Interim reports can lead to more ac- 
curate annual earnings forecasts in two 
ways: (1) substituting known quarterly 
earnings for forecasts made earlier of that 
portion of the year which has elapsed, 
and/or (2) improving forecasts of that 
portion of the year yet to pass.? Past 
studies have not distinguished or an- 
alyzed separately these two potential 
sources of predictive content of interim 
reports. Since incorporating known in- 
terim results into the annual earnings 
forecast as the year progresses (1) signifi- 
cantly improves annual earnings fore- 
casts per se (see Table 2 below), improve- 
ment in the annual earnings forecast 
cannot be construed as meaning that 
interim reports help improve forecasts 
of future quarterly earnings (2). To 
` ascertain whether interim reports help 
improve forecasts of futüre quarterly 

earnings, (1) and (2) must be analyzed 
separately. This study analyzes (1) and 
(2) separately. . 

Also in contrast. to past literature, we 
use analyst forecasts, not forecasts of 
time series models.? The advantages of 
using analyst earnings forecasts are sev- 
eral: (1) Analyst forecasts are “objective” 
data produced outside the research pro- 
cess, and hence do not involve the sub- 
jectivity attendant to selecting particular 
time series models as forecast generators, 

. (2) analyst forecasts are widely available 
for research purposes, (3) analyst fore- 
casts are more accurate than forecasts of 
time series models [Brown and Rozeff, 
1978], and (4) analysts are “real” capital 
market participants who use accounting 
reports. Moreover, their forecasts are 

. purchased and used by other market 

participants. 
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The principal disadvantage of using 


analyst forecasts is that experimental © ^ 


control over the timing of the forecasts is 
not possible. The ideal experiment would 
compare the analyst's forecast error in 
predicting future earnings immediately 
before receiving the interim report with 
his/her forecast error made immediately 
thereafter. With published analyst data, 
however, time passes after the interim 
report is received, allowing the analyst to 


~~ 


accumulate information from non-ac~b 1 


counting sources, 

In order to associate analyst forecast 
improvement with interim reports, there- 
fore, the reports must be of major impor- 
tance versus other information sources. 


1 Numerous suggestions have been made to account 
for the “inconsistency” of Green and Segall’s [1966, 
1967] findings with those of later research: (1) unrepre- 
sentative time period, unrepresentative sample, ignores 
non-accounting information [Holton 1966]; (2) limited 
array of time series models [Green and Segall, 1967 ; and 
Brown and Niederhoffer, 1968]; (3) same time series 
model fit to all firms [Coates, 1972]; (4) use of time series 


models per se [Abdel-khalik and Espejo, 1978]; (5) im-^—— 


proper measures of forecast error [Green and Segall 
1967]; and (6) use of only the first interim report [Holton, 
1966 and Brown and Niederhoffer, 1968]. To see that 
Green and Segall’s [1966, 1967] results are not inconaist- 
ent witb later findings, we use Green and Segall's pub- 
lished data [1966, pp. 31-32]. In their 44-firm sample, 
their most accurate interim model (14) produced smaller 
forecast errors than their most accurate model not using 
interim data (A1) 32 times, and larger errors only 11 
times. Green and Segall used three error measures, root 
mean square error, mean square error, and root relative 
error squared, but did not conduct tests of significance. 
Nevertheless, they concluded that interim reports lacked 
predictive value for improving annual forecasts. Apply- 
ing Wilcoxon Matched Pair tests [Conover, 1971] to 
Green and Segall's 44-firm sample, we obtained t- 
statistics of 3.10, 3.22 and 3.30, respectively, for their 
three error matrices. Since these t-values are all signifi- 
cant at the .01 level, we conclude that Green and Segall's 
results are consistent with those of later authors. 

? For an excellent analysis of the approach of com- 
paring two actual forecasts of annual earnings, one made 
conditional upon more interim data than the other, see 
Barnea, Dyckman and Magee [1972]. 

3 Recent related studies which investigated security 
analyst annual carnings forecasts (e.g., Abdel-khalik and 
Espejo [1978] and Crichfield, Dyckman, and Lakonishok 
[1978], did not distinguish or analyze separately the 
above-mentioned two sources of predictive с content of 
interim reports. 
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There is ample evidence that interim 
reports are of major significance to 
analysts, so that we need not simply as- 
sume that these data are of major impor- 
tance. It has been shown [Brown and 
Rozeff, 1978, p. 13] that the information 
obtained by analysts between the most 
recent quarterly report and the subse- 
quent analyst prediction has a negligible 
effect on the analyst's ability to predict 
future quarterly earnings. In addition, 


: Cragg and Malkiel [1968] and Pesando 


[1975] have provided evidence that an- 
alyst forecasts are significantly corre- 
lated with the past time series of the 
variable being forecast.^ 


SAMPLE AND FORECASTS 


Our sample is comprised of the 50 
firms used in Brown and Rozeff [1978]. 
Each firm was randomly selected from 
Moody's Handbook of Common Stocks 
and met the three criteria: complete 
quarterly earnings data are available 
since 1951, the fiscal year ends in Decem- 
ber, and the firm is included in the Value 
Line Investment Survey since 1971.8 

The analyst forecasts are Value Line 
forecasts, by firm, for each of the five 
years, .1972 to 1976. Value Line Invest- 
ment Survey is published in 13 weekly 
installments and provides quarterly and 
annual earnings forecasts for each firm it 
surveys. Its quarterly forecasts are de- 
noted (omitting a subscript for firm): 


Q&|Q,-analyst earnings per share 
forecast of quarter j of year t 
conditional upon i interim 
.reports of year t, j— 1, 2, 3, 4, 
i0, 1, 2, 3. 


For example, the three analyst forecasts 
of third quarter earnings per share of 
year t, Оз] Оо» 03101, and Q3:|Q21 are 
conditional upon zero, one and two 
interim reports, respectively. 

Value Line’s annual forecasts (4;s) are 
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sums of its quarterly forecasts. These are 
denoted: 


4 
A; = X Qil Qw i= 0, 1, 2, 3: (1) 
Ј=1 


Note that for j<i, 0,„|0,=0,,, since 
actual quarterly earnings per share are 
known at these times. 


METHODOLOGY 

Consider two forecasts made by an 
analyst, his/her annual forecast made 
conditional upon no interim data of the 
year being forecast, Ap, and his/her an- 
nual earnings forecast made conditional 
upon the first interim report, A,. Since 
Q.|Q1,— Qi. 4; can be expressed as: 


4 
A, = Qir + p Qx|Q;; Q) 


or, equivalently: 
A,—Aot(Q1,— 0.05.) 


4 4 
«(x Qs|Qi.— У 040). (3) 
=2 ј=2 | 


In words, the annual forecast conditional 
upon the first interim report is the annual 
forecast conditional upon no interim 
reports plus (1) the substitution of the 
known first quarter number for its pre- 
dicted value, and (2) the revision of fore- 
casts of future quarterly earnings, those of 
quarters two through four. 

Past studies tested and showed that A, 
is more accurate than Ay, but did not 
analyze the substitution and revision 


* Similar findings were also obtained with our data. 
Regressing analyst forecasts on the forecasts of time 
series models for each of our sample firms, we obtained 
a median R? of 0.69, closely corresponding to Cragg 
and Malkiel’s [1968] correlation coefficients of 0.8 and 
0.9 between analyst forecasts and those of time series 
models. 

5 Тһе basic earnings data were quarterly primary 
earnings per share before extraordinary items, adjusted 
for stock splits, stock dividends, and other capitalization 
changes. See Brown and Rozeff [1978, pp. 14-15] for 
a list of the firms. 
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terms separately. To analyze separately 
the substitution and revision effects, we 
define a constructed analyst annual fore- 
cast conditional upon the first interim 
report which incorporates substitution 
only ; that is, it does not allow for revision 
of future quarterly earnings: 


С, = Ao + (Qir – 0,100). (4 


To see whether substitution of the first 
interim number for its forecast per se 
produces more accurate earnings fore- 
casts, we compare the forecast accuracy 
of C, with that of Ay. To determine 
whether the first interim report helps 
analysts improve their annual forecasts 
by allowing them to improve forecasts of 
future quarterly earnings, we compare А, 
(which incorporates revision) with C, 
(which does not). 

To generalize this procedure for the 
second and third quarters, define: 


C; = Aii + (Qu ~ Qu] Qi 
i=1,2,3. (5) 


Therefore, to test the substitution effects 
of the second and third quarter numbers, 
we compare C, with A, and C, with A), 
respectively; to test the revision effects 
of the second and third quarter numbers, 
we compare A, with С, and A, with С», 
respectively. 
RESULTS 


Let EPS=actual annual earnings per 
share and FEPS=forecasted annual 
earnings per share. Then define forecast 
error as (ЕРЅ – FEPS)|/|EPS|. Allowing 
for missing data, the 50 firm/five-year 
sample generates 234 annual errors for 
each of the seven forecast methods, A, 
(i=0, 1, 2, 3) and C, (i= 1, 2, 3). The cross- 
sectional error distributions of these 
seven error vectors appear in Table 1. 

First-order stochastic dominance is 
revealed by the cumulative distribution 
functions (CDFs) of Ap, A;, А, and А; 
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with CDF(A3)<CDF(A,)<CDF(A,) 
« CDF(A,) at all deciles. Hence, these 
results are consistent with past findings 
that each interim report has predictive 
value for improving the forecast accuracy 
of the annual earnings per share number.® 
The question remains, do interim data 
have predictive value due to their sub- 


stitution or to their improvement aspects? ` 


By comparing C, with A,;_ and A, with 


C, it is seen that substituting known . 


quarterly data for their earlier predicted 
values and revising (and improving) fu- 
ture forecasts both contribute to im- 
proved annual predictions. Note that 
CDF(C,)«CDF(A,) at al deciles, 
CDF(C;) « CDF(A ,) at all but the ninth 
decile, and CDF(C3)<CDF(A,) except 
at the first, second and ninth deciles. 
These results suggest that substitution 
per se improves forecast accuracy. For all 
i and at all deciles, CDF(A,)<CDF(C)), 


indicating that the annual earnings fore-. 


cast also improves due to the revision 
and improvement of forecasts of future 
quarterly earnings. 

To test whether the median difference 
between two error distributions is signifi- 


+ 


cantly different from zero, we conduct . 


Wilcoxon Matched Pairs tests.” We first 
examine the substitution aspect. Table 2 
contains the t-statistics from Wilcoxon 
tests of C, with A,_,, i— 1, 2, 3 for éach 
sample year and all years combined. It is 
seen that significant improvements in 
annual earnings forecasts can almost al- 


$ Green and Segall [1966, 1967] and Brown and 
Niederhoffer [1968] tested “interim” models against 
"annual" models to determine if interim data enhanced 
the predictability ofannual earnings. Their most accurate 
interim model was, however, C, which involves no 
revision of future earnings. The conclusion that interim 
data have predictive content has therefore rested solely 
(until now) on the substitution effect of replacing the 
first-quarter forecast by its realization. 

7 Other error measures (e.g, relative error squared, 
mean square error, and root mean square error) would 
yield similar results using the Wilcoxon test. See Brown 
and Rozeff [1978, p. 3] and footnote 1 above. 
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TABLE 1 
bs : DISTRIBUTIONS OF FORECAST ERRORS, 1972-1976, SAMPLE SIZE— 234 
€ Decile Values of Forecast Errors 
Forecast 10 20 39 40 50 60 70 80 90 
Ao 2.48 6.17 9.10 12.52 16.13 22.36 30.28 38.27 80.18 
С, 2.29 4.88 6.85 9.60 13.90 19.10 27.15 36.18 67.50 
А, 1.65 3.36 5.60 791 10.75 14.68 20.48 30.45 49.47 
C; 1.58 3.15 4.55 7.00 9.95 13.19 19.17 25.57 51.31 
4; 0.58 1.77 3.23 4.83 6.45 9.08 13.64 22.50 35.14 
a *®С„ 0.93 2.01 2.90 4.32 5.64 7.80 11.14 16.67 40.00 
"us 0.47 1.24 1.84 2.55 3.59 4.62 7.00 10.001. 19.50 
35 
TABLE 2 
IMPROVEMENT IN FORECAST ACCURACY DUE TO SUBSTITUTING KNOWN QUARTERLY 
NUMBERS FOR THEIR PREDICTED VALUES 
Time Period 
ue 1972 1973 1974 1975 1976 1972-1976 
Sample Size 48 46 46 49 45 234 
А: First Interim Report? 
. Number of Revisions 48 46 45 49 | 45 233 
~> Number of Improvements 36 38 36 31 27 168 
Wilcoxon t-statistic 3.96" 4.79* 4.13* 3.19* 1.60 7.72* 
B: Second Interim Report? 
Number of Revisions 48 46 45 49 45 233 
Number of Improvements 32 41 34 40 36 183 
> Wilcoxon t-statistic 3.70" 5.17 3.84" 4.558 3.208 9.09 
C: Third Interim Report 
Number of Revisions 48 46 46 49 45 234 
Number of Improvements 34 38 36 42 40 190 
Wilcoxon t-statistic 3.64" 4.98" 3.74" 4.78" 4.36 9.68" 
* Significant at .01 level (one-tailed test). 
b Significant at .05 level (one-tailed test). 
* Compares C, with Ao. 
4 Compares C; with 4,. 
* Compares C, with 4. 
ways be obtained by merely substituting А,, i=1, 2, 3. Ten of the 15 tests display. 
known interim data for predicted values ^ statistical significance, and the other five 
*~ and leaving unchanged the forecasts of have t-values between 1.08 and 1.62. 
future quarterly earnings. The results are There is, therefore, strong statistical 
significant at the 1 percent level in 14 of support for the hypothesis that interim 
the 15 sample tests. We next examine the accounting data have predictive content 
к revision aspect. Table 3 contains the t- for improving forecasts of future quarter- 



































statistics from Wilcoxon tests of C, with 


ly earnings. 
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TABLE 3 
IMPROVEMENT IN FORECAST ACCURACY DUE TO REVISING FORECASTS OF UNKNOWN QUARTERLY NUMBERS in di > 
1972 1973 1974 1975 1976 1972-1976 хм i 
Sample Size 48 46 46 49 45 234 
A: First Interim Report? : 
Number of Revisions 47 44 46 49 42 228 
Number of Improvements 23 32 28 38 29 150 
Wilcoxon t-statistic 1.08 3.56" 2.46" 4.21" 1.54 5.89" 
B: Second Interim Report 
Number of Revisions 42 42 45 44 219 
Number of Improvements 26 30 25 35 28 144 , + 
Wilcoxon t-statistic 1.62 3.71" 1.60 4.45* 1.53 5.74" { 
C: Third Interim Report® 
Number of Revisions 44 45 45 46 43 223 
Number of Improvements 33 35 29 35 32 164 
Wilcoxon t-statistic 2.47% 4.37" 1.925 4.21* 4.12% 7.57% 





* Significant at .01 level (one-tailed test). 
> Significant at .05 level (one-tailed test). 
* Compares A, with С,. 
Е Compares A, with Cp. 
° Compares A, with Сз. 


SUMMARY 

Previous empirical studies of the pre- 
dictive value of firms’ interim reports for 
forecast improvement have asked 
whether interim reports have predictive 
value for improving forecasts of annual 
earnings of the same year. We asked 
whether interim reports have predictive 
value for improving forecasts of future 
quarterly earnings. These two questions 
are not the same: a forecast of annual 
earnings can be improved upon receipt 
of interim reports either because known 
quarterly earnings replace earlier fore- 
casts of that portion of the year which 
has passed, and/or because interim re- 
ports are used to revise and improve 
forecasts of that portion of the year yet to 
pass. The latter facet of predictive value 
is of major interest to capital market 
participants since forecasts of future 
quarterly earnings are a prime determi- 
nant of capital asset prices. 


Using security analyst earnings fore- 
casts, we have shown that interim reports 
are associated with a significant improve- 
ment in the annual earnings forecast, a 
result consistent with past studies. More 
importantly, we have demonstrated that 
the improved annual earnings forecast is 
due to both (1) substituting known quar- 
terly earnings for their earlier predicted 
values and (2) revising and improving 
forecasts of future quarterly earnings. 

As a caveat, we note that the results 
were obtained using published security 
analyst forecasts. While these data have 
several advantages over time series fore- 
casts, their principal disadvantage is that 
quarterly reports are not the only infor- 
mation source available to security an- 
alysts. Thus, it must be recognized that 
the improved forecast accuracy found 
above may not be attributable entirely to 
interim accounting data, but in part may 
be due to other sources of information. 
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EDITORIAL. 


Theory and "Intermediate" 
Accounting 


I am concerned about the “intermediate” financial accounting course. An accelera- 
tion in the issuance by standard-setting bodies of highly specific and definitive account- 
ing pronouncements has burdened "intermediate" textbooks and "intermediate" 
courses with what has come to be called “legal accounting." In effect, the actions of 
professional standard-setters have transformed the "intermediate" course from a 
mixture of theory and practice to an undiluted indoctrination in the practices recom- 
mended in Opinions, Statements, Interpretations, Accounting Series Releases, Staff 
Accounting Bulletins, and Statements of Position. 

What should be the role and function of the "intermediate" course in the accounting 
curriculum? It.is time that the objectives and content of this offering be carefully 
reconsidered and redefined, and I think it would be helpful if the American Accounting 
Association or another sponsoring body would convene a conference on the subject. 

Beginning in 1967, when the active period of the Accounting Principles Board may 
be said to have commenced, accounting pronouncements, in the United States at least, 
began to pour forth as never before. They began to address controversial questions, 
and, more frequently than not, their recommendations were arbitrary resolutions of 
problems whose.answers were not known or knowable—especially without objectives 
or a body of guiding, coherent accounting theory. Beginning in 1972, the Securities 
and Exchange Commission joined the parade, and the Financial Accounting Standards 
Board and the AICPA's Accounting Standards Executive Committee have proven to 
be worthy successors to the APB. Consequently, a mountain of complex pronounce- 
ments stands where a molehill of fairly simplistic bulletins once stood. The challenge 


to the accounting teacher is to decide how the essential content of these professional | 


recommendations should be conveyed to the student. 

In these remarks, I confine myself to the task of educating the prospective accounting 
professional. Doubtless the question would be answered differently if one were con- 
cerned with educating the diverse users of financial reports. The case method of instruc- 
tion might be proposed for this purpose. 

To some considerable degree, the issue of what to do about “intermediate” account- 
ing is confounded by discord over the relative weights to be assigned in the accounting 
curriculum to (1) preparing students to pass the Uniform CPA Examination and (2) 
preparing students for longer-term assignments in the profession. The profession has 
beyond any doubt been buffeted by change during the last decade. As it is more difficult 
now than ever before to be confident of the challenges which will face accounting 
professionals in the 1980s and 1990s, one wonders whether a curriculum that does 
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“little more КЕР асы in те а ѕепѕе af current practice will. serve them well in 


ү years. The CPA Examination: typically . tests -one’s understanding of extant 


| practice, with, to be sure, some emphasis.on existing controversies. But the Examina- | 
tion is predominantly a gauge of the candidate" understanding of “what is.’ 
. Prior to the mid-1960s, the “what is" in accounting was.so generally defied à in 


'. pronouncements that it could be summarized. quite comfortably in the curriculum 


while still allowing time, if such was the intent, to discuss theory. Moreover, many 


` universities then offered credit courses in “CPA Review," which relieved some of the 


pressure on the “‘intermediate”’-“‘advanced” sequence to cover everything there was. 
Today, the CPA coaching courses, offered in almost every major population center, 
have supplanted the CPA Review credit courses, and accounting education has moved 


«closer toward legal education, which has long been complemented by post-graduate 
^ Bar review courses. 


I am frankly concerned that accounting teachers have’ placed almost the entire 
burden of conveying the contents of the most controversial (and, frequently, the most 
complex) accounting pronouncements on the "intermediate" course—leases, pensions, 
income tax allocation, replacement cost/GPL accounting, revenue recognition, good- 
will, research and development, earnings per share; among others—that precious: 
little time remains for acquainting students with a theory of the field which they are 


~ about to enter. How many accounting teachers can be found who would not confess 


4^ 


~ 


ies 


sy 


that their “intermediate” course is bursting at the seams with technical pronounce- 
ments? 
One reaction to this predicament has been to expand “intermediate” from three 
semester hours to four, or from one course to two (with equivalent actions taken by 
those on the quarter system): The result; however, is only that.niore pronouncements 
can be covered, and theory continues to be relegated to an optional seminar. And how 
many curricula contain such a seminar, even at the master's level? Typically, such 
seminars are offered in the final semester of the course of study, when many students 


, are preoccupied with getting a job and preparing for the CPA Examination—neither i 


of which mixes well with excursions into the world of theory. - 

Theory. should come at the front, not only at the back of the аа it should 
provide a framework within which students might endeavor to rationalize (if they сап). 
and assess-extant practice, and it should help them to be informed critics and inter- 
. preters of exposure drafts and pronouncements yet to come—and for other kinds of 
: change. For those who aspire to leadership roles in’ the profession, theory (and: an | 
appreciation of how-to read the theory literature) should enable them to make wiser - 
policy decisions. Theory in both the normative and positive senses should be taught as 
an integral (and early) part of the accounting curriculum, and it should draw not only 
on textual materials but also on articles from the literature. 

I do not propose that so-called “legal accounting” should not be taught in university j 
accounting curricula. I do, however,. insist. that instruction. in “legal accounting" 
should not drive out instruction in the theory of one's field. And I contend that the | 
trend in “intermediate” courses has de facto done just that in many American uni- ` 
versities in the last decade. · 

Are students to be encouraged to. bélieve that onthe has no theory worth 
learning, or that the only “theory” is the amalgam of authoritatively recommended 
practices (as of a given moment)? К І MOD 
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More than 25 years ago, Baxter [1953] warned that “recommendations on account- 
ing theory” could ossify the discipline. He wrote [p. 410]: 


[Such recommendations] are likely to weaken the education of accountants; the conversion of the 
subject into cut-and-dried rules, approved by authority and not to be lightly questioned, threatens 
to reduce its value as a subject of liberal education almost to nil. 


x 


On the content of the “intermediate” course, Mautz has written: 


[N]o course in a college or university should be aimed at merely presenting a mass of factual detail 

or procedure for memorization by the student. Emphasis should be on reasoning and the develop- 

ment of a student's ability to think in terms of accounting ideas. This again suggests the importance of 

basic theory and the usefulness of a knowledge of the functions and limitations of accounting. To 

bury this desirable emphasis under a mass of factual legal and accounting detail would do little to , x 
advance a student's reasoning ability [Mautz, 1951, p. 243]. : 


I was provoked to write this Editorial upon reading a review written "n an Aus- y 
tralian accounting academic of a recent edition of a well-known American “‘inter- 
mediate” textbook. After contrasting the American approach of dwelling on existing : 
practice with the Australian preference for concentrating on theoretical structure, the 
reviewer somewhat cynically writes, 


To their credit, the present authors have dared to differ [with the authoritative pronouncements] on 
some issues, but the impression remains that teachers will concentrate on working through the text ~ 
and that the spirit of inquiry and debate expected in tertiary institutions may be missing from inter- 
mediate accounting. There is little time for free debate and, anyway, the issues appear to have been 
resolved [Martin, 1978, p. 81]. 


The reviewer had taught an earlier edition of the textbook in an American university. 

I am encouraged that some writers are thinking constructively about this problem. 
Wilson [1979] presents an interesting proposal in the Education Research section of 
the April issue. 

Although my specific concern here is with the “intermediate” accounting course, 
any sound solution must have implications for the entire financial accounting curricu- 
lum. The answer to this curriculum question must not be allowed to be dictated by an ` 
ineluctable trend in the standard-setting process. Educators must once again become 
masters in their own households. 
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empirical research findings regarding leaming 'theory and technique applied in accounting courses at the 
collegiate level of instructions; (2) articles that report on developments in the field of accounting education, _ 
such ай those dealing with educational philosophy-or descriptive innovations for the classroom; (3) articles 


pplications. 
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eS Oe ТИЙ Снн. . | 


=at 


Computer Extended Reciprocal 
| . Allocation Methods - 


William F.. Bentz 


NI 


| АВ$ТВАСТ: The learning objectives and the major та ОЁ а computer extended . 


instructional system called CAL are described in this paper: The. system consists of an . 
interactive program, instructions, and several exercises. The overall objective of CAL is 
to improve the transfer of learning from the classroom to the practice of accounting 
without significantly increasing the homework burden of students. The subject matter 
to be learned is the reciprocal allocation model used in managerial dnd financial ac- 


`. counting to determine the costs or earnings of reciprocally related entities. CAL con- 
` tributes to increased leaming transfer. by making it possible to put more emphasis on 


problem formulation and solution interpretation and less on solution computation. With 
CAL one ‘can formulate and solve a variety of problems in a short time. Experience indi- 
cates that testing, course planning and’ faculty-student interactions will change a an 
interactive system such as CAL is implemented 1 in accounting coursés. ` | 


“НЕ purpose of this paper is to де-: allocating hstorical’ costs among inter- 
scribe the learning objectives and . related activities, (2). the determination . 
the major features of an interactive -© ть, author is grateful to Geráld Salamon; John N. 

Kissinger, and an anonymous reviewer for their helpful 


called CAL that facilitates the learning comments on an earlier draft of this paper. 


^ of several related accounting topics in . 
allocation theory. In particular, this 


system. facilitates one's learning how to ` sity of Oklahoma. - 


formulate, solve and interpret the solu- 


Manuscript received July, 1977. 


tions to the linear equations that are the Revision received July, 1978. 
^" basis of: (1) the reciprocal method of Accepted October, 1978. - 
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of predetermined overhead rates that are 
based on the standard or the budgeted 
costs of interrelated activities, (3) the 
incremental costing of interrelated ac- 
tivities, (4) the costing of the outputs of 
sequentially related activities, and (5) the 
distribution of income among recipro- 
cally owned accounting entities. Learn- 
ing is extended in the sense that greater 
transfer of learning is achieved with the 
aid of CAL, or a functionally equivalent 
system, than is likely to be achieved using 
pencil and paper methods. 

The learning objectives associated with 
CAL involve both the cognitive and the 
affective domains of learning.! In the 
cognitive domain, the objective is to 
achieve a more advanced level of learn- 
ing, to achieve "application" rather than 
just “knowledge” as defined by Bloom 
et al. [1956]. To be able to apply an 
accounting method or technique in a 
different learning context, or to be able to 
solve a practical problem, requires a 
higher level of cognitive learning than 
does the solution of test problems that 
resemble homework problems. In the 
affective domain the objective is to de- 
velop positive attitudes towards the use 
of computers to solve professional ac- 
counting problems. Positive attitudes can 
be expected to develop from successful, 
personal experiences that involve mean- 
ingful applications of computer tech- 
nology to solve practical accounting 
problems.’ 

This paper begins with a discussion of 
the learning objectives and characteristics 
of CAL. This discussion is followed by a 
description of the major features of the 
system, including the terminal output 
for two illustrative problems. Finally, 
several observations are made about the 
use of interactive programs in accounting 
courses. 


LEARNING OBJECTIVES OF THE SYSTEM 
The overall objective of CAL is to 
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improve the transfer of learning from the 
classroom to the practice of accounting. 
The problem is to provide a learning 


perspectives, and knowledge that will 
improve learning transfer. 

The cognitive learning objective is to 
achieve the level of learning called 
"application," which is a more advanced 
form of learning than “‘comprehension.””* 


А 


experience that will result in the attitudes, “ 


КУ 


One can comprehend an accounting 
method or procedure, as evidenced by: k^ 


test results, but not be able to use that 
method to solve a different type of prob- 
lem that is structurally equivalent. Com- 
prehension is necessary for learning 
transfer, but it does not ensure that trans- 
fer will take place.* | 
CAL facilitates the achievement of the 
application level of learning in two ways. 
First, the learning focus is on the general- 
ized solution method which is imple- 
mented by the computerized algorithm, 


~ 


xy 


not on the computations needed to solve- ~ “ 


individual problems. The emphasis is on 
problem definition, formulation of the 
equations needed to implement the 
method, and interpretation of solutions; 
little time is required to perform compu- 
tations. The solution method, not the 
computations, become the focus of learn- 
ing. Second, a wide variety of problems 
from different accounting contexts are 
solved to emphasize the generality of the 
method. When the same solution method 


is applied to apparently unrelated ac- - 


1 The classification of learning objectives into the 
cognitive, affective, and psychomotor domains is basic 
to learning theory. See Bloom et al. [1956] and Krath- 
wohl et al. [1956]. 

? The use of interactive computing in the practice of 


accounting is becoming more commonplace than many ^ 


academic accountants realize. See Fox [1975], Martin 
[1978], and Schenold [1978]. f 

3 For a comprehensive discussion of the hierarchy of 
learning, see Bloom [1956]. An excellent discussion of 
learning objectives and learning level outcomes in ac- 
counting can be found in Williams and Guy [1974]. 

* For a comprehensive discussion of learning transfer 
in accounting education, see Bentz [1975]. 
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counting problems, the generality of that 
method becomes apparent to students. 


Further, the emphasis is on using the 
allocation method to solve practical 
problems, not just on learning the 


^method.? 


The affective learning objective is to 
develop positive attitude and experiences 
with an important tool of accounting. 
The need to integrate the use of com- 
puters into the undergraduate accounting 


е curriculum has been recognized for some 


time. CAL provides precisely the form of 
integration envisioned by the 1968—1969 
Committee on the Role of the Computer 
in Accounting Education [AAA, 1970, 
p. 34] and the Committee on Courses in 
Managerial Accounting [AAA, 1972, 


р. 6]. 


Time-sharing, as opposed to batch 
computing, has been used to implement 
CAL for both cognitive and affective 
learning reasons; some of which are based 
on the author’s prior experience in aca- 
demic computing. One reason is that an 
interactive program can make use of self- 
contained instructions which guide use 
of the program. Novice users are guided 
through the interaction sequence without 
having to read a user’s manual. Second, 
input editing features of the program 
make it possible for users to correct data 
input errors as they occur, not hours or 
days later. This feature is very important 


`- In achieving correct results more rapidly 
` than is typical using other computing 


e^ 


methods. Third, the interactive nature of 
time-sharing provides instantaneous 
feedback to students. Problem formula- 
tion and other difficulties tend to become 
evident very quickly, and users are fre- 
quently able to correct their errors and 
move on to solve correctly new problems 
during a session with the system. Fourth, 
a number of assignments can be solved at 
one sitting of an hour or so. Thus, learn- 
ing is more compressed than is typically 
possible. 
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MAJOR FEATURES OF THE SYSTEM 


CAL consists of an interactive pro- 
gram, which is coded in BASIC, some 
instructions, and an integrated set of 
problem assignments. In this section, the 
program is described in terms of (1) the 
costing method on which the system is 
based, and (2) the interaction sequence 
between each student and the computer. 


Allocation Method 


CAL can be used to solve any costing 
or income allocation problem that can be 
represented by a system of homogeneous 
linear equations. For example, the prob- 
lem of allocating costs among recipro- 
cally related service departments requires 
the solution of a system of equations in 
order to develop unbiased estimates of 
the incremental cost of providing a ser- 
vice (see Kaplan [1973, pp. 738—48]). 
Similarly, a variety of other, more typical 
costing problems have been illustrated 
by Arnoff [1970, pp. 14-16], Gambling 
[1975], Frank [1974, pp. 371-6], Ijiri 
[1968, pp. 49-61], and Staubus [1971, 
pp. 104-123]. These illustrations provide 
ample evidence that linear models can be 
used productively to solve traditional 
costing problems. Selected portions of 
two of these illustrations are used to 
demonstrate the manner in which CAL 
can be used in a variety of problem 
contexts. 

The first illustration concerns a text- 
book problem, the Prairie State Paper 
Company [Horngren, 1977, p. 546], 
which involves estimating the incremen- 
tal cost of an activity that is reciprocally 
related to other activities [Kaplan, 1973, 
pp. 738-48]. In short, one requirement 
of the problem is to estimate the incre- 
mental cost of producing electricity for 
purposes of a “make-or-buy” decision. 


5 A discussion of the effects on learning transfer of 
learning a generalized solution method and then prac- 
ticing with it is contained in Bentz [1974]. , 


598. 


The solution to this problem is compli- 
cated by the fact that electricity is used 
to pump water, some of which is used to 
generate the steam that is used, in part, 
to generate electricity. 

If electricity is purchased from external 
suppliers as opposed to being generated 
internally, then the production activity 
levels of both the steam and the water 
plants can be reduced somewhat. The 
resulting cost savings must be added to 
the savings that can be expected from a 
stoppage of electrical generating activi- 
ties. 

The specifications in the problem indi- 
cate that “*... 60 percent of the water is 
used for the production of steam and 40 
percent is used in manufacturing. Half of 
the steam produced is used for the pro- 
duction of electric power and half for 
manufacturing. Twenty percent of the 
electric power is used by the water plant 
and 80 percent goes to manufacturing” 
[Horngren, 1977, p. 546]. 

Cost allocation problems of this type 
can be formulated as a single set of equa- 
tions or they can be partitioned into two 
sets of equations that are solved in se- 
quence (see Livingstone [1969, pp. 50— 
53]). Both procedures are outlined in 
Equations (1) to (5), and both are illus- 
trated here. 

In matrix notation, the one-phase form 
ofthe reciprocal cost allocation method is 


х= (I — Cy'!d (1) 


where x is an n x 1 vector of gross activity 
costs, d is the nx1 vector of traceable 
activity cost, C is an nxn matrix in 
which c,, is the proportion of the jth 
activity’s output which is used by the ith 
activity. 

The equivalent, partitioned form of this 
allocation method involves a two-phase 
solution process. The partitioning is 


га. Xi Ci 2 
х=|_ p C= 
E E: C22 
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and 


с> 


йө | 
4; 
where the first К activities are reciprocally 
related but the remaining m activities 
(n=k+m) are not reciprocally related, 
i.e., a strict precedence ordering does exist 
for the final m activities when the best 
possible ordering of all n activities bas , 
been achieved. К 
The two-phase solution method in- 
volves the sequential solution of the 
two equations 


x, = (I — C) d, (3) 
and 
X3 = d, + С›,х, 


or 


X2 = d, + Cj ЕЗ С, 1) td. (5) siens 


The vector X,, represents the gross cost 
of the k interrelated activities and the 
product C;,X,, represents the distribu- 
tion ofthese costs among the m remaining 
activities. If the vector of traceable activ- 
ity costs is a null vector, then X,is a vector: 
of the amounts of cost allocated to each 
corresponding department. 

In order to solve the problem, gross 
cost equations for the water (x4), steam 
(x2), and electricity (x4) departments can 
be formulated as follows: 


x, —02x4- 2,000 
~0.6x,;+ х, = 18,000 
—05x,t хз= 6000 (6) 


or in the matrix form as 
(I = Cii) = 4, 


© 


т 


(2) s" 


3^ 


ж 


r 
oh: 
Li 


Bentz 
_ where 
м X 0 0 02 
A“ XK, =]x,1> C,,2]06 0 0 p 
[Xs 0 05 0 
апа 
2000 
d, = |18000 
6000 
ge 


Once a student has formulated the system 
of equations needed to solve this problem, 
the resulting coefficients (C,,) and con- 
stants (d,) are entered into CAL in re 
sponse to instructions and questions 


printed at each interactive terminal. Then, · 


Table I can be printed for each student. 
~ The solution vector X, is printed in the 
™ form of the TOTAL COST-GROSS 
column of Table I. The incremental cost 
of operating the electrical generating 


асу i is $15,600. In order to complete 


this problem assignment, the incremental 
cost of operating the electrical generating 
facility must be compared with the cost 
of purchasing electricity from external 
sources. 

A second issue concerns the allocation 
of full absorption costs to production or 
primary activities. Table IL is used to 


‘indicate the inter-activity allocation pro- 


cess among all four departments, the 


three service departments, and the one 


an 





599 


TABLE I 
SUMMARY OF Activity Costs* 











No. Gross Net 

1 $ 5,319.15 $ 5,000.00 

2 21,191.49 19,920.00 - 

3 16,595.74 15,600.00 — 
$43,106.38 ^ ^ $40,520.00 


Grand Totals 











* [ncremental cost estimation for the service depart- 
ments of the Prairie State Paper Company. 


production department. Students are 
usually asked to select this output format 
for the allocation of service departments 
to production departments (see Equa- 
tion 5). For more details concerning this 
illustration, the reader can consult Horn- 
gren [1972, pp. 262-64]. 

The important point of this exercise is 
that the student must solve a system of 
simultaneous linear equations in order to 
obtain an unbiased estimate of the incre- 
mental cost of operating the electrical 
department. CAL makes it easy to solve 
the problem without imposing an addi- 
tional computational burden on the 
students. Further, students can modify 
the vector of direct departmental costs to: 
determine the cost levels at шоч the 
decision would change. 

The second illustration concerns the 
determination of account balances in a 
straightforward process costing problem, 
the Lano-Loy Lotion problem. This 





























TABLE II 
Totcl Cost Allocated from Activity Number 
Activity . Total Allocated : 
Number Cost - Cosr* 1 AE 2. „3 4 
1 $ 17,02128 $ 7,021.28 $ 0.00 $ 0.00 $ 7,021.28 $0.00 
2 40,212.76 10,212.76 10,212.76 А 0.00 . 0.00 0.00 
3 35,106.39 20,106.39 0.00 20,106.39 0.00 0.00 
4 §5,000.00 55,000.00 6,808.51 20,106.38 28,085.11 0.00 
Totals $147,340.43 $92,340.43 - $17,021.27 $40,212.77 $35,106.39 $0.00 


* Allocation of both fixed and variable costs among all four departments of the Prairie State Paper Company. 
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AICPA examination problem has been 
used both in textbooks [Matz and Curry, 
1972, pp. 523-3; Keller and Ferrara, 
1966, p. 200] and in an illustration of 
potential applications of input-output 
models by Frank [1974, pp. 371-6]. The 
portion of the problem which concerns 
the costing of containers is used to 
demonstrate the range of problems that 
can be solved using CAL. 

Let x, denote the number of cases 
(gross) of Lano-Lov Skin Lotion pro- 
duced. A separate variable for the num- 
ber of containers x;, is established so that 
the cost of containers can be determined 
as a separate subtotal (see [Frank, 1974, 
p. 375]). The number of bottles (gross) to 
be used is denoted by x4. The number of 
labels (thousands) to be used is denoted 
by x4. The estimated loss rates are 2 per- 
cent and 3 percent for bottles and labels 
respectively. 

Input-output equations for the con- 
tainer segment of the Lano-Lov problem 
can be written as 


- X =d; 

om Xe Xj =d, 

| — х, + 0.98x; =d, 
—0.144x, +0.97x,=d, (8) 


where d, represents the net production 
of Lano-Lov (4,, da, 4, =0 in this case). 

The solution vector is given in the left- 
hand column of Table III for an assumed 
net output level of 800 gross. The second 
column represents the total net produc- 
tion of Lano-Lov available for both in- 
ternal use and external use. 

By letting C;, (see Equation 4) repre- 
sent a row vector of acquisition costs, the 
cost of containers can be computed. The 
specific prices are $5.50 per gross of 
bottles and $3.30 per thousand labels. 
Thus, C;,-(0 0 5.50 3.30) and x, 
— $4,881.71 (see Table IV). Various cost 
subtotals, such as the cost of raw ma- 
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TABLE ПІ 
SUMMARY OF Activity Costs* +? 
No. Gross Net = * 
1 $ 800.00 $ 800.00 
2 800.00 800.00 
3 816.33 800.00 
4 118.76 115.20 
Grand Totals $2,535.09 $2,515.20 
* Output requirements for the Lano-Lov Problem. 
„Д. 


ТАВІЕ ГУ 
Summary ОЕ ACTIVITY Costs* 











No. Gross Net 
1 $4,881.71 $4,881.71 
Grand Totals $4,881.71 $4,881.71 














* Total cost of producing 800 cases of Lano-Lov 


Lotion. 


terials or the cost of direct labor, can be 


contained in (/ — C,,) ! and the per unit 
costs of the inputs. Frank (1974, p. 375) 
has demonstrated these computations for 
the Lano-Lov problem. 


Although these two problems can only 
be outlined due to the space constraints, 
it should be evident that a variety of 
managerial costing problems can be 
solved by using one generalized costing 
procedure. Moreover, income allocation 
problems that arise when there are re- 
ciprocally owned accounting entities can 


be solved using this same procedure. Of *- 


course, not all costing problems can be 
characterized by the same linear struc- 
ture. 


va 
Student-Computer Interaction Sequences ^ 


This section outlines the communica- 
tion sequence between each student and 
the computer. The objective is to provide 


^ 


2 


determined from the net utilization rates "^ 


the reader with an overview of the learn- ^^ 


Bentz 


ing process that can be experienced by 
„each student. Only the one-phase alloca- 
tion method, the method used to solve 
the Prairie State Problem, is described in 
detail here. 
. In response to computer-generated 
‘instructions, the user enters the size (п) 
and the elements of the allocation pro- 
portions matrix C. The matrices (/— C) 


and (Т— С) + are printed out for the user. 


to examine in order to facilitate an under- 
standing of the matrix operations being 
performed by the computer. This step 
can be omitted for students who are well 
versed in matrix algebra. . 

Next, the vector d is entered in response 
to instructions to do so, and ¥ is com- 
puted using equation (1). The results can 
be printed out in the form of either Table 
Ior Table I. At this point in the program, 
the user is asked if he wishes to utilize 
phase two. The answer is “no” if the 
one-phase method is being used. 

Next, the user is given the opportunity 
to revise either d or C. Any revisions are 
made first to d and then to C. These 
revisions can range from a change in one 
element of a matrix to the solution of a 
completely new problem. ` 

In summary, the user enters the ele- 
ments of C and d, receives a solution in 
the format of either Table I, or Table II, 
and repeats the process for revised ver- 
sions of d and C, respectively, when 
necessary. 


EXPERIENCE UsING CAL 


The author has been using a variety of 
interactive programs in. managerial and 
managerial cost accounting courses for 


several years. As a result of thése experi- - 


ences, several observations can be made 
concerning the use of interactive pro- 
grams that may be of interst to to poten- 
tial users of CAL. 

. One issue concerns the impact on 
testing. As the learning emphasis shifts 
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to problem formulation and the interpre- 
tation of solutions, testing must change 
accordingly. It has been found helpful to 
provide learning objectives and general 
study questions at the time computer- 
based assignments are made. These objec- 
tives and questions provide the guidance 
and the direction required by average 
students. Without this guidance, they 
tend to become anxious about the role of 
the computer exercises in the testing 
process. This is much less of a problem 
with the better students. 

A.second issue involves the initial en- 
counter with.a computer terminal. The 
biggest problem encountered is to get 
each student who has.never used a termi- 
nal to use one for the first time. In order 
to overcome this problem, detailed sign- 
on instructions are provided to all stu- 
dents. Further, it is helpful to have some- 


‘one available at the site of the terminals 


at scheduled times in order to facilitate 
the sign-on process. Once a student has 
used a terminal, there is no further prob- 
lem; only the first session is a problem. 

A third issue concerns what a student 
is asked to do during the first session at a 


terminal. It is very helpful to have stu- 


dents play a game or run a “terminal 
introduction" program. Most academic 
computing installations have such pro- 
grams readily available. This approach 
is helpful because students are so anxious 
during their first computer session that 


learning how to use a terminal is quite 


enough for that session. 

A fourth issue concerns differential 
student response. Some students will 
clearly benefit from and enjoy using sys- 
tems such as CAL. Some will go through 
the motions with indifference. Still others 
will prefer to avoid computers at any 
cost. A differential response is to be ex- 
pected because not everyone learns the 
same way. 

A fifth issue concerns faculty-student 
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interaction. Experience indicates that 
more time should be allowed for office 
contacts with students when they are 
working on computer-based exercises, 
Typically, a number of students will work 
intently until the exercises are entirely 
complete. As a result, these students seem 
to develop a number of specific questions 
for which they want prompt resolution. 
Although the cause is unclear, it does 
appear that computer-based exercises 
generate more questions than traditional 
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algorithm as opposed to ad hoc pro-í 
cedures that do not appear to be so well- 
defined. 

In summary, experience suggests Ња! 
different student responses can be exi 
pected to systems such as CAL. As ari 
example, it seems that students need a loti, 
cf help during their initial encounter with 5 
a computer terminal. Some of thêm will ‘ 
tend to have a number of questions about ^ 
computer-based exercises in an apparent 
effort to attain closure, while others will ,. 


be indifferent to them. These problems ` | 
can be mitigated, if not eliminated, by г 
proper planning. | 


problem-solving methods. Perhaps it is 
because some closure can be achieved 
with respect to the working of a computer 
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National Automated Accounting 
Research System—A Challenge 
. For Auditing Education 
Jack L. Krogstad and Daniel S. Dexter 


ABSTRACT: The National Automated Accounting Research System (NAARS) was 
developed through joint efforts of the AICPA and Mead Data Central, Inc. to provide 
accounting practitioners with computer-assisted capability for research of accounting 
and auditing problems. This paper describes the educational benefits, learning objectives, 
and instructional. approach associated .with providing auditing students at both the 
Bachelor's and Master's levels the opportunity to perform accounting and auditing re- 


search with NAARS. 


CCOUNTING practitioners frequently 
: A need to retrieve relevant informa- 


tion from published annual re- 
ports and from the voluminous technical 
materials available to the profession. The 
National Automated Accounting Re- 
search System (NAARS) was developed 
through the joint efforts of the AICPA 
and Mead Data Central, Inc. to meet this 
need by utilizing advanced computer 
technology for researching accounting 
and auditing problems. 
. NAARS is the accounting and auditing 
complement, of the LEXIS data base, 
which contains legal and tax materials. 
Boley and Danos [1978]-discuss peda- 
gogical applications of LEXIS/NAARS 
in tax accounting and financial account- 
ing classes. The LEXIS Federal Tax 
Library, for example, includes .(1) the 
Internal Revenue Code, (2) regulations, 
(3) decisions of all courts which hear tax 
cases, (4) revenue rulings, revenue pro- 
cedures and miscellaneous other items 
included in the Cumulative Bulletin, and 
(5) Public Laws and the related House, 
Senate, and Conference Committee Re- 
ports. 
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NAARS is a “full text" data base (i.e. 
every word in a document is included) 
that is accessed by remote compute 


. terminals, Each terminal is equipped with 


an input keyboard, high-speed display 
screen, and a printer. Any document in " 
the data base can be retrieved, displayed, 
and printed by request of the NAARS 
user. 

Practicing CPAs find NAARS useful 
in many ways [Leonhardi and Neumann, © 
1977; Gale, 1978]. These ways include: ' 


1. Locating pertinent portions of au- ; 
thoritative pronouncements issued * 
Бу the AICPA, APB, FASB, SEC, 
and CASB which relate to the ac- | 
counting or auditing issues under : 
consideration; L 

2. Locating examples of financial re- ^ 
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porting and disclosure alternatives 
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reason for not exposing students to this 


ST from published annualreports;and very efficient research tool. Business 
3. Locating examples of audit reports schools or accounting departments that 
issued under various circumstances. cannot justify the expense of having their 
i 6 , f own terminal have several options open 
CPA me presently have terminals in to them. The literature now contains a 
the following locations: 
і New York Chicago - : . Houston 
Arthur Andersen Alexander Grant Arthur Andersen 
Arthur Young Arthur Andersen Peat Marwick 
: Coopers & Lybrand Arthur Young í 
Roe Deloitte, Haskins & Sells (2) Peat Marwick San Francisco 
n Hurdman and Cranstoun Touche Ross Touche Ross 
| Main Lafrentz : | 
х Oppenheim, Appel Detroit ~ Silver Springs, Md. 
Peat Marwick (2) Touche Ross Laventhol & Horwath 
Price Waterhouse | . 
S. D. Le:desdorf Washington, D.C. ` Philadelphia 
Touche Ross Coopers & Lybrand Laventhol’& Horwath 
Ernst & Ernst 
Los Angeles Peat Marwick Atlanta 
Arthur Young * Touche Ross American Regional 
_ Kenneth Leventhal Acccunting Firms (ARAF) 
Laventhol & Horwath Dallas Ha 
Peat Marwick Peat Marwick Cleveland 
: i Ernst & Ernst 


p CPAs of these firms in offices without 


terminals can utilize the NAARS data 
base merely by telephoning offices with 
terminals and initiating search requests. 
Further, it seems likely that service 
centers will be made available in the 


. future to smaller firms on a subscription 


basis. The AICPA currently offers access 
to the system on a fee basis. Research 
inquiries may be directed to the AICPA's 
Information Retrieval Department. 


EDUCATIONAL BENEFITS 


7 Forward-looking professional ac- 
. counting education should recognize the 
: opportunity to serve both the account- 


ing profession and accounting students 


.by meeting the challenge of providing 


basic training in NAARS research. Of 
course, the ideal educational situation 
results when a business school or ac- 
counting department has its own LEXIS/ 
NAARS terminal. However, the ab- 
sence of such à terminal is insufficient 


few articles describing the LEXIS/ 
NAARS system and its usefulness (see 
References at the end of this paper). 
These articles can be supplemented with 
(1) the NAARS Primer published by 
Mead Data Central, Inc., which covers 
the fundamental mechanics of NAARS 


research; (2) training films ог video 


cassettes available from Mead Data 
Central, Inc. and the AICPA; (3) field 
trips to nearby CPA firms or law firms 
with terminals where usage of the system. 
can be discussed and real searches ob- 
served, and (4) sharing the use of a termi- 
nal with a law school in the same uni- 


_ Versity system. Over 75 law schools now 


have LEXIS, and the NAARS compo- 


nent can be added for a small surcharge 


ranging from $40 to $100 per month. 
Incorporating NAARS research in 
auditing classes at both the Bachelor’s 
(second auditing course) and Master’s 
levels at The University of Texas at Aus- 
tin has resulted in the following overall 
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educational benefits for auditing stu- 
dents: 


1. It has provided direct contact with 
approximately 4,000 annual reports 
and corresponding auditors’ opin- 
ions coupled with a search tech- 
nology capable both of discrimi- 
nating specific items or types of 
information and of including all 
relevant documents. 


sional judgments and defend pro- 
posed solutions to reporting prob- V^ 
lems. — x 

NAARS LIBRARY 

The NAARS Accounting Library is 

organized according to files. A file is a 

separately searchable entity which is 

comprised of a set of related documents. 


1. Annual Report File—contains ap- 


. It has provided a working knowl- 
edge of how relevant professional 
and regulatory pronouncements re- 
late to disclosure or reporting issues 
and has facilitated development of 
professional judgment in the pro- 
cess of assimilating and integrating 
such pronouncements within the 
context of specific professional situ- 
ations. 

. The structuring of research prob- 
lems and search requests has sharp- 
ened professional vocabulary, issue 
perception, and general research 
skills, and has enhanced the ability 
to ask clear, concise, relevant ques- 
tions in auditor-client and evidence- 
gathering situations (Ре, the 
NAARS data base can be used as a 
proxy for sources of audit evidence). 


LEARNING OBJECTIVES 
The auditing student is encouraged to 


. master the following learning objectives: 
]. Be able to describe the contents of 


the NAARS library and how it is 
arranged by files and documents; 


. Beable to formulate efficient search . 


requests, using words, phrases, 
numbers, and combinations of 
these; 

. Be able to use the NAARS data 
base to research technical and pro- 
fessional accounting and auditing 
problems; and 


4. Be able to make informed profes- 


proximately 4,000 annual reports 
of corporations whose stock is 


traded on the New York and Ameri- .. 


can Stock Exchanges and Over-the- 
Counter for the most recent two 
years. Preceding years are on ar- 


chive tape. Only the financial state- 


ments, footnotes, and auditor's 
opinion from the annual reports are 
in the file; other materials in the 
annual report are included only if 
incorporated by reference. 


. Accounting Literature File—con- 


R * 
tains Statements on Auditing Stan-.., | 


dards; Industry Audit Guides; 
FASB Statements, Interpretations, 
and Responses to Requests for 
Action; APB Opinions, Statements, 
and Interpretations; Accounting 
Research Bulletins; Accounting 
Terminology Bulletins; Industry 
Accounting Guides; SEC Regula- 
tion S-X; SEC Accounting Series 
Releases and SEC Staff Accounting 
Bulletins; Cost Accounting Stan- 
dards Board Statements; Inter- 
national Accounting Standards 
Committee Pronouncements; and 
Accounting Standards Executive 
Committee Position Papers. 


. Management Discussion and Anal- 


et 


ysis File—contains approximately ^*-- 


500 management discussions and 
analyses of the summary of opera- 
tions extracted from annual reports 
covering a wide variety of indus- 
tries. 


F 
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4. Prospectus File—contains approxi- 
mately 75 prospectuses on archive 
tape of corporations filing with the 
SEC and offering common stock 

: for sale to the public. 

5. Technical Practice Aids—contains 
inquiries to the AICPA’s technical 
information service and its replies. 


SEARCH REQUESTS 
The NAARS search technique requires 
the formation of key words, phrases, 
numbers, and combinations of these. 
The technique rests upon the assumption 


. that certain key words that are relevant 


to the subject matter being researched 


.-appear in some specifiable relationship 


within the text of the documents being 
searched. The researcher has direct access 
to original data and develops an index 


‘to this data via key word(s) selection. 


Mechanics of search construction and 
terminal operation are simple. Reason- 
able proficiency normally is attainable in 
three or four hours of study ànd terminal 
operation. No computer programming 
knowledge is needed. The researcher 
communicates directly with the system in 


. ordinary English with a typewriter-style 


keyboard, and the interactive dialogue 


`- provides guidance through each step of 


the research process. Students are re- 


- ferred to Mead Data Central’s NAARS 


Primer and Desk Book for discussion of 
search strategies and specific construc- 
tion techniques. These sources emphasize 


. that effective research involves thinking 


out and carefully constructing the search 
request and its alternatives before acces- 


sing the NAARS data base. 
. ACCOUNTING-AND AUDITING PROBLEMS 


AND. PROFESSIONAL JUDGMENTS 


The usefulness of NAARS depends on 
the user’s ability to research significant 


and complex technical and professional: 


problems. This requires the articulation 


607 


of a technical vocabulary and profes- 
sional competence with a NAARS re- 
search capability. Students are con- 
fronted with a series of contemporary 
technical and professional issues through 
case situations drawn from auditing 
practice. Development of professional 
judgment occurs throughout the research 
process as well as in arriving at a pro- 
posed solution.! 

First, cases are analyzed in order to 
identify the central issues, select relevant 
files, and express search requests. A 
search thus begins with at least a tenta- 
tive judgment concerning these matters. 
Within seconds the computer responds 
with the number of documents that meet 
the search criteria. The student then 
must decide whether to modify the search 
so as to expand or narrow the number of 
potentially useful documents. Next, the 
student reviews applicable portions of 
retrieved documents, one by one, making 
an evaluation of the relevance and 
validity of the information obtained. 
Finally, after weighing alternative so- 
lutions, corresponding support, and 
applicable technical and professional 
pronouncements, the student reaches a 
conclusion which he or she must be able 
to defend to other class members and the 
instructor. 

Ensuing class discussions of proposed 
solutions are particularly beneficial to 
students because of the flexibility of 
NAARS research. NAARS research en- 
courages student creativity while at the 
same time permitting the integration of 
professional and technical standards and 


! Mautz and Sharaf [1961, p. 103] list five steps in 
judgment formation in auditing; (1) recognition of the 
proposition to be proved, (2) evaluation of the proposi- 
tion as one requiring evidence of a high or moderate 
degree of probability, (3) collection of evidence within 
the given limits of time and cost, (4) evaluation of the 
evidence obtained as valid or not valid, and (5) formula- 
tion of judgment as to the proposition at issue. 
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personal ideals with pragmatic consider- 
ations of real audit situations. The ideal- 
istic nature of students tends to elevate 
acceptable solutions to well above mini- 
mum compliance. The whole process 
leads the student toward personal in- 
volvement and professional identity. 


STUDENT REACTIONS 


NAARS research has been taught as a 
three-week module in both undergrad- 
uate advanced auditing courses and a 
Master’s level auditing course. Student 
reaction to NAARS exposure is over- 
whelmingly positive. Student comments 
repeatedly reflect a new awareness of 
professional identity. For example, one. 
student commented, “The NAARS sys- 
tem, coupled with the use of case exer- 
cises, allows the student to place himself 
in the shoes of an actual auditor when 
confronted with a difficult professional 
problem. The student, through working 
the cases, gains some idea of how the 
different sources of information may be 
applied. To have some knowledge of 
what sources of information are available 
to an accountant when confronted with 
a problem is invaluable to an auditing 
student. NAARS makes this educational 
experience feasible in a relatively short 
period of time.” 

Another student emphasized the in- 
sight gained into the process of judgment 
formation, *NAARS research develops 
in the student the capability for defining 
a problem, for determining the relevant 
issues and the appropriate sources of 
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data, for evaluating the information ob- 
tained, and for forming a judgment 
about the solution.” 

Other benefits mentioned by students 
were an improved ability to ask the 
“right” questions, an opportunity to 
view the vast range of research material 
available to auditors in the context of real 
situations, an appreciation of the wide 
range of possibilities for resolving an 
issue, a broadened view of the audit 


function and its relationship to other * 


fields in the real world, and a general 
refinement in research skills. 


CONCLUSION 


NAARS research capability is a valu- 
able tool in the hands of an auditor. 
Increasing use of this tool is inevitable. 
Progressive auditing education should 
provide students with at least an aware- 
ness of NAARS computer technology 
and its usefulness in researching account- 
ing and auditing problems. NAARS 
operational proficiency is even more 
desirable. Applying NAARS skills in 
actual audit case situations promotes a 
broad range of professional develop- 
ment in auditing students. Learning 
cbjectives specified in this paper are 
within the resource constraints and de- 
livery capability of many accounting 
programs. Less ambitious objectives can 
be pursued by schools not having access 
to NAARS terminals through readings, 
training films, video cassettes, and field 
trips to CPA firms or law firms with 
NAARS terminals. 
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К Report aid Analysis of the 
| Accountancy Faculty Recruiting. 
‚ Surveys of 1975-1978 
Ке G. Mehl and Lucille E. Lammers 


ABSTRACT: In May of 1975, 1976, 1977, and 1978 a faculty-recruiting questionnaire 
was mailed to accounting program administrators of schools hólding membership in the 
American Assembly of Collegiate Schools of Business. The purpose of the study was to 
determine the supply of, and demand for, accounting faculty along with other pertinent 


: information concerning the recruitment of new faculty. A discussion of the 1978 findings 
„along with an analysis:of the four-year trend are presented. Ample evidence of a faculty 


shortage is provided. There is an insufficient number of professional: ‘teachers to meet 


> classroom staffing needs. This, in turn, may be a thréat tothe quality of accounting educa- 
‘tion: Exhibits are in comparative form for the four years and show details of the salaries 
` offered.new assistant professors, the availability of summer teaching and summer re- ` 


search, and the types of courses and number of course hours taught by the new assistant 


d д реве, The font-yoar tend Еру! in the exhibits i is pret discussed. 


s in the Ше preceding years, the 

A 1978 Accountancy Faculty Кё- 
mailed to respondents in May. The 1977— 
78. membership roster of the American 
- Assembly of Collegiate Schools of Busi- 


| years are not necessarily fully compara- 


cruiting Survey questionnaire was ` 


ble. The number of'schools surveyed and- 
responses received both have incteased 


over the four-year period (Exhibit 1). - 


ness was used as the population base for 
; the’survey. Community colleges were not- 


. represented. The data collection: period 
. was from. May through June, 1978: | 
-Quéstionnaires, .were mailed to 516 


institutions in thé United.States, Puerto - 
Rico, the Virgin Islands; and Canada. ` 


Responses were received “ from :283 


schools, or 54.8 percent of the population: 


base. Of the replies received; 47.5 percent 
came from AACSB-accredited - schools. 


~*~ In terms of type of institütion, 67.2 per- 
cent were public and 32. 8 percent were 


private. 


Further; because the responses have been 
on a non-identification basis, we have no 
way. of knowing to, what extent the re- : 
sponderits to the survey are the same. 


RESULTS OF SURVEY ` 


Relative t to faculty vacancies, the 1978 С 
survey showed 450 unfilled positions in . 
the population of 281 schools (two ques- 


` tionnaires not completed) or.a mean of . 


: 1.6 vacancies per "department. Extrapo- 
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Exuprr 1 


DATA ON DEPARTMENTS ANSWERING QUESTIONNAIRE 














Total Surveyed 516 100.0* 

Total Responses 283 54.8 516 
AACSB-Accredited 133 47.5 280 
Private 90 32.8 274 
Public 184 67.2 








* Of the domestic educational institutions (July 1977) 60 percent are public, 40 percent, private; 38 percent are - 


accredited. 


lating the 450 vacancies based on the 
54.8 percent response, one could estimate 
that there may have been over 820 vacant 
positions in the total population. A 
similar extrapolation for 1977 indicated 
that there might have been over 790 un- 
filled positions. Both figures should prob- 
ably be reduced to eliminate any sample 
bias arising from the fact that a greater 
proportion of schools with unfilled posi- 
tions may have returned questionnaires. 
On the other hand, if one were to include 
all of the institutions in the United 
States offering an accounting program in 
which the student's major field of con- 
centration is accounting, there might 
well be about 700 schools rather than the 
516 surveyed [Williams, 1974]. Further, 
no consideration has been given to the 
faculty needs of community colleges. 
Looking to the future, the problem of 
unfilled faculty positions is compounded 
by departmental plans to expand facul- 
ties and by losses of faculty because of 
individuals leaving teaching. The esti- 
mated number of new positions for 1979— 
80 totaled 396; the number cf people 
estimated to be leaving teaching 
amounted to 208. Accordingly, it would 
appear that there will be 1,054 positions 
to be filled for the 1979-80 academic year 
in the 281 reporting departments (Ex- 
hibit 2). The outlook for a potential 
supply to fill these vacancies is bleak. 
















1976 1975 








100.0 

293 53.7 
123 42.5 
95 31.6 
185 68.4 




















. * 
Ехшвт 2 
FACULTY VACANCES AND POTENTIAL NEW FACULTY 
SUPPLY FOR THE YEAR 1979-80* 
VACANCIES: 
Positions Vacant 1978—79 450 
Estimated New Positions 1979-80 396 
Estimated Number of Persons Leaving 
Teaching 1979-80 208 
TOTAL ESTIMAT=D VACANCIES 1979-80 1,054 Z 
— 
POTENTIAL SUPPLY: 
New Doctorates 116 
ABD's Entering Market | 50 
TOTAL POTENTIAL SUPPLY 1979-80 166° 
INDICATED UNFILLED POSITIONS y 
1979-80 888 


* Based upon responses from 281 аяна, 
> Based upon responses from 52 of 69 doctoral po 
grams [Crum, 1978] 


Responses were received from 52 of  ', 


the 69 doctora: programs [Crum, 1978]. 
The respondents estimated that 116 
candidates would complete their doc- 


torates during 1978-79. Further, they “+ 


estimated that 50 ABDs would enter the- 


teaching field in 1979-80. Accordingly, - 


there is an indicated inflow of 166 poten- -` 


tial candidates to fill the 1,054 positions, 


leaving 888 unfilled positions for 1979-80 . '. 


in the 281 reporting departments. 
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The mean salaries paid to new hires by 


7} type of degree were as follows: Doctor- 


ate, 1978-$20,681, 1977-$19,135, 1976- 
$18,090, 1975-$17,421; ABDs 1978- 
$19,522, 1977-$18,122, 1976-$17,102, 
1975-$16,408. The mode for the Doc- 
torate in the 1978 survey was $21,000 
compared to $19,500 in 1977. Several 
departments reported that they had paid 
in excess of $23,000 to new hires. 
Summer teaching was either guaran- 


W— » teed or made available to new assistant 


professors by 72.9 percent of the re- 
sponding institutions. Research funds 
were either guaranteed or made available 
by 29.5 percent of the schools reporting. 

A breakdown of the types of courses 
taught by new assistant professors shows 
that 38.3 percent were assigned under- 
graduate courses only, while 59.6 percent 


` were assigned a mixture of undergradu- 


ate and graduate courses, and 2.2 percent 
were assigned graduate courses only. 


„+ The latter category very probably repre- 


sents institutions that offer accounting 
only at the graduate level. There has been 
little change in the type of teaching as- 
signments given to new assistant profes- 
sors between the 1975 and 1978 surveys. 
Of the 268 schools responding to the 
questions on course load, 64 were on the 


: quarter system and 219 were on the 
. semester system. For purposes of this 


report, quarter hours were converted to 


` . semester hours. The responses to the 


questions on course loads revealed the 
following information: 58.6 percent of 
the respondents had annual course loads 
of 18 or fewer hours; 39.5 percent had 
course loads ranging from 19 to 24 hours; 
and 1.9 percent had course loads in 


S excess of 24 hours. 


. The following responses were received 
-rélative to equal opportunity activities. 
: Interviews and employment of women: 
169 departments reported 304 interviews, 
and 73 departments hired 81 women. 
Interviews and employment of minori- 
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ties: 90 departments reported 157 inter- 
views, and 22 departments hired 26 
candidates. The number of women and 
minority candidates hired in 1978 was 
considerably larger than in 1977 (Ex- 
hibit 3). As expected, most institutions 
pursued various sources of leads for new 
hires. However, a tabulation of the re- 
sponses indicated that most new hires 
came through personal contact with 
graduate schools. The other two pre- 
dominant methods of obtaining new 
hires were circularizing graduate schools 
and interviewing candidates at the AAA 
annual meeting (Exhibit 4). 


FOUR-YEAR TREND ANALYSIS 


Because of the excellent cooperation 
of department administrators, the infor- 
mation in the exhibits appears to be 
representative of the populations and 
indicative of conditions existing around 
the nation. This information is of im- 
portance to accountants in practice, 
industry, and government as well as to 
academicians. The four-year comparison 
not only tends to produce a trend, but 
also acts as a reinforcement for the 
results of any one year. 

As indicated in Exhibit 1, the response 
rate of 53.7 percent (247) in 1975 in- 


ExHiBiT 4 
SOURCES OF LEADS FOR NEW HIRES 








Number of 
Departments* 


1977? 1976 1975 Source 





126 129 149 Personal contact with graduate 
schools 
62 65 82 Circularizing graduate schools 
59 64 57 AAA annual meeting 
28 31 31 AAA regional meetings 
34 27° 32 Advertisements in THE ACCOUNTING 
REVIEW 
63 44 34 Other Advertisements 
45 47 52 Other 


2 Most schools marked more than one category. 
> This information wes not obtained in 1978. 
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Ехншт 3 
EQUAL OPPORTUNITY ACTIVITIES 





























Y 





























foocA 
ur 


Women SIS 
Interviewed None 1 2 3 4 5 or more 
1978 110 86 26 29 11 7 
Number of 1977 164 ^ 56 45 27° 7 6 
Departments T a 
1976 . 158 71 33 21 . 6 4. 7 
1975 136 60 35 11 2 | 3 
Women 45 
Hired* None 1 2 3 4 5 or more. . 
1978 207 65 8 0 0 0. 
Number of 1977 265 31 9 0 0 0 E 
Departinents - 
1976 246 37 7 3 0 ө. 
1975 209 31 6 1 0 0 
Minorities 
Interviewed Моке 1 2 3 4 5-ог тоге 
1978 190 54 18 9 5 4 
Number of 1977 236 47 15 5 2 0 
Departments 
1976 222 44 17 6 1 3 
1975 182 39 12 7 6 1 
Minorities Я А 
Hired? None’ 1 2 3 4 5 or more 
1978 258 18 4 0 0 0 - 
Number 1977 289 15: 1 0 0 0 ' 
Departments 
1976 267 20 5 0 1 0. 
1975 208 16 з 0. ' 0 0 





* Hired 1978—81; 1977—49; 1976—60; 1975—46. 
Ы Hired 1978—26; 1977—17; 1976—34; 1975—22. 


creased to 59.0 percent (293) in 1976, 
59.6 percent (305) in 1977, and declined 
to 54.8 percent (283) in 1978. The percent 


of the accredited schools answering has - 


increased—42.5 percent, 44.0 percent, 
46.5 percent, and 47.5 percent. Answers 
from departments in private schools have 
remained fairly steady at approximately 


33 percent. (Of the domestic educational . 


member institutions, 40 percent are pri- 
vate.) 
Exhibit 5 shows the demand for, and 


supply of, accounting faculty from.re- · 


sponding departments for the four aca- 
demic years ended 1979-80.-The 1975 
survey revealed 292 positions vacant in 


* 


^ 


Vacancies:* 
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Ехнвтт 5 
FACULTY VACANCIES AND POTENTIAL NEW FACULTY SUPPLY FOR THE YEAR 1979-80 wITH 


COMPARATIVE FIGURES FOR 1976-77, 1977—78, AND 1978—79* 











Survey Year 





. Positions Vacant 
1978-79 
1977-78 
1976-77 
1975-76 
* Estimated New Positions 
1979-80 
1. 1978-79 
‚ 1977-78 
1976-77 В 
Estimated Number of Persons Leaving Teaching’ 
1979-80 
` 1978—79 
1977-78 
1976-77 


Total Estimated Vacancies 


Potential Supply? 


New Doctorates 
ABD’s Entering Market 


Total Potential Supply 


Indicated Unfilled Positions for 1979-80, 78-79, 77-78, 
76-77 


* Based upon total responses—1978, 281; 1977, 305; 1976, 293; 1975, 247. 


1978 1977 1976 1975 
450 
476 
450 
292 
396 
382 
388 
402 
208 
187 
188 
148 
1,054 1,045 1,026 842 
116 139 133 101 
50 45 66 45 
166 184 199 146 
888 861 827 696 





* Based upon responses from doctoral programs—1978, 52; 1977, 58; 1976, 54; 1975, 54. 
Total doctoral programs in U.S. 1975—78, 63-69 [Crum, 1978]. 


the 247 schools responding, while the 
1976, 1977, and 1978 surveys indicated 
450, 476, and 450 vacancies in 293, 305, 
and 281 schools, respectively. The num- 
ber of respondents has decreased by 24; 
the number of vacancies reported has 
decreased by 26. Many of the depart- 
, ments reported the issuance of one-year 
contracts to fill some of the budgeted 
positions. Exhibit 6 shows the absolute 
number of vacancies in each department. 
Note that in 1975 approximately 11 per- 
cent of the departments had more than 
two vacancies, in 1976 and 1977 16 


percent, and in 1978 approximately 20 
percent had more than two vacancies. 
Equally noteworthy is the fact that in 
1975 49 percent reported no vacancies 
but only 37 percent reported no vacancies 
in 1976, 41 percent in 1977, and 42 percent 
in 1978. The mean number of vacancies 
per department has increased from 1.1 in 
1975 to 1.6 in 1978. 

New faculty positions and positions 
vacated by persons leaving teaching add 
to the demand for new faculty for 1979— 
80. New positions declined during the 
first three years from 402 to 382 even 
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EXHIBIT 6 ' 
DISTRIBUTION OF FACULTY VACANCIES—1975—78 1 i 
Actual Number S 
of Vacancies* None 1 2 3 4 5 6-14 19-23 Total 
1978 19  s6 47 25 13 3 17 0 280 
Number of 1977 124 77 53 18 8 6 15 303 
Departments ~ 
1976 107 90 47 18 10 1 20 0 293 
1975 122 59 38 1 5 6 ‚6 0 247 
* Mean (M) 1978= 1.6 vacancies per department. Total vacancies 450. X uem 
Mean (М) 1977 — 1.6 vacancies per department. Total vacancies 476. 
Mean (M) 1976= 1.5 vacancies per department. Total vacancies 450. - 
Mean (М) 1975— 1.1 vacancies per department. Total vacancies 292. 
‘EXHIBIT 7 
DISTRIBUTION OF NEW POSITIONS AND PERSONS LEAVING TEACHING 
FOR 1979-80, 1978-79, 1977-78, 1976-77 
Number of Positions per Department 
7 or 
Total None 2 3 4 5 6 more & 
1979-80 396 72 97 73 22 9 3 2 3 v 
1978-79 382 84 123 61 21 8 2 3 2 
New Positions - 
1977-78 383 82 109 67 16 10 4 1 
1976-77 > 402 58 105 44 20 5 3 6 6 
1979-80 208 143 88 37 7 5 1 0 0 
Positions from 1978-79 187 180 76 37 11 1 0 0 0 T 
Persons Leaving 
Teaching 1977-78 188 171 75 35 7 3 2 0 0 
1976—77 148 144, 72 23 4 2 2 ‚0 0 


though the number of respondents in- 
creased by 58, but estimated new posi- 
tions increased to 396 for 1979-80 even 
though the number of respondents de- 
creased. by 24. Positions created by 
persons leaving have increased from 148 
to 208 however, the apparent upward 
trend may be misleading since there are 
34 more respondents (Exhibit 7}. 

. "While there are a number of possible 


reasons for the gap between supply and 
demand for accounting faculty, по dis- 
cussion on this subject will be presented. 
However, three areas of interest to those , 
seeking positions are shown in Exhibits 
8 through 12. The salaries paid to new 
hires by type of degree are cited above 
and shown in Exhibit 8. The upward 
trend, as noted above, is evident. The 
mean wage paid to new doctorates was 


E 
{ 


ot 


P 
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Ехнівтт 8 
` X DISTRIBUTION OF WAGES OFFERED TO NEW ASSISTANT PRoFEssORS—1978 SURVEY 
Ё 16, ш 
Wages Offered under 
(9 mo. basis) 16,000 | 17, 1000 
'. Doctorate П 13 51 20 
M=20,681 3» 5.7% | 6.7% 22» 30. y 26% | 10.3% 
ABD 16 
M=19,522 247 10.1% | 3. i 
А Masters;CPA 
é—r M=17,043 16У 16У 0.8% 








Masters 
M=16,523 ie) iy 7 15% 


22,001 
















we 





21,001 





19,061 | 20,001 








Wages Offered 
(9 mo. basis) 






16,000 | 17,000 | 18,000 10,000 21,000 | 22,000 | 23,000 | 23,000 
15 10 18 16 15 
72% 4.8% 8.7% 251% 37. 13% 1.7% 7.2% 1. v, 
53 33 
13. 1 13. 1 16. 1 31.8% | 19.8% | 3. б, Ж o 
86 32 12 
63.3% | 23.5% | 8.8% 3% 02% 0% 0% 07% 













Doctora:e 
M 19.135 


Masters;CPA 
M=16,066 



















Wages Offered under 
(9 mo. basis) 16,000 





Doctorate 26 
M=18,090 





Masters/CPA 
M=15,672 78.4% 


Masters 69 
М = 15,200 92% 


1975: M=17,421, Doctorate; 16,408, ABD; 15, 568, Masters/CPA; 15,044, Masters. 

















$17,412 in 1975; the 1976 mean of almost 6 percent higher than the 1976 
$18,090 was approximately 4 percent mean, and the 1978 mean of $20,673, 8 
higher, that for 1977 of $19,135 was percent higher than that for 1977. In each 
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Ехнівтт 9 
SUMMER TEACHING GUARANTEED OR AVAILABLE TO NEW ASSISTANT PROFESSORS 
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1976 





Departments 











No Yes Total 
202 


75 277 
27.1 100 


Actual # 
72.9 





Exmnsit 10 
SUMMER RESEARCH GUARANTEED OR AVAILABLE TO NEW ASSISTANT PROFESSORS 








Departments 









Actual # 
Percent 


81 
29.5 





194 
70.5 











8 
28.2 


Total 


211 
71.8 


294 
100 
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year, the mean salary of the ABDs was 
approximately $1,000 less than that paid 
to those with the doctorate. 

The 1975 survey asked if summer 
teaching and research was guaranteed to 
new assistant professors. The questions 
were changed for 1976 and 1977 to read 
"guaranteed or available.” The avail- 
ability of summer teaching rose from 67 
percent of the responding departments 
in 1976 to 71.8 percent in 1977 to 72.9 
percent in 1978; the availability of re- 
search rose from 25 percent to 26.9 per- 
cent to 29.5 percent (Exhibits 9 and 10). 

A trend may be observed in the type of 


teaching assignments given to new assist- 
ant professors. The percentage of de- 
partments assigning a combination of 
graduate and undergraduate courses has 
changed from 46.2 percent to 59.6 percent 
over the four-year period (Exhibit 11). 
In addition, the trend towards the teach- 
ing of fewer course hours is evident. 
In 1975, 49.1 percent of the departments 
assigned 18 or fewer hours to the new 
assistant professors while 54.2 percent, 
58.0 percent, and 58.6 percent of the de- 
partments reported 18 or fewer course 
hours taught in 1976, 1977, and 1978, 
respectively (Exhibit 12). 


Mehl and Lammers 
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Exurmi 12 | 
Course Hours TAUGHT PER ACADEMIC YEAR BY NEw ASSISTANT PROFESSORS—1976-77* 
Semester Hours per Less than More than 
Academic Year 12 12-15 16-18 19-21 22-24 24 Total 
4 of Departments— 

1978 27 63 67 17 89 5 268 
Percent 10.1 23.5 25 6.3 33.2 1.9 100 l 
# of Departments— 

1977 32 7 61 23 95 5 293 
Percent 10.9 26.3 20.8 7.8 32.4 1.7 100 

et 
# of Departments— 
1976 31 69 54 27 96 7 284 
Percent 10.9 24.3 19.0 9.5 33.8 2.5 100 


Semester Hours per Less than 
Academic Year 12 12-16 


Number of Depart- 
ments 


Percent 





"© Includes quarter hours convertec to semester hours. 


CONCLUSION 
The results of the surveys relative to 
the availability of new faculty concur 
with Crum's findings [1978] and provide 
ample evidence of the problem facing the 














More than 
24 


academic and practicing accounting pro- 
fession. There is a lack of professional 
teachers to meet classroom staffing needs. 
This may be a threat to the quality of 
accounting graduates. 
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The Value Added Statement 


in Britain 


Michael F. Morley 


ABSTRACT: A new form of accounting statement, the Value Added (VA) Statement, 
now appears in the annual reports of many major British companies. One quarter of such 
companies now present a VA Statement, and the British government has announced 
that it intends to make this compulsory. This article relates the structure of the VA State- 
ment to the underlying theory of company team membership, and the Statement is con- 
trasted with the earnings statement which it resembles. The advantages and disad- . 
vantages of including a VA Statement in annual reports are discussed. The alleged ad- 
vantages are difficult to verify but on balance the VA Statement is concluded to be a 
useful newcomer to the annual report provided it can be standardized. Recommenda- 
tions on an accounting standard are given, including the conclusion that VA should be 


calculated after deducting depreciation. 


INCE 1975, a new form of accounting 
S statement has been appearing in the 
corporate reports of some of the 
larger British companies. It is the Value 
: Added (VA) Statement. Already ap- 
proximately one quarter of the 100 
largest companies are voluntarily in- 
cluding a VA Statement in their annual 
reports, and this proportion is still grow- 
ing. Further growth seems inevitable, as 
the government has indicated that it 
intends to make all substantial British 
companies include a VA Statement in 
their annual reports [Department of 
Trade, 1977]. 
This development of the VA Statement 
is especially interesting, as it represents a 
new direction in which financial report- 
ing, in theory and practice, can go. The 


main thrust of financial accounting de- . 
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velopment in recent decades has been in 
the area of how we measure income, 
especially in the face of changing prices. 
The question of whose income we measure 
has been largely ignored, though Hen- 
driksen's text [1977] is an exception. We 
accountants ignore the question because 
we are aware of only one answer. When 
asked, whose income?," many accoun- 
tants reply that net income or profit is 
the reward of the proprietors, ie., the 
shareholders in the case of a company. 
Proponents of Value Added reply that 
there are advantages in defining “income” 
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in such a way as to include the rewards of 
a much wider group than just the share- 
holders. One can: include shareholders 


_ and all suppliers of long- and short-term 


loan capital, together with employees and 
the government. The “income” of this 
team is called Value Added, and equals 
net profit with tax, interest, and wages 
costs all added back. 

The structure of double-entry means 
that there is another way of arriving at 


3-^Walue Added, which is by deducting from 


sales revenue the cost of all materials and 


- . Services which were boughtin from 


outside suppliers. This will give the same 
figure for VA, because the reward of our 
wider team must equal gross team reven- 
ues (i.e., sales) less amounts payable to 
persons outside the team (i.e., bought-in 
costs). The relationship between VA and 
profit can be expressed algebraically. We 
start by defining tbe retained profit for a 
given fiscal year as what is left after all 
costs, dividends, and taxes have been 
deducted from sales revenue, thus: 


_R=S—B—Dep—W-I-Div—T (1) 


where R is retained profit, S is sales 
revenue, B is the total of bought-in ma- 
terials and services, Dep is the annual 
depreciation charge, W is the year's 
wage cost, I is the interest payable for the 
year, Div is the total of dividends payable 
for the year, and T' represents corporate 
taxes. · 
Re-arranging (1) we have: 


S—B—Dep=W+I+Div+T+R (2) 


Each side of Equation (2) equals Value 
Added. As will be seen, there is contro- 
versy in theory and divergent practice 


~S* regarding depreciation іп VA Statements, 


so we call the above Net VA, to make 
clear that it refers to VA after deducting 
depreciation. 

Many accountants would prefer to re- 
arrange Equation (1) thus: : 
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S—-B=W4+14+Div+T+Dep+R (3) 


Each side of Equation (3) then equals 
Gross Value Added, or Value Added be- 
fore deducting depreciation. 

Equations (2) and (3) follow the format . 
of VA Statements prepared in practice. 
The left-hand side of each equation 
relates to the upper part of the VA State- 
ment, where bought-in costs are de- 
ducted from sales revenue. Having ar- 
rived at the figure for the year’s VA, the 
lower part of the VA Statement shows its 
division among team members, which is 
symbolically represented in the right- 
hand sides of Equations (2) and (3). 

Table 1 shows the Value Added State- 
ment included in the annual report of 


TABLE | 


BOC INTERNATIONAL LTD. AND SUBSIDIARIES VALUE 
ADDED STATEMENT YEAR TO SEPTEMBER 30, 1977 


£ million 

Sales `5 670.6 
Less | 
Bought in materials, services and depreciation 411.1 
Value added 7 259.5 ` 
Add 
Investment income ay 4.2 
Available for application 263.7 
Applied as follows: ` 
To employees as pay and Group companies’ 

contributions to pensions and state welfare 

schemes 180.8 


To banks and other lenders as interest 19.6 


To government as taxes on profits 25.6 

To partners in companies not wholly owned 
by Group 3.6 
To shareholders of BOC International 9.3 
238.9 

Profits retained by ourselves and our partners 
for expansion 24.8 
263.7 
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BOC International Ltd., (formerly Brit- 
ish Oxygen) for 1977. BOC has chosen 
the Net VA form of presentation rather 
than Gross VA, and so its VA Statement 
illustrates Equation (2). It can be seen 
how the company deducts bought-in 
costs and depreciation from sales to 
arrive at VA for the year of £ 259.5 
million. The investment income is then 
added (a complication which has been 
ignored in Equation 2), and the total 
available for sharing among team mem- 
bers is £ 263.7 million. The division of 
this among the various sub-groups in the 
team then follows. The heading “to 
partners in companies not wholly owned 
by the group” refers to dividends payable 
by BOC subsidiaries to minority share- 
holders in subsidiaries not wholly owned 
by the group. The amounts payable to 
each, team member sum to £238.9 mil- 
lion, leaving £24.8 million as the group’s 
retentions. 

It is interesting to consider why so 
many British companies are, like BOC, 
‘deciding to present a VA report. Al- 
though the VA Statement is a very recent 
development, the concept of VA is con- 
siderably-older. It originated in the U.S. 
Treasury in the eighteenth century [Cox, 
1978], and periodically accountants have 
discussed whether the concept should be 
incorporated into financial accounting 
practice (see Suojanen [1954], for ex- 
ample). However, the VA Statement has 
taken root only in Britain,! and that very 
recently, and two immediate factors can 
be suggested as causes. First, Britain 
introduced a Value Added Tax (VAT) in 
April, 1973. The administration of this 
point-of-sale tax does not require pro- 
duction of a VA Statement, and the 
Statement cannot be used for tax verifi- 
cation due to complicated rules on goods 
and services which are exempted or zero- 
rated. However, the tax has led to in- 
creased awareness in the business world 
of the meaning of VA. Second, the 
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British Accounting Standards Commit- 


tee, sponsored by the principal О.К 


and Irish accounting bodies, published 
The Corporate Report [ASC, 1975], a dis- 
cussion paper on the purposes of annual 
reports, and in it the authors suggested 
that such reports should include a VA 
Statement. 

It is worth mentioning that a frequent 
synonym for VA is "wealth creation," 
and this may have encouraged many 


industrialists to link VA reports om^-*— 


wealth creation with remedial action to 
halt Britain’s relative industrial decline. 


ADVANTAGES 


The advantages claimed for the VA 
Statement are considerable. First, it is 
said that it improves the attitudes of 
employees toward their employing com- 
panies. This effect is alleged to occur 
because the VA Statement reflects a 
broader view of the company’s objectives 


* 


^ 


and responsibilities. Few workers aree. — 


said to be enthusiastic about maximizing 
profit, which is somebody else's reward, 
and, therefore, a profit statement has 
little interest or motivational value for 
employees. However, a company's VA 
represents the wealth creation available 
for the company team, in which employ- 
ees are seen as responsible participants. 
When fully informed about VA, they 
should be better motivated to work, be 
more cooperative and more identified 
with their company. This hoped-for 
behavioral change links with ideas on 
industrial democracy which are popular 
in some British political circles. (See, for 
example, the Bullock Report [1977].) 


Many companies include VA reports in 
5 


! A few companies in the Netherlands include VA 
information in their annual reports, but the disclosures 
often fall short of being a full VA Statement, and the 
method of arriving at VÀ is grossly non-standardized. 
The annual reports of the Dutch companies Akzo N.V., 
Internatio-Müller, N.V, and SHV Holding N.V. are 
especially interesting, giving an idea of the variety of VÀ 
reporting practice. 


v 


boza 


T 
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their employee newspapers or other 


-vehicles of communication with their 


staff, and so the inclusion of a VA State- 
ment in the annual report is said to add 


credibility to the use of VA elsewhere. 


This type of behavioral hypothesis is 
` notoriously difficult to test, as it depends 
on the sincerity of management, who 
might merely be producing a VA State- 
ment to follow the herd, with no inten-. 
tion of evolving a more “‘team-centered”’ 


-^— approach to the work force. 


~ 


A second advantage claimed for the 
VA Statement is that it makes it easier for 
the company to introduce a productivity 
bonus scheme for employees based on 
VA. A number of British companies, of 


‘which Imperial Chemical Industries Ltd. 


is the best known, have introduced such 
schemes to enhance productivity. The 


employees receive bonus payments and/ 


or shares in the company according to a 
formula based on demonstrated im- 
provements over time in the VA/payroll 
ratio. If a company wishes to install such 
a scheme, or wishes to keep open its 
options to do so, then including a VA 
Statement in-its annual report will be 
advantageous because it. will spread 
knowledge of and trust in VA. Suspicion 
of VA should be lessened if VA is. re- 
ported to shareholders in the annual 
report as well as forming the basis for 
productivity schemes. 

. A third advantage claimed is that VA- 
based ratios (like the VA/payroll ratio 


. mentioned above) are a useful diagnostic 


and predictive tool. In many British 
companies, employees receive 70 percent 
or thereabouts of VA. Trends in this 
ratio, comparisons with other companies, 
and international comparisons may all be 
useful. This is especially so if the ratio is 
based on inflation-adjusted VA data. To 
date, three British companies have pre- 
sented VA Statements adjusted for infla- 
tion: one (Colt International Ltd.) used 
the single-index, or current purchasing 
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TABLE 2 - 


ALCAN ALUMINIUM (U.K.) LTD. AND SUBSIDIARIES 
VALUE ADDED INFORMATION YEAR TO 
DECEMBER 31, 1976* 











Current Cost Historic Cost: 





£ millions £ millions 
Sales 227.3 227.3 
Less bought-in costs 175.1 > 162.0 
Gross Value Added ` 52.2 65.3 
Depreciation : 17.3 6.7 
Net Value Added 34.9 58.6 
Payroll costs 38.7 38.7 
Payroll/VA ratio 110% 66% 


* Extracted from p. 15 of Annual Report, December 
31, 1976. . : 


power method, while two (Alcan Alu- 
minium (U.K.) Ltd. and Bowater Cor- 
poration Ltd.) used the replacement cost 
or current cost method. The figures pro- 
duced by Alcan were especially interest- 
ing. Table 2 shows how the-payroll costs 
absorbed 66 percent of VA when mea- 
sured according to historical cost con- 
ventions. However, when the costs of 
bought-in materials and services and also 
depreciation were adjusted to current 
costs, the ratio rose to 110 percent. 
Naturally, no business could long sustain 
a figure of over 100 percent for long. The 
jump from 66 percent to 110 percent is 
unusually large, but one can see how this 
ratio draws attention to trends in labor 
costs and may be helpful in wage bar- 
gaining as a means of informing labor . 
representatives. For example, the rela- 
tionship between this ratio and the level 
of retained profit (hence investment and 
longer-term job security) is made clear 
in the VA Statement. 

Another VA-based ratio which is 
popular is that of taxation to VA. The 
difficulty with this ratio is that there is a 
great lack of standardization in the 
classification of taxes in VA Statements. 
The recent annual reports of Esso Pe- 
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troleum Company Ltd. illustrate this. In- 


the 1976 annual report, the company’s 
VA was £ 729 million, and central and 
.. local government took 74 percent of this 
in taxes. In the 1977 annual report, VA 
was down to £ 301 million, and the gov- 
ernment took only 23 percent. This 
drastic change is surprising, until one 
reads the detail and sees that the com- 
pany has changed its accounting policy 
for treating excise duty and Value Added 
Tax. In 1976, these were included in VA 
and in the government’s share, but in 
` 1977 they were excluded from both. In 
brief, Esso has partly fallen into line with 
prevailing practice in Britain, for most 
companies report only corporation tax 
. under the government's share. Esso still 
shows taxes paid to local government 
and royalties paid to governments under 
the government's share, neither of which 
practices is widespread. 

Provided taxes are classified consist- 
ently and uniformly, this ratio and trends 
therein aré useful for inter-industry and 
international comparisons. 

One other popular ratio is VA/Sales, 
which measures the degree of vertical 
integration of a group of companies, and 
also can be interpreted as an index of 
vulnerability to disruptive action affect- 
ing supplies of materials and services. 

Before leaving the topic of VA-based 
ratios, it is worth mentioning how rele- 


vant they are to the testing of rival 


theories of Britain's relative industrial 
decline since the end of World War II. 
Such theories abound, and the VA State- 
ment throws light on most of them. Is the 
root cause of the problem a disinclination 
to hard work? The ratios of VA per em- 
ployee and VA to wages cost are rele- 
vant, especially when international com- 


parisons are made. Has the government : 


over-taxed British industry? Ratios of 
taxes to VÀ would throw light on this, 


especially if the ratios for different indus- 
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tries were compared with their growth 
rates. Is under-investment-to blame, or 
insufficient research and development? 
Again, the proportions of VA being 


assess the rival hypotheses. . 


. allocated to these activities will help: ~ 


A fourth advantage of the new State- 


ment is that VA provides a very good 
measure of the size and importance of a 


company. To use sales figures as a basis. | 


for company rankings can cause distor- 
tion, because sales may be inflated by 


T4- 


large bought-in expenses which are . 


passed straight on to customers. Capital 


employed, which is also sometimes used: 


for rankings, can likewise be misleading. 
For example, a capital-intensive com- 


pany with few employees may appear to 


be more important than a labor-intensive 
company. In a key industry: VA does 
not have these disadvantages and is, 
therefore, superior to sales and to capital 
employed.as a ranking basis. 

A fifth advantage of the VA Statement 


is that it links a company's financial ac- 


counts tó national income. With a num- 
ber of qualifications, which will be listed 
later, it is true that a company's VA indi- 
cates the company's contribution to 


national income. Furthermore, the sum . 


of the Values Added by each company : 


will equal national income. VÀ reports, 
therefore, start off with an inheritance of 
credibility, for most users.of accounting 
statements have at least a broad compre- 
hension of, and trust in national income 


. figures. Hence VA, by providing a link 


between financial statements and the 
economists macroeconomic data, will 
assist the inter-professional exchanges 
cf data and expertise. For example, the 
VA Statement is closely related to the 
economists’ input/output analysis of in- 
ter-industry relationships. The State- 
ment shoüld, therefore, increase the 


cutput methods to improve their internal 


DM 


. possibility of companies using input/ : 


“Motley 


+ 


P 


decision making. Also there are possi- 
bilities for the national income data to be 
verified and eventually, perhaps, derived 
from the underlying VA Statements of 


- “individual companies, thereby enhancing 


the accuracy of macroecoriomic statistics. 


. This would improve economic forecasts 


and hence make possible the more timely 
and accurate use of the instruments of 


^ economic policy. 


. The principal qualifications to the 


i eun rule that the sum of the Values 


Added by all companies equals. the 
economist's national income figure are: 


1. National income includes Value 
Added by government and by other 
public bodies. For example, the 
Value Added by defense expendi- 
ture.is assumed to be equal to its 
cost. 

2. The VA of a company may : arise 

. "partly in foreign territories. Simi- 


domestic country by a foreign con- 
cern. 


: 3. Economic measures of national ` 


income concentrate on production 
`- rather. than on sales. Differences 
arise, therefore, in the valuation of 
increases/decreases in inventories. 
4. National income conventions in- 
© volve several major simplifying as- 
sumptions which are not used by 
‚ financial accountants. For example, 
the output of durable consumer 
goods is assumed to have been 
consumed in the year of manufac- 
ture. In effect, the economist de- 
preciates a car by 100 percent in the 
first year, while the ‘accountant 


would write off his company’s fleet . 


of vehicles at, say, 25 percent of 
cost in each year. 


A final advantage claimed for the VA 
Statement is. that it is built on the basic 
conceptual foundations which are cur- 


‚ are included: 


< larly, Value may be Added in ће. 
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rently accepted -in balance sheets and 
earnings statements. Concepts such as 
going concern, matching, consistency, . 
objectivity, and substance-over-form are ' 
all just as applicable to the VA Statement 
as to the earnings statement. Also, the . 
alternative-theories of income measure- 
ment (based on historical cost, replace- 
ment cost, realizable, values, deprival . 
values, etc.) can all be translated into 
terms of VA measurement. This point 
may be expressed in a different form by 
saying that the VA Statement is identical 
with a conventional earnings statement 
except for the matter of whose earnings 
"earnings" refers to the 
return accruing to shareholders while VA 
refers to the return accruing to the whole 
team of providers of labor and of capital, 
plus the government. - 

Having reviewed the advantages which 
are claimed for the VA Statement, it is 
natural to consider whether there aré any 
disadvantages in its inclusion in annual 
reports. . 


DISADVANTAGES 


The first disadvantage of the new 
Statement is that it implicitly treats a 
company as a team of cooperating 


. groups, and this attitude may be grossly 


at vatiance with the facts. VA is said to 
be the reward which is earned by the 
joint and interdependent efforts of em- 
ployees (who provide labor services), 


- shareholders and lenders (who provide 


capital), and the government (which 
provides law and order, defense services, 
infrastructure, a legal framework for 
contract-enforcement, etc.) It is the gov- 
ernment which is the least natural meni- 
ber of the alleged team. The government 
was not invited to join the team, it plays 
no part in team decision making, and its 
share of VA (ie. corporation tax) is 
proportional to profits rather than to 
VA. Another case where team member- 
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ship seems to be strangely defined is 
where a supplier of bought-in materials 
is a specialist supplier to a sole customer. 
This supplier would be excluded from the 
team even though he had no other outlet 
for his production. We have already 
mentioned the British company BOC, 
which has a near-monopoly of the supply 
of industrial gases. Suppose BOC bought 
all its steel gas cylinders from XYZ Ltd., 
which makes no other product and has 
no other market for its cylinders. Under 
the VA conventions, XYZ would be 
excluded from the BOC team even though 
its entire commercial future were tied up 
with BOC. However, a bank which ex- 
tended temporary credit to BOC would 
be included in the BOC team (as a capital 
provider) even though it was not com- 
mitted to or knowledgeable about the 
industrial gas industry. Common sense 
here would suggest the exact opposite, 
i.e., that XYZ Ltd. was part of the team 
while the bank was not. 

The best that can be said to defend 
the VA Statement from this attack is that 
for most companies there is already some 
validity in drawing a line around work- 
ers, capital-providers, and government 
and declaring those included to be a 
team. And indeed the objection dis- 
cussed has a certain circularity, for one 
of the advantages claimed for the VA 
Statement is that it will lead team-mem- 

bers to regard themselves as part of a 
‘team. In short the objector is saying, “I 
do not find your team-definition to be 
natural,” while the.VA proponent is 
replying, “You will find it natural when 
all companies adopt it and, moreover, 
the definition suggested will prove 
teamwork." 

A second disadvantage: of the VA 
Statement is that its inclusion in an an- 
nual report càn cause confusion with the 
earnings statement. What would a non- 
accountant reading the annual report 
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infer if he saw that VA was rising while 
earnings were falling? Or, indeed, what 
would he make of the annual report if he 
saw VA was positive but earnings were 
negative? This last case would not be all 
that unusual and can be illustrated by a 
simple example. Suppose a company’s 
sales for the year were £100, bought-in 
costs were nil, and it paid £150 in wages. 
In these circumstances VA for the year 
would be £100, for that would be the 
Value placed on the company’s effort 
by its customers. However, a loss of £50 
has been made. What has happened here 
is that the team has earned £100 of VA 
but has overdistributed to team mem- 
bers. In effect, shareholders have lost 
£50 of the company's reserves, as this is 
the excess of wages over VA. The share- 
holders can rightly say they have lost 
Value to the extent of £50, but the VA 
Statement is nota report on shareholders’ 
welfare. It is a report on the welfare of a 


Ur 


a 


» 
? 


more broadly defined team, and Шаты 


team taken as a whole has benefited by 
Value Added of £100. 

A third disadvantage of the VA State- 
ment is that it raises a new danger of 
inefficient management, since managers 
may wrongly seek to maximize their 
company’s VA. One book has already 
been published which exhorts managers 
to accept this improper objective [Gil- 
christ, 1971]. This unsound advice could 
lead to grossly wasteful decisions in 
which shareholders’ capital would be 
dissipated in subsidizing uneconomic 
output. Consider, for example, a com- 
pany which currently buys a component 
from a supplier for £100. A manager in- 
vestigates the possibilities of making the 


component within the company and ‘ 


finds that to do so would cost £80 in 
direct materials and £70 in direct labor 
(overheads are assumed to be nil for 
simplicity). The foolish VA-maximizer 
would now decide on internal manufac- 


4 
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2, ture, as his bought-in costs would then 
“tr fall from £100 to £80 and so the VA would 
rise by £20 for each component. How- 
ever, this £20 of additional VA would 
involve an extra £70 of wages, and so 
shareholders’ earnings would fall by £50 
per component. The VA-maximizer 
would, therefore, be dissipating share- 
holders’ capital by manufacturing in- 
stead of buying in. 

A fourth argument against the VA 


«Statement is that its inclusion in the 


annual report would involve extra work, 
therefore extra costs and delay and also 
a slight loss of confidentiality in view of 
the additional disclosure involved. In 
practice the extra work, cost, and delay 
have proved to be negligible. The only 
extra disclosure involved for British 
companies has been their overseas wage 
cost. This arises because current dis- 
closure requirements cover U.K. wage 
costs, and, therefore, the inclusion of 
„10141 wage cost in the VA Statement im- 
' plicitly reveals overseas wages. This 
could be an embarrassing or damaging 
disclosure if all overseas wage costs arose 
in one country, e.g., because of consider- 
ations of competitiveness with overseas 
rivals or political sensitivity as in south- 
ern África. 
. The final objection to the VA State- 
ment is a very serious one: VA State- 
ments are flagrantly unstandardized. In- 
deed, an unscrupulous accountant could 
manipulate the choice of methods of VA 
calculation to produce almost any VA 
figure desired. To illustrate the variety 
and massive effect of VA reporting 
practices, one can refer back to the ac- 
counts of Esso already mentioned. An- 


x other example comes from the 1975 and 


1976 annual reports of Allied Breweries 
Ltd. In the former year Allied’s VA was 
£ 379 million and the goverriment's share 
was 50 percent. In the latter year VA 
was £ 247.million and the government 
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took only 13 percent. Had the beer 
drinkers and the government both be- 
come abstemious? In fact, the company 
had merely decided to re-classify the 
special excise tax on alcohol as a bought- 
in cost rather than as part of the govern- 
ment's share of VA. 

All the companies mentioned in this 
article have made clear how they have 
arrived at the figures used in their VA 
Statements and so no readers of the 
Statements should have been misled. 
However, it is clear that the VA State- 
ment will not long retain the public's 
confidence unless it is standardized. The 
Accounting Standards Committee is al- 
ready studying the questions of classifi- 
cation and definition in the VA State- 
ment. Depreciation and taxes are the 
main problems. . 

It has already been seen that a VA 
Statement can be framed as a report on 
Net VA, after deducting depreciation, 
and Table 1 which showed the Net VA of 
BOC illustrated this. However, the ma- 
jority of British companies prefer to set 
forth their VA Statement as a report on 
Gross VA, so that depreciation is an 
application of VA rather than a cost to 
be deducted in calculating VA. Table 3 
shows an example of a report on Gross 
VA, that of Imperial Chemical Indus- 
tries Ltd. The VA Statement of ICI 
shows how depreciation can be added to 
the retained profit for the year, thereby 
giving a total which ICI has described 
as "re-investment in the business." The 
Gross VA for the year was £ 1,874 mil- 
lion, and the depreciation charge was 
£ 221 million. Had ICI chosen to present 
a report on Net VA, its VA would have 
been £ 1,653 million (i.e., £ 1,874 million 
less £ 221 million). In this case, the choice 
of Gross or Net VA makes a difference 
of 13 percent of the Net VA. One can see 
how the treatment of depreciation has a 
material effect, especially on the ratios 
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TABLE 3 


IMPERIAL CHEMICAL INDUSTRIES LTD., AND SUBSIDIARIES 
VALUE ADDED STATEMENT YEAR TO DECEMBER 31, 1977 








Sources of income £ million 
Sales 4,663 
Royalties and other trading income 39 
Less: Materials and services used (2,866) 
Value added by manufacturing and 
trading 1,836 


Share of profits of principal associated 

companies and investment income 96 
Exchangelossonnetcurrentassetsof = 
. overseas subsidiaries 
Extraordinary items 


Total value added 


'Disposal of total value added 
Employees 
— pay, plus pension and national 
insurance contributions 
—~profit-sharing bonus 29 


Governments—corporate taxes, less 

grants i . 202 
Providers of capital — 

—interest paid on borrowings 

-dividends to shareholders 93 
—4ninority shareholders in subsidi- 

` aries 26 





Re-investment in the business 
-depreciation set aside 221 
—profit retained 133 


referred to earlier. For example, the 
: reported share of VA going in wages will 
be higher if we adopt the Net VA defini- 
tion than if we decide in favor of Gross 
VA. | 

The reasons for reporting Gross VA 
are three. First, Gross VA is a more 
objective figure than Net VA. This is 
because depreciation is more prone to 
subjective judgment than are bought-in 
costs. Depreciation involves opinions as 
to likely asset lives, scrap values. straight- 
line versus percentage of declining bal- 
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ance, and so oa. Bought-in costs will in 
volve some subjectivity, for example, 
regarding closcng stock values, but the 


general run of bought-in costs such as... 


repairs, fuel, telephone costs, and electric 
power, will be fairly objective. This point 
has special force if VA is to Бе used'as a 
basis for some sort of productivity bonus 
to employees. Workers may suspect the 
management of manipulating VÀ to 
produce lower bonuses if a subjective 
cost like depreciation is deducted irf 
arriving at VA. 

Second, the Gross VA format involves 
reporting depreciation alongside retained 
profit The resultant subtotal usefully 
Shows the portion of the year's. VA 
which has become available for re- 
investment. Tais ratio is less readily 
calculable from a Net VA Statement 


where depreciation is separated from 


retentions. 
Third, the practice of reporting Gross 


w 


S 


”. 


Y 
u* 


VA would lead to a closer COITeSpOD-« 


dence between VA and national income 
figures, for economists generally prefer 
gross measures of national income to net 
ones. 

The present writer sees some merit in 
these arguments but believes that the 
principal reason why most British com- 
panies have reported Gross VA is that 
they have unthinkingly followed the 
advice given in The Corporate Report 
[ASC, 1975]. That document did not 
even mention the possibility of the alter- 
native Net VA format. The following 
reasons for preferring Net VA are sub- 
stantial and, in the present writer's opin- 
ion, outweigh the earlier points. 


ARGUMENTS FOR NET VA 


First, it has been explained how 


“wealth creation” is often used as a 
synonym for VA. Wealth creation is 
overstated if no allowance is made for the 
wearing out or loss of value of fixed assets 


<. 
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which occurs as new assets are created. 

Another way of putting this is to say that 
a company theoretically could distribute 
100 percent of its Net VA in the form of 
wages, taxes, interest, and dividends. But 
it could not long continue to distribute 
100 percent of Gross VA, since the com- 
pany would be consuming its seed corn, 
and its operations would grind to a halt 
when the fixed assets were exhausted. If, 
therefore, Net VA is distributable while 


^3-Gross VA is not, then Net VA is a better 


a 


т 


denominator for distribution ratios such 
as payroll/VA. 

. Second, Net VA is a fairer base for 
calculating productivity bonuses than is 
Gross. VA. Several British companies 
have introduced schemes which pay 
productivity bonuses based on achieved 
increases in VA. If these schemes are 


"based on Gross VA, then they make no 


allowance for capital changes. A com- 
pany's VA might rise after new capital 


>? had been invested in a major plant 


modernization, and employees might be 
given “their share" of. this increase as a 
bonus. But if that share is based on VA 
before depreciation, then no recognition 
is given to the need for an increased 
depreciation charge. In short, the wrong 
people benefit, since the providers of 


`. capital deserve the credit for the VA 


increase. Net VÀ does not entirely do 
away with this unfairness, but it lessens it. 

Third, the concepts of consistency and 
matching demand that depreciation be 


-deducted along with bought-in costs to 
. derive Net VA. Bought-in materials are 


assets bought from outside süppliers, and 
the cost.thereof is matched against sales 
revenue in the upper part of the VA State- 
ment. Depreciable fixed assets will also 


‘have been bought from outside sup- 


pliers,? and the cost of these should, 
therefore, also be matched against sales 


- revenue over the assets’ useful lives. Net 


VA treats materials and fixed assets 
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consistently, as both will appear as de- 
ductions from VA in accordance with 
their becoming used up. Gross VA is in- 
consistent, for costs would be charged 
under the bought-in heading if the item 
has a life of under one year. But if the 
item has a longer life it would be treated 
as a depreciable fixed asset and its cost 
would never appear as a charge against 
VA. 

Fourth, Net VÀ involves no double- 
counting, while Gross VA does involve 
some double-counting and is misleading. 
The double counting arises from the 
non-deduction of depreciation. Where 
one company buys a product from 
another company, the seller's VA will be 
augmented and the buyer's diminished 
by the amount of the sale. This elimina- 
tion of the intermediate transaction re- 
flects the idea that national income arises 
when a final consumer buys the product 
but no national income arises merely 
from inter-company transactions. If com- 
pany A sells £100 worth of fuel to com- 
pany B, then no Value is Added, or no 
wealth is created just by this transaction. 
The VA will arise when B uses the fuel to 
generate saleable output which will end 
up as a consumer product. If B did 
not deduct the £100 as bought-in cost, 
then the £100 of VA would be double- 
counted by A and by B. The VA 
Statement deals with these transactions 
satisfactorily so far as materials are 
concerned. But if the asset which A sold 
to B had been a depreciable fixed asset, 
then (a) Net VA would eliminate the 
double-counting as B would, over the 


? Some fixed assets may have been made by the com- - 
pany, as where a building contractor builds his own 
offices. In these cases, the capitalized value of the home- 
built fixed asset should be added to sales in the VA 
Statement, the costs (bought-in material, labor, etc.) 
being reported elsewhere. In subsequent years the de- 
preciation on the home-built fixed assets should be 
merged with depreciation on all other fixed assets in the 
VÀ Statement. 
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years, deduct the £100 in the form of 
depreciation alongside other bought-in 
costs, while (b) Gross VA would not 
eliminate the double-counting. | 

Fifth, the team concept behind VA 
fits Net VA better than Gross VA. If one 
looks at the Net VA Statement in Table 
1, one sees that the team consists of 
workers, government, and capital pro- 
viders. The.surplus VA which remains. 
after the share-out among team members 
is retained, and this retained profit is a 
deferred application of VA to share- 
holders, who are team members, and 
may thereby benefit by higher quoted 
share values and eventually higher divi- 
dends. The team concept works. How- 
ever, if one looks at a Gross VA State- 
ment, as in Table 3, one may justifiably 
ask how depreciation relates to the 
team concept. One of the ways in which 
VA has been “disposed” in Table 3 is 
“depreciation set aside.” But deprecia- 
tion is not an employee, or a capital 
provider, or the government. In fact the 
disposal reported as depreciation is a 
part of wealth which was in the past 
“distributed” or-paid to the company 
which originally supplied the depreciable 
fixed asset. In short, suppliers of fixed 
assets are honorary team-members. This 
distorts the concept of the company team 
and introduces inconsistency between 
classes of supplier. 

Accordingly the present writer consid- 
ers that the VA Statement should be 
standardized as a report on Net VA. 


TAXATION 


The second major area of non-stan- 
dardization. in current VA practice is 
taxation. Some companies report only 
tax levied on profits (which in Britain is 
corporation tax) under the heading of 
“VA applied to governments.” Other 
companies report an extensive range of 


taxes, including withholding taxes de-. 
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ducted at the source from workers’ 
wages, local: government charges for 
sanitation and roads, and taxes levied on 
the company’s outputs. The two. exam- 
ples already referred to (Esso and Allied 
Breweries) show how large an effect the 
choice of accounting treatment can have, 
but these examples are abnormal as they 
come from industries which attract espe- 
cially high rates of excise tax (petroleum 
and alcohol). 


Most companies have chosen to іп-к > 


clude only corporation tax under the 
government's share of VA. This practice 
has many advantages. It avoids the need 
to make subjective judgments as to 
where to draw the line, for there is a long 
list of government imposts which could 
be regarded as part of the government's 
share. Examples of difficult items include 
road vehicle taxes, oil royalties, training 
levies to government-run training 
schemes for employees, and fines paid. 
Further, subjectivity arises over how 
widely "government" is defined—one 
could include government-sponsored 


.bodies which regulate aviation and 


broadcasting, or utilities. Related to this 
danger of a subjective decision on which 
taxes to include is the simplicity and 
cheapness of the alternative. Taxes can 
be left in the accounts into which they 
have already been analyzed, and the VA 
Statement will then not require costly 
additional analysis work. This point is 


» 


especially applicable where a group of · 


companies with many subsidiaries, some 
overseas, is preparing a VA Statement. A 
further advantage of the suggested prac- 
tice is that the VÀ Statement is easy to 
reconcile with the earnings statement if 
only corporate taxes on profit are in- 
cluded under the government's share of 
VA. This ease of reconciliation is lost if 
a wide range of taxes is included. 

There are a number -of additional 
minor areas of non-standardization in 


r 


Le 
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VA Statements. These include the classifi- 
cation of rents payable (under bought-in 
costs or under interest payable?) and the 
way in which the results of associated 
companies. are handled (see Morley 
[1978]). But it is broadly true that the 
Accounting Standards Committee could 
achieve substantial standardization of 
the VA Statement, thereby defusing the 
main argument against the Statement, if 
it prescribed (a) that depreciation should 


€ ^be deducted with bought-in costs, thereby 
reporting Net VA, and (b) that the 


government's share of VA should ёоп- 
tain only corporation tax. 


CONCLUSION 


In many ways, the VA Statement is 
an unsatisfactory innovation to encoun- 
ter. It is easy enough to understand and 
to prepare. Much is claimed for it, but 
the claims are hard to pin down and 
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to verify. The benefits claimed are prin- 
cipally improvement in attitude, motiva- 
tion, and behavior, and these are remark- 
ably difficult to research. The present 
status of the VA Statement is that it has 
achieved sudden popularity in Britain 
and will probably soon appear in the 
corporate reports of all major British 
companies. It is likely that the dangers 
inherent in the wide selection of account- 
ing treatments will lead the Accounting 
Standards Committee to issue a standard 
definition for each major heading in the 
VA Statement. Standard-setting com- 
mittees have in the past often operated 
by discovering the most widespread 
practice, pronouncing it good, and 
making it compulsory. This will work. 
well enough for the VA Statement except 
for the question of depreciation, where, 
for the reasons given earlier, the prevail- 
ing practice should be changed. 
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Comments 


Expectancy Theory in a Budgetary 
Setting: A Comment 


Jesse F. Dillard and James Jiambalvo 


N his recent article, Rockness [1977] 
| attempts to develop an extended 

expectancy model of motivation and 
test the descriptive validity of the model 
in a budgetary setting. While a formal 
model of motivation provides a poten- 
tially useful framework for the author’s 
empirical analysis, the study contains 
several theoretical and methodological 
weaknesses which severely limit its use- 
fulness, especially as a basis for future 
research. The purpose of this comment is 
to examine critically (1) the formulation 
of the expectancy model of motivation, 
(2) the derivation of hypotheses from the 
model, and (3) the experimental design 
used to analyze the hypotheses. 


EXPECTANCY MODEL OF MOTIVATION 


One shortcoming of the author’s study 
is the lack of correspondence between 
the formal model (Equation 2, p. 894) 
and the author’s discussion of the model. 
He states (p. 894) that an important fea- 
ture of the model is that it allows for 
alternative work effort levels. Further- 
more, the model supposedly implies that 
*...an individual may select from 
alternative effort levels so as to maximize 
expected value, that is, force" (р. 895). 
However, as the reader may verify, his 
model does not contain alternative effort 


levels. His force value (Е) is computed 
with respect to a work outcome, not an 
effort level. 

The incongruity apparently arises be- 
cause Rockness discusses a behavioral 
choice model, while he has developed a 
Job effort model [Mitchell, 1974]. A be- 
havioral choice model suggests that 
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individuals select the effort level with them 


highest force or expected value from 
alternative effort levels (e.g., high effort, 
medium effort, or low effort). A job 
effort model does not specify that alterna- 
tive effort levels be selected in accordance 
with some maximization rule. It simply 
states that job effort is a monotonic 
function of expectancy model variables. t 
A model consistent with Rockness’ 
discussion would appear as follows: 


1 The particular variables included in the model vary 
from author to author. Studies by Campbell et al. [1970], 
Galbraith and Cummings [1967], House [1971], and 
Turney [1974] provide examples of the types of variables 
included in expectancy models. 
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jei 
+P, a У, IV outcome; 
Ў 1=1 
+ Ры.) (1) 
Where 
F,—force toward effort 
level i. 
IV effort,,=intrinsic reward j fol- 
lowing directly from ef- 


fort level i. 
Pi=the expectancy that ef- 
fort level i will lead to 


rformance outcome 


k. 
IV outcome,, — intrinsic reward | fol- 
lowing directly from 
achieving performance 
outcome k. 
Ры=Ше expectancy that 
performance outcome 
k will lead to extrinsic 
reward EY,,. 
EW,-extrnsic reward т 
which is dependent on 
achieving a particular 


performance outcome 
k. 


In other words, the force toward a 
given effort level is determined by the 
intrinsic reward following directly from 
the effort level, the perceived probability 
that the effort level will lead to a given 
performance level, and the expected re- 
wards resulting from the performance 
level. 

Consider an example where there are 
two effort levels (one high, one low), two 
intrinsic rewards associated with each 
effort level, two performance levels, two 
intrinsic rewards associated with each 
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performance level, and two extrinsic 
rewards associated with each perfor- 
mance level. In accordance with Equa- 
tion 1, above, an individual selects either 
a high level of effort or a low level of 
effort, depending upon which yields the 
higher calculated force value. If the indi- 
vidual selects a high level of effort, then 
his performance (which is a function of 
effort and ability) should be higher than 
if he selects a low level of effort.? 


RESEARCH HYPOTHESES AND 
MODEL VALIDITY 


The fact that the expectancy model 
developed by Rockness is at odds with 
his discussion does not imply that the 
model is invalid. The model may still 
provide a useful framework for analyzing 
the behavioral consequences of budgets. 
Therefore, testing the descriptive validity 
of the model remains a worthwhile 
endeavor. Unfortunately, as Rockness 
implies (p.903), the validity of the com- 
plete model cannot be established in the 
context of this study. This immediately 
follows from the fact that two of the 
model variables, the intrinsic value of 
effort (IVeffort) and the intrinsic value of 
performance outcomes (IVoutcome), are 
never measured or systematically manip- 
ulated. Therefore, no research hypotheses 
are formulated which relate these vari- 
ables to effort or performance. 

A more serious failing of the study is 
that two of the author's hypotheses which 
are developed to test the model's descrip- 
tive validity simply do not follow from 
the model. Hypothesis 2 (p. 898) suggests 
that absolute performance will increase 


? Note the distinction between force and effort. Force 
is a propensity or inclination toward an effort level. 
Rockness uses these terms in a loose manner by substi- 
tuting force for effort in his footnote 3, while earlier 


- equating force with expected value. 
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as budget difficultly increases. Budget 
difficulty is represented in the model by 
variable P,, which is the expectancy that 
effort leads to a performance outcome. 
As budget difficulty increases, P, de- 
creases from .50 to .33. Given Rockness’ 
model, F, must be lower in the high bud- 
get case and, therefore, performance 
should be lower. 

This conclusion is consistent with the 
author's model and numerous other ex- 
pectancy theory studies (e.g., Lawler and 
Porter [1967], Galbraith and Cummings 
[1967, and Mitchell and Nebeker [1973 ]), 
but it suggests results which are exactly 
opposite the author's hypothesis. This is 
not to say that the author's hypothesis is 
not appealing. Goal theory [Locke, 1975] 
predicts that more difficult goals may 
result in higher performance than goals 
which are readily attained. However, 
given the stated objective of testing the 
validity of an expectancy model, the 
hypothesis is improperly specified, and 
its empirical verification cannot be inter- 
preted as supporting an expectancy 
model. 

Hypothesis 5 (p. 899) suggests that 
job satisfaction will decrease as budget 
difficulty increases. Rockness relates this 
hypothesis to his model indirectly by 
referencing Vroom's [1964] satisfaction 
model. In that study Vroom presented 


two models, one for predicting job sat- ` 


isfaction and the other for predicting 
force toward job effort [Mitchell, 1974]. 
However, . Vroom's satisfaction model 
contains no variable corresponding to 
budget difficulty (P,). Variables which 
measure the expectancy that effort leads 
to a performance outcome (P4) are in- 
cluded only in Vroom's effort model. 
Rockness makes no further attempt to 
establish a theoretical link between Р, 
and satisfaction. Therefore, verification 
of this hypothesis cannot be interpreted 
as supporting an expectancy model. 
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EXPERIMENTAL DESIGN 


The most critical problem with this 
study is its experimental design. Rockness 
describes his experimental design as a 
standard 2x 2x3 ANOVA fixed effects 
design. This includes two levels of budget 
difficulty, two levels of feedback, and 
three levels of reward structure. The term 
reward structure refers only to the prob- 
ability of obtaining a reward given suc- 


cessful performance. It does not relate to -< > 


the amount of reward or payoff received 
by a subject. Rewards or payoffs differed 
according to the classification of sub- 
jects. High budget subjects were paid 
$1.20 per paid run while medium budget 
subjects received $.80 per paid run. Fig- 
ure 1 illustrates the combination of treat- 
ments and the expected value of each 
treatment condition. 

According to the article, subjects knew 
that they would be paid for successful 
performance. What is not stated ex- 
plicitly is whether the subjects were told 
how much they would be paid. However, 
we may infer from the article that the 
subjects did know how much they would 
be paid. This follows from Rockness' 
discussion of satisfaction. He states (p.. 
900), “Since expected value of monetary 


rewards were the same for both the high - 


and medium budget conditions, the ex- 
pectation was that the net rewards after 
allowing for incremental cost of effort in 
the high budget condition would be lower 
than in the medium budget condition.” 
The only way the expected value could be 
relevant to his discussion of satisfaction 
would be if the subjects knew the amount 
they would be paid for successful per- 
formance. Assuming the subjects knew 
the amount, the experiment is definitely 


not a standard 2х2 x3 design. Rather, 


itis a hierarchical design with the amount 


x 


ae 


hio si 


of reward or payoff being nested within 


budget difficulty. 


A 


^ Budget Difficulty 


ese m4 pe] [s] [ro] [s] [е 
Payoff 
Expected Value 
For One Trial 


r 
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FIGURE 1 


Reward Structure 





This point is more than a statistical 
nicety affecting only the degrees of free- 
dom and the level of significance of the 
author’s tests. It also affects the a priori 
expectation of experimental results. Put 
aside momentarily our earlier criticism 
of the hypothesis that subjects in the high 
budget condition will have higher per- 
formance than subjects in the medium 
budget condition. Instead, examine the 
experiment and ask, “What difference in 
behavior would be predicted by the ex- 
pectancy model?" As illustrated in Figure 
1, the expected values for.a high budget 
are equal to the expected values for a 
medium budget. This results from the 


. nesting of payoffs within the two budget 


М . conditions. Since Rockness’ expectancy 


model suggests that effort corresponds to 


` expected value, the model would predict 


.. equal amounts of effort for individuals in 


the high and medium budget conditions. 
A significant main effect due to budget 





COMBINATION OF TREATMENTS AND EXPECTED VALUES 


ИШИ ИНЕ 
29 [ae] [r2 
хе] Ps] [r9] [s] [хе] D 


s 


difficulty cannot be interpreted as sup- 
porting the model since, in the context of 
this design, the model does not predict a 
significant main effect. 


SUMMARY 


This comment has pointed out differ- 
ences between Rockness’ model and his 
discussion of the model. We reformu- 
lated his model to account for alternative 
effort levels and pointed out the difference 
between behavioral choice models and ` 
job effort models. We hope future re- 
seach efforts will be attentive to the 
nuances of the expectancy theory litera- 
ture. We also indicated that two hypothe- 
ses, developed to test the descriptive 
validity of the model, do not follow from 
the model or from previous research in 
expectancy theory. In combination with 
the experimental design problems, this 
fact severely limits any conclusions re- 
garding the model's descriptive validity. 
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Expectancy Theory in a Budgetary 


Setting: A Reply 


Howard Rockness 


HE comment by Dillard and Jiam- 
valvo [1979] raises three issues, in- 
cluding (1) the specification of the 
expectancy theory model, (2) the hy- 
pothesis tested, and (3) the experimental 
design. I will deal with each in turn. 


THE MODEL 


Dillard and Jiambalvo cite Mitchell 
[1974] in support of a strong conceptual 
distinction between behavioral choice 
models and job effort models. In fact, 
Mitchell identifies the job effort as simply 


-p> the most frequently tested form of the 


behavioral choice model where the choice 
is the level of effort. As noted in my 
original paper, formulations and tests of 
the job effort model (including that of 
Ronen and Livingstone [19751) typically 
.ignored "alternative work effort levels 
and multiple associated intrinsic and 
extrinsic rewards" [Rockness, 1977, p. 
894]. Thus, my paper was directed at 
presenting and testing a more complete 
Job effort model consistent with Vroom's 
(1964) behavioral choice model. 
Having said that, itis worth examining 
. the difference between the model I posed 
(Equation 2, p. 894) and that of Dillard 
and Jiambalvo. They have subscripted 


. IV effort and P to identify each with a 
** particular effort level i. I would suggest 


that it would be more consistent with my 
discussion to drop the subscript on F 
since the discussion clearly implies that F 
is defined for each potential effort level. 

Nonetheless, the authors have sug- 
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gested the need for clarification; and I 
agree. 


RESEARCH HYPOTHESES 


Two of the experimental hypotheses 
are argued to be inconsistent with the 
model. The first of these was that “рег- 
formance would increase as budget diffi- 
culty increased." The second was that 
“satisfaction would decrease as budget 
difficulty increased." Both of these hy- 
potheses relate specifically to the experi- 
mental conditions. The constrained en- 
vironment of the laboratory offered 
rewards for successfully meeting a per- 
formance criterion. Conditions were 
manipulated to make expected value 
constant between budget conditions. Re- 
duction in probability of meeting the 
budget was offset by increases in amount 
of payment for successful performance 
(see Rockness [1977], Table 1, p. 898). 
The choice for subjects was to attempt to 
meet at least the given budget or, alterna- 
tively, some other performance level for 
which no rewards were offered. The 
hypothesis was that an effort level neces- 
sary to meet the budget would be chosen 
as long as the expected value of offered 
monetary rewards was greater than the 
cost of the effort required to meet the 
budget. 
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Note that the valid comparison is 
between F for effort levels required to 
meet or exceed the budget vis-a-vis all Fs 
reflecting lower-than-budget perfor- 
mance, rather than the comparison be- 
tween F for the high-budget case vis-à-vis 
F for effort in the medium-budget case, 
as suggested by Dillard and Jiambalvo. 
Since expected values of monetary re- 
wards were constant between budget 
levels, the expected value (F) would be 
lower in the high-budget condition when 
including the cost of effort, since the high- 
budget condition required more effort in 
order to meet it. If true, it was expected 
that performance would rise with impo- 
sition of a higher budget level (hypothesis 
2) but the perceived total expected value 
of participation (both monetary and in- 
trinsic) would decrease with satisfaction 
falling accordingly (hypothesis 2). 


EXPERIMENTAL DESIGN 


The discussion in Dillard and Jiam- 
balvo on experimental design is in sub- 
stance further comment on my hypothesis 
2. The authors argue that the expected 
value of monetary rewards is the only 
variable affecting effort. They argue fur- 
ther that because the expected value of 
monetary rewards was equal between 
budget conditions, no difference in per- 
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formance should be expected between 


budget levels. This argument ignores the > ` 
intrinsic value of effort in the model and . 
the fact that the experimental conditions: : 


a 


in which the choice faced by subjects was. ^ 


not budget level but whether to choosean : 
effort level sufficient to earn the геуага^ . 
As before, performance was expected to, -; .. 
be higher in the high-budget condition, · 
because a higher level of effort was re- :- + 
quired to earn a monetary reward. Ex-.. . 
amination of Dillard and Jiambalvo's-—*- 
Figure 1 confirms: that nesting occurs. 
only if subjects are reacting to the amount’ -.. - 


of the payment rather than the expected. 


value in each cell. Neither the model пог. 


the experimental results ре this 
interpretation. 


CONCLUSION 


Dillard and Jiambalvo have provided 


a useful clarification of my symbolic 


we 


A 


representation of the model. However ne 


their discussion of the research design - 


and experimental hypotheses fails to 


apply the model correctly and ignores : | 
the discussion and development of the : : 


experimental design in my original arti- 
cle. I welcome their discussion to the 
extent it resulted from lack of clarity or 
exposition on my part. 
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A Macro-Case Analysis Approach to 
. Tax Research—A Comment 
Jerome S. Horvitz and D. R. Finley 


troduced a macro-case methodology 


cpm Misiewicz [1977] has in- 
for tax research in facilitating tax 


` compliance and planning.’ He concludes 


чл шз” 
^. А T 


‘that the macro-case method limits uncer- 


tainty in reducing tax problems and in 


_ predicting success of litigation. The pur- 
. pose of this note is to challenge the valid- 


ity of this technique and to illustrate that 
the mere listing of cases according to 
identifiable criteria may not only be a 
more cumbersome research methodology 
but may be misleading. 


. SAMPLING VARIATIONS 


Е The basis of Misiewicz's approach is to 
tabulate identifiable criteria from legal 


"7 cases that decide a particular issue. He 


uses the education expense deduction as 
an example and he lists twenty decisions 
that have either allowed or disallowed 
the expense. He concludes that [Misie- 


wicz, 1977, p. 937], “the deduction will 


only be allowed if four criteria are met: 


. (1) the expense must not be personal 


(Section 262); (2) the expense must be 
ordinary and necessary; (3) the expense 
has to be incurred in a trade or business; 
and (4) good records must be provided." 

Even if one is willing to assume that the 
population of cases is homogeneous so 
that macro observations of past cases can 
predict future case results, the sampling 
variation must be considered. For exam- 
ple, consider the percentages presented 
at the bottom of Table 3 [Misiewicz, 
1977, p. 938]. Using the binomial distri- 


bution, we have calculated 95 percent 
confidence intervals for the percentages 
he obtained. The results are shown in 
Figure 1. In general, the confidence inter- 
vals are very wide, indicating that. one 
incurs substantial risks in drawing con- 
clusions based on his sample averages. 


MUST CONSIDER PRECEDENTS 


Moreover, even if sampling variation is 
ignored, Misiewicz has not justified his 
failure to consider the courts’ rationale in 
their determination of how any or all of 
the four criteria apply to the particular 
fact patterns under examination. For him 
to say that a taxpayer must emphasize the 
trade or business factor to argue success- 
fully the deductibility of an education 
expense is to state the obvious, i.e., that 
Section 162 of the Internal Revenue Code 
applies to this issue. In fact, the legal 
system would abuse its authority if some 
other criteria were utilized. Thus, criteria 
1, 2, and 3, identified by Misiewicz are 
consistently present in any determina- 


‘tion under Section 162 of the Code. 


Therefore, having the knowledge that 
these factors are controlling will cer- 


1 The authors wish to thank John Tripp for calling 
this issue to our attention. 
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FiGURE 1 
SIGNIFICANT CONSIDERATION PERCENTAGES COMPARED WITH 95 PERCENT CONFIDENCE LIMITS 














Deduction Allowed (3 cases) Deduction Disallowed (17 cases) 
Table 3: Table 3 
Average | Lower Limit Upper Limit Average Lower Limit Upper Limit 
Section 262 ` 0 0 71 53 . 28 TI 
Ordinary and Necessary 33 1 91 18 4 43 
Trade or Business 67 9 99 82 57 96 
Poor Records 0 0 71 6 0 29 





tainly not “facilitate tax research” as he 
concludes, but is an obvious starting 
point in any traditional legal research 
methodology. 

Traditional legal research methodol- 
ogy is the application of precedent to the 
particular facts under examination.” Only 
by applying established precedent can 
normative generalizations be determined 
in finding a solution to a particular con- 
troversy. The application of precedent 
in conjunction with statute interpreta- 
tion is the only methodology that pre- 
cludes arbitrariness in legal decision 
making. Consequently, in concluding 
that there is no need to determine the 
relationship of these considerations to 
the courts’ decision, Misiewicz ignores 
the essence of judicial decision making. 
SUGGESTED TAX RESEARCH PROCEDURES 


Philips and Hoffman [1979] have 
identified the following procedures for 
effective tax research: 


1. Problem identification; 

2. Finding the appropriate tax law 
Sources; 

3. Assessment of the validity of the tax 

. law sources; 

4. Arriving at the solution or alterna- 
tive solutions with due considera- 
tion given to the facts of the particu- 
lar case; : 

5. Communicating the solution to the 
taxpayer or judicial forum; 





6. Applying new developments to the 
solution. 


These procedures are diagrammed in 
Figure 2; the broken lines indicate those 
steps particularly germane to the pro- 
posed transactions [Phillips and Hoff- 
man, 1979, p. 47]. 

One may conclude that the traditional 
legal research methodology described 
above is a more realistic response to the 
challenging dynamics present when con- 


fronted with multiple sources of law. The = 


macro-case analysis as described by 


' Misiewicz affords no realistic alternative 


to the Socratic design indigenous to es- 
tablished modes of legal inquiry. The 
search for certainty by the adaptation of 
quantitative methods poses no relief from 
the systematic procedures as dia- 
grammed. . 

Misiewicz also credits macro-case anal- 
ysis for the discovery that it is very 
difficult to deduct educational expenses 
in the courts overall and hard to sustain : 
in each court individually. One need not 
turn.to macro-case analysis to reach this 
conclusion since the Supreme Court has 
stated that deductions, in general, are a 
matter of Congressional grace and will be 
narrowly construed against taxpayers if 
there is any doubt about their applica- 
tion [New Colonial Ice v. Helvering, 

2 For a discussion of how precedents are applied to 


particular fact situations, see Sommerfeld and Streuling — 
[1976, Chapter 2]. 
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1934]. Thus, Misiewicz's conclusion re- 
affirms the role that the judiciary must 
play in allowing only those deductions 
specifically provided for by statute. 
STRONGEST CASES ARE LITIGATED 
Moreover, even ignoring sampling 
error, the taxpayer's failure to prevail in 
the litigated cases does not prove that the 
deduction is difficult to claim. It is un- 
doubtedly true that thousands of tax- 
payers are successful with this deduction. 
A possible explanation for the pre- 


ponderance of IRS victories is that they. 


litigate their strongest cases. In fact, there 
‘¢~ isa rule of thumb that if, in the Appellate 
Conferee’s judgment, the Government’s 
case has a success probability of less than 
20 percent, the taxpayer is given full 
settlement [Horvitz, 1976, p. 55]. Fur- 
ther, when the Government’s chances of 
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success are judged to be less than 80. 
percent, compromise is sought. Conse- 
quently, the macro-case analysis does not 
really establish the probability of suc- 
cess or loss in asserting the education 
expense deduction. 


SUMMARY 


In summary, legitimate legal research 
methodology has as its foundation’ the 
advocacy posture present in any legal 
forum empowered to resolve conflicting 
issues. In the tax area the interest of 
revenue collection collides with the inter- 
est of tax minimization. Only through 
pursuing the arguments on either side of 
an issue can a solution be obtained. The 
macro-case analysis approach discussed 
by Misiewicz is not an effective substitute 
for traditional legal research method- 
ology. 
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A Macro-Case Analysis Approach to 
lax Research—A Reply 


Kevin M. Misiewicz 


HE thrust of the authors' observa- 

tions [Horvitz and Finley, 1979] is 

that macro-case analysis “is not an 
effective substitute for traditional legal 
research methodology" and that it af- 
fords “по realistic alternative to... 
established modes of legal inquiry.” I 
agree that it is not a “substitute” or an 
“alternative.” That’s why my article 
said that this method can provide “im- 
portant insights” [Misiewicz, 1977, p. 
935] and a “useful pattern of informa- 
tion” [Misiewicz, 1977, p. 936] and that 
it can “facilitate tax research” [Misie- 
wicz, 1977, p. 938]. It is a supplement to 
“a reading of some of the cases" [Misie- 
wicz, 1977, p. 935] in an area. The authors 
expend much effort in criticism of some- 
thing I didn’t say. 

However, the authors go further and 
imply that macro-case analysis is, there- 
fore, of no value since it is not a substi- 
tute. To argue successfully that macro- 
case analysis provides no additionally 
useful information not forthcoming from 
traditional legal research requires refuta- 
tion of the sources using it and cited in 
the article. Additional applications are 
found in Moore [1973], Bond [1977], 
Boyd [1977], Englebrecht and Davison 
[1977], Fowler [1977], and Madeo 
[1977]. Uncertainty reflected in the arti- 
cle’s example may be reduced by expan- 
sion of the sample size to fit the 
researcher’s risk aversion. 

The authors also appear to miss the 
. essence and the purposes for macro-case 


ГА 


analysis. For it, too, is the application of 
precedent to the particular facts under 
examination. The difference is in the way 
precedential information is collected, 
organized, and analyzed. Objectivity is 
the key in an expanding morass of judi- 
cial pronouncements. Choosing only ob- 
jectively determinable factors minimizes 
the subjectivity normally inherent in 
traditional legal research. Researcher's 
findings are capable of replication, and 
subsequent developments require only 
adding (and possibly deleting) cases in 
the sample. The problems of memory loss 
or involvement in dicta are reduced. To 
state that this objectivity "ignores the 
essence of judicial decision making" is 
(1) to ignore the possibility of judges 
reaching a conclusion and then con- 
structing a rationale leading to it (as 
likely demonstrated in recent Supreme 
Court decisions), (2) to overlook judges 
acting as social pclicy-makers to improve 
on the work of other institutions [Horo- 
witz, 1977], and (3) never to have had the 
pleasure of reading case-by-case in order 
to figure out how to “defensibly” weigh 
factors in the valuation of closely-held 
corporations. 

Many people used to think that man 
was not meant to Hy, but most would now 
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agree that the airplane isa valuable com- the airport. The Comment authors should oo 
plement to other forms of transportation ‘consider more seriously flying on the ^*^: 
which are still necessary in order to getto wings of macro-case analysis. : 
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, Probabilistic Approaches to Return on 


^" Investment and Residual Income: 
A Comment 


K. H. Chan, S. F. Lam and Roger Tang 


ABSTRACT: This comment demonstrates as erroneous the method Ferrara proposed for 
computing the mean, standard deviation, and alternative probability intervals of ROI 
based on normality assumptions. To develop alternative probability intervals at dif- 
ferent levels of significance, it is necessary to recompute the Geary transformation after 
. substituting appropriate standard normal values in the equation. To estimate the mean 
and standard deviation of ROI, the use of Taylor series approximations provides a 


‘justifiable methodology. 


N the July 1977 issue of THE ACCOUNT- 
ING REVIEW, Ferrara presented sev- 
ега] procedures for determining 

probabilistic estimates for return on 


^»»investment (ROI) and residual income 


(RI) [Ferrara, 1977]. The probabilistic 


‘approaches demonstrated were: (1) nor- 


mality assumptions, (2) Monte Carlo 
simulations, and (3) Tchebycheff-type 
inequalities. The high-medium-low ap- 


: proach was also briefly mentioned. 


- Monte Carlo Simulations and Tcheby- 
cheff-type inequalities are well-known 
probabilistic techniques. The approach 
using normality assumptions is not as 
widely known and thus must be carefully 


'« evaluated before being applied. Unfortu- 


ә 


> 


nately, there are errors in Ferrara’s 
discussion of the normality approach 
which may generate ROI estimates that 


. are substantially different from those 
computed when an appropriate pro- 


-~œ cedure is used: This comment identifies 


the errors in Ferrara’s procedure and 
provides an appropriate procedure for 
estimating ROI parameters and prob- 


- ability intervals based on normality 


assumptions.! 


In the following sections, an outline 
of Ferrara's procedure is presented to- 
gether with identification of the errors. 
An alternative procedure which over- 
comes the problems associated with 
Ferrara's method is then provided. Ex- 


A related issue is the reliability of the input data that 
enter into the ROI and RI models, particularly tbe prob- 
lem of autocorrelation as discussed by Jensen [1979]. As 
a general rule, reliable inputs together with an appropriate 
procedure for analysing them are necessary to yield 
dependable accounting information for decision making, 
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amples are given to demonstrate the 
impact of the errors by comparing the 
erroneous estimates with the estimates 
obtained using the appropriate pro- 
cedure. 


NORMALITY ASSUMPTIONS AND ROI: 
THE FERRA PROCEDURE 

Ferrara determined probability inter- 
vals and estimated the mean and standard 
deviation of ROI when both net income, 
y, and investment x, are normally dis- 
tributed and when C.V.(x)<0.39, C.V (y) 
>0.005 (where C.V. denotes the coeffi- 
cient of variation) for any correlation 
between x and y. Defining ROI as 


r = ух, (1) 
Ferrara then proposed using the follow- 
ing steps to generate ROI estimates: 


(1) A probability interval of r is deter- 
mined by solving the following quadratic 
which is known as the Geary transforma- 
tion [Geary, 1930]: 


(02 — 2202) + rQz^pe,o, — 2р) 
жш cuis (2) 
where p— the coefficient of correlation 


between x and y, and z— the standard 
normal variate. а 


(IY) An estimate of the mean of r is com- 
puted as: 


ri + 72 
= ——— s 
2 
where г, and r, are, respectively, the 


lower and upper limits of the probability 
interval of r obtained in Step (1). 


(III) An estimate of the standard devia- 
tion of r is computed as: 


(3) 


T, — Ц, 
: (4 


(IV) To obtain an alternative probability 
interval (ri, r2), the results in (II) and 


с, = 
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(III) are used as follows: 
ri = ь — Z6. 
5 
ra = Up + Z6, ©) 


where 2' is the standard normal value for 
the desired level of significance. 


THE ERRORS IN FERRARA’S PROCEDURE 


While Step (T) results in an appropriate 
estimate of the probability intervals for r, 
the remaining steps are in error. Use o 
Steps (П) to (IV) will generate incorrect 
estimates of the mean, standard devi- 
ation, and bounds of alternative prob- 
ability intervals as noted below. 


Mean and Standard Deviation 


According to Step (II), the mean y, is 
estimated as the simple average ofthe two 
limits of the probability interval con- 
structed in Step (I). However, this com- 
putation assumes symmetry of the dis-e * 
tribution of r. Since no such assumption ^- 
is stated by Ferrara, the actual estimate 
of р, may be significantly different. For 
example, Figure 1 shows two distribu- 
tions which have identical 95 percent 
probability intervals because the tail 
probabilities are the same in the two 
distributions, yet the means are quite 
different and are not the simple average 
of the two limits. Moreover, the estimate 
of the standard deviation in Step (IIT) is 
erroneous because it is derived from an 
incorrect estimate of the mean and be- 
cause it is based on the incorrect assump- 
tion that r is normal.? A careful reading 
of the Hayya, et al. paper [1975] indicates 
that the appropriate procedure for esti- 


< 


м 


-— 


we 


v 


* 


mating the mean and standard deviation ^t^ 


must involve the use of Taylor series 
expansions, as will be discussed later. 


? The use of z and Equation (4) assumes normality 
for r. 


ч 
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FIGURE 1 
DISTRIBUTIONS WITH IDENTICAL 95% PROBABILITY INTERVALS BUT DIFFERENT MEANS 


Lower Limit 


| 


| 
| 
| 
| 
| 
| 





Lower Limit 


Alternative Probability Intervals 


Step (IV), relating to the estimate of 


. alternative probability intervals of ROI, 


is erroneous because it also is based on 
the assumption that the mean is equi- 
distant from the two limits. This is a 
short cut that results in erroneous esti- 
mates. 

To construct alternative probability 





Mid-Point 





M id-Point 


Upper Limit 


Upper Limit 


intervals correctly, the Geary transforma- 
tion (Equation (2)) should be used. How- 
ever, Ferrara implied that the transforma- 
tion can only be used to construct a 95 
percent interval. He stated, “to develop 
probability intervals with an g error level 
other than 5 percent, one would have to 
re-examine and perhaps extend the data 
simulated by Hayya, et al" [p. 599]. This 
statement is incorrect. The variable z in 
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TABLE 1^` 


EsTIMATES DEVELOPED USING FERRARA’S STEPS (I) TO 
(4, = 30,000, 4, — 10,000, c, — 8,000, с, — 3,000, р=0.2) 











Initial Probability Interval 











Probability 
and z value 





Alternative Probability Intervals 










Probability 












99% 0.0461 0.8148 
(2.58) 








0.8757 





95% 
(1.96) 









Equation (2) is standard normal.? It can 
be 1.96 (for a 95 percent interval of ROI), 
1.65 (for a 90 percent interval of ROI), 
and so forth. Indeed, the illustration given 
by Geary [1930] has a standard normal 
value of 3.57, indicating that the value of 
: Z does not have to be 1.96. As shown 
by Hayya [1977] the only restriction 
on the value of z in Equation (2) is 





Е 1 
|| <= (6) 


Thus, the Geary transformation can be 
extended to other probability levels, and 
the use of Step (IV) is inappropriate. 

A Numerical Example 


. The effects of these errors can be signi- 
ficant, as illustrated in Table 1, which 
uses the Ferrara procedure and the fol- 
lowing data: 


Lt, = 30,000, с, = 8,000, С.У (х) 20.27 
= 10,000, ¢, — 3,000, C.V.(y) 20.30 
p 020 





0.9340 
95% 
(1 


А 0:1237 | 0.6670 
96) 
99% 0.0378 | 0.7529. 
(2.58) . 


We computed a correct 95 percent 


0.1386 





probability interval using Step (I). How-«*. 


ever, the mean and standard deviation 
computed by following Steps (II) and 
(III) are incorrect. Likewise, computa- 
tions of the 90 percent and 99 percent 
probability intervals using Step (IV) are 
incorrect. These results are shown as 
Case 1 in Table 1. 

To demonstrate the impact of the 
errors, we contrast the results obtained 
above by constructing 99 percent and 90 
percent intervals for this set of data cor- 
rectly using Step (I). The results are 
labeled as Cases 2 and 3. We then fol- 


3 Equation (2)is the same as formula (9) in Hayya, et al. 
[1975]. From formulas (6) and (9) in Hayya, et al. [1975], 
the variable z is standard normal at «—0.05 if C.V.(x) 
«0.39, C.V.(y)> 0.005. This а= 0.05 refers to the level of 
significance of the chi-square tests used to test the nor- 
mality ofz at different combinations of the coefficients of 
variation when Hayya developed the limits on the C. V.s. 
This о of the chi-square test is not related to the а error 
associated with the probability interval of ROI. If one 
wishes to change the a error of the chi-square test, then 
one would have to re-examine the data simulated by 
Hayya, et al. ^ 





























Bod 





x 


—, 
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lowed the incorrect procedure [Steps (IT) 
to (IV)] to estimate the mean, standard 
deviation, and alternative probability 
intervals for these two cases. If the Ferrara 
procedure were correct, the means and 
standard deviations should be similar 
for all three cases. Likewise, the probabil- 
ity intervals at any given significance level 
should be the same regardless of whether 
they were computed via Step (I) or as 
alternative intervals via Step (IV). How- 


эа: ever, а comparison of the three cases 


3 


reveals that the estimates of the mean and 
standard deviation of r in the three cases 
are significantly different, and that the 
probability intervals computed for the 
same significance level are also very 
different. This is contrary to what would 
be expected if the Ferrara procedure were 
correct. 

For example, the 95 percent probabil- 
ity interval computed in Case 1 is (0.1385, 
0.7224); the same interval computed in 


- Case 2 is (0.1971, 0.9340). The mean com- 


puted in Case 2 is 0.5655,. whereas the 
same mean computed in Case 3 is 0.3954, 
a difference of 0.1701, or 30 percent of the 
Case 2 estimate. These examples indi- 
cate that the Ferrara procedure yields 
inconsistent and erroneous estimates. 
The data used in Table 1 satisfy 


- the C.V. conditions stated by Ferrara 


[C.V.(x) «0.39, С.У (у) 20.005, any p]. 
When a more restrictive set of conditions 
[С.У (х) x 0.09, C.V.(y) » 0.19, lo] < 0.5] is 
satisfied, the inconsistencies in the 
Ferrara procedure tend to be smaller.* 
However, our main interest in this com- 
ment is the first set. of conditions because 
it is broader and was used by Ferrara in 
his paper. 

A CORRECT INTERPRETATION OF THE 

HAYYA, Et. Al. PROCEDURE 

According to Hayya, et al. [1975], 

when 


С.У (х) x 0.09, C.V.(y) > 0.19, [0|<0.5, (7) 
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the ratio r can be considered approxi- 
mately normally distributed. Under these 
very restrictive conditions, the standard 
formula for normal variables can be used 
to construct probability intervals for r. 
That is, 


Prob [(u,—z; 45: 0,) «r 
«(u,- 21-45: 0,)] -1—a, (8) 


where z is a standard normal. However, 
the mean and variance of r must be esti- 
mated before (8) can be used. Hayya, 
et al. [1975] recommended the use of the 
second-order Taylor series approxima- 
tions :° 


с?ш 0,6 
PEL D: 
с202 | 02  2p0,0,L, 
02 = T quee "a 
Hx Hx Hx 


If the C.V.s of x and y do not satisfy (7), 
but they do satisfy the conditions chosen 
by Ferrara, that 


С.У (х) «0.39, C.V.(y) 0.005, any p, (10) 


then the ratio r is not normal. However, 
the Geary transformation of r can be 
considered approximately normal 
[Hayya, et al., 1975, p. 1339] and therefore 
can be used to construct probability 
intervals. In the previous example with 
C.V (x) =0.27, C.V.(y) 0.30, and p=0.2, 
not all the conditions stated in (7) are 
satisfied; thus the Geary transformation 
should be used. However, the mean and 


4 Using an example in Hayya, et al. [1975], (u,— 100, 
0,758, u= 10, 0, 10, p= —0.4), and applying Step (II) 
with the limits of the 99 percent interval, the mean of 
ROI is 0.1267. On the other hand, using Step (П) and the 
limits of the 90 percent interval, the mean becomes 
0.1106, a difference of 13 percent. 

51 C.V.(x)=0, Equations (2) and (8) are equivalent 
and thus give identical results. If C.V.(x) & but the condi- 
tions stated in (7) are satisfied, Equations (2) and (8) 
would give similar results. 

6 The true mean and variance of the ratio r are difficult 
to derive. À distribution function of the ratio r is given by 
Marsaglia [1965]. 
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variance of r may still be estimated by 
(9). 

Hence, a correct procedure under the 
conditions stated in (10) is as follows: 

I. Construct a probability interval of 
r using Equation (2). To construct a 
probability interval with an a different 
from that of the initial interval, repeat the 
calculations in Equation (2) after substi- 
tuting the corresponding value of z (1.96, 
1.65, etc.) in the equation. The value of z 
is restricted by (6). ; 

П. Approximate the mean and vari- 
ance of r using the Taylor series expan- 
sions given in (9). 

Table 2 contrasts the correct 95 per- 
cent interval calculated by using Equa- 
tion (2) with the incorrect 95 percent 
intervals calculated by using Step (IV). 
In addition, Table 2 gives the estimates of 


TABLE 2 


COMPARING ESTIMATES FROM THE FERRARA PROCEDURE 
WITH ESTIMATES FROM A CORRECT USE OF THE HAYYA, 
ET AL. PROCEDURE 
(11,7 30,000, 1, — 10,000, о, = 8,000, 0, — 3,000, p —0.2) 











7i Tj 


Correct 957; Interval (Calculated by 
using equation (2)) 

Incorrect 95% Interval (Calculated 
by using Step IV .and estimates 

from the 99% Interval) 

Incorrect 95% Interval (Calculated 
by using Step IV and estimates 
from the 90% Interval) 


0.7224 


0.9340 








Correct Estimates (Calculated by 
using Taylor series approxima- 
tions) 

Incorrect Estimates (Calculated by 
using Steps II and III and the limits 
of the 95% interval obtained in 
Step I) 0.4304 

Incorrect Estimates (Calculated by 
using Steps H and III and the limits 
of the 99% interval obtained in 
Step 1) 

Incorrect Estimates (Calculated by 
using Steps II and III and the limits, 
of the 90% interval obtained in 
Step I) 


0.3517 0.1197 
0.1490 
0.5655 0.1880 


0.3954 0.1386 
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the mean and standard deviation using 
the Taylor series approximations. We 
observe that these latter estimates are 


quite different from those obtained using 
Ferrara's Steps (II) and (IIT). Therefore, 


these findings not only preclude the un- 
critical adoption of the Ferrara procedure 
but also provide an appropriate pro- 
cedure for genérating ROI estimates. 


CONCLUSIONS 

With the normality assumption ap- 
proach, the Ferrara procedure for deter- 
mining the mean, standard deviation, 
and alternative probability intervals of 
ROI yields inconsistent and incorrect 
results. To construct different (1-x) prob- 
ability intervals for ROI, one must repeat 
the calculations of Equation (2) after 
substituting an appropriate value of z in 
the equation. The value of z should be 
restricted by Equation (6) but need not 
be limited to 1.96. To estimate the mean 
and standard deviation of ROI, the use of 
Taylor series approximations given in (9) 
provides a justifiable methodology. 

Finally, it should be noted that there 
are advantages and disadvantages to 
each of the approaches discussed by 
Ferrara (normality assumptions, simula- 
tions, Tchebycheff-type inequalities, etc.). 
The choice of any one of these approaches 
in a given situation depends on many 
factors, including managerial needs and 
preferences, the availability and charac- 
teristics of the data, the cost/benefit of a 
given analysis and the importance of the 
analysis to the company. In other words, 
there is no universally dominant ap- 
proach. Thus, there are situations where 
the normality assumption approach may 
be the most appropriate. A correct 
methodology for this approach has been 
demonstrated. 

7 Ferrara was misled when estimating the mean and 
Standard deviation of r. The estimates in (9) can be used 
regardless of the values of the C.V.s and p. This can be 
seen from the derivation of (9) which is lengthy and is 
available from the present authors. 
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Investment and Residual Income: 
A Reply | 


William L. Ferrara 


Y OMEDAY I hope to write a paper which 
S is so well done that по. one will find 
have-to be content with my own human 
frailties as well as the frailties of those 
whose work: I rely on and those who are 
kind enough to read my work. 


,' The main thrust of Ferrara [1977] шау 


-be summarized as follows: The high- 


inedium-low technique is more viable in. 


the real world than we give it credit for. 
‘Restrictive assumptions relative to the 
use of probabilistic estimating procedures 
plus non-availability of reliable data, 
difficulties of statistical manipulations 
for accountants and others and the costli- 
ness of some alternative techniques lead 
me to this conclusion. 

Even a cursory review of my article 
. Should reveal the above-stated basic 
thrust. Thus, it is frustrating to find “A 
Comment" which not only ignores the 
. basic thrust but concentrates. solely on 
an illustration which I referred to in the 
following terms, "For ease of explana- 


fault with it. Until such time I shall. 


Ф. 


Probibilistió: Approaches to Return on 


xd» 


ROI ratio of net income and investment 
where both are assumed to be normal or 
approximately normal. 

As for what Professors Chan, Lam and 
Tang [1979] refer to as, “The Ferrara 


Procedure," I recommend that they - 


carefully re-examine the Hayya et al., 


-paper [1975] from which I adopted it. 


‘The procedure is the “Hayya, et al. 


tion we shall start with the rather sim-- 


plistic case...” [1977, 597]. Further- 
more, what is more simplistic than the 
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Procedure of 1975" which was modified: 


in a later study by Hayya [1977]. Iw 


not aware of the latter study since my Me 


discussions with Professor Hayya con- 
cerning his procedure occurred late in 
1975. 

The statistical methodology of Hayya 
et al. [1975], followed by Hayya's [1977] 
extension and the additional thoughts of 
Chan et al. [1979], is not an uncommon 
series of statistical refinements. Un- 
doubtedly, more refinements will follow 
since there is much food for thought in 
all three articles. 
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CS 

“A. RASHAD ABDEL-KHALIK and THOMAS F. 
KELLER, Editors, The Impact of Account- 
ing Research on Practice and Disclosure 
(Durham, N.C.: Duke University. Press, 
1978, pp. viii, 222, $13.75). 


This book contains the papers and discussions 
that were presented at a symposium held in 
December of 1975 at Duke University. At this 
symposium, 35 professors and practitioners 
attempted to assess the impact that accounting 
research has had upon practice during the past 

. ten years. In three main papers, six discussions, 
—M-two papers on future directions, and. a synthesis 
paper, the authors review and evaluate three 
types of research methodologies. The classes 
of research examined were (1) a priori research, 
(2) experimental and survey research, and (3) 
econometric and time series research. 

The principal theme of Norton Bedford's 
paper.on a priori research is that we need a 
"theory of accounting theories” to identify the 
"good" theories that might reasonably be ex- 
pected.to influence practice. Bedford argues 
that without such a "theory of theories," no 
causal relationships can be inferred between 
a priori research and practice simply because we 
observe the appearance of a new practice that 
is in accord with a previously developed a priori 
research proposition. According to Bedford, 
the "theory of theories" would evaluate a priori 
‘research results and thereby establish the causal 
link between a priori propositions and emerging 
practices. Bedford suggests that "the better a 
*7&€ theory of accounting meets the following cri- 
teria, the better it is: (1) the criterion of being 
in correspondence with the real world; (2) the 
criterion of having the capability to build models; 
(3) the criterion of being comprehensive; (4) 
the criterion of being self-consistent; (5) the 
criterion of being consistent with well-developed 
theories in other disciplines; [and] (6) the cri- 
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terion of not rejecting the basic framework of 
the field . . . (p. 10). Bedford’s paper provided 
very little explicit discussion of what (if any) 
impact a priori research has had upon account- 
ing practice. 

The. paper on experimental and survey re- 
search was written by Thomas Dyckman, 
Michael Gibbins, and Robert Swieringa. This 
paper contains a rather. good review of the 
behavioral research literature together with an 
annotated bibliography. Dyckman et al. state 
that despite the increasing research activity 
in this area, there has been no "dramatic increase 
in our body of knowledge." This conclusion is 
attributed to the impression that there are 
general problems with the way experimental 
and survey research has. been conducted. Dyck- 
man et al. found that much of the work reviewed 
by them showed a lack of theoretical emphasis, a 
lack of ties to the work of others, and a lack of 
rigor. Like the Bedford paper, the paper by 
Dyckman et al. does not explicitly relate re- 
search and practice. Dyckman et al. simply 
assert that "the impact of behavioral research 
on accounting practice has been almost non- 
existent." They then reiterate the above-men- 
tioned research problems as the reasons for 
the lack of impact that this body of research has 
had upon practice. 

Robert Kaplan wrote the paper on econo- 
metric and time series research. The Kaplan 
paper contains an excellent non-technical review 
of the market association, econometric, and time 
series literature. Those who find this literature 
to be esoteric in nature will find the Kaplan 
review helpful. Kaplan also provides a bibli- 
ography. Kaplan concludes that much has been 
learned from the many empirical studies that 
have been conducted. We have learned, for 
example, that accounting numbers do have 
information content and that, with efficient 
capital markets, disclosed information will be 
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impounded in prices of securities—it makes 
no difference where or how it is disclosed. Like 
the other two papers, however, Kaplan’s pro- 
vides no explicit discussion of what (if any) 
impact empirical research has had upon ac- 
counting practice. In regard to the future, 
Kaplan’s outlook for empirical research is 
pessimistic because he believes that all of the 
“easy” projects have already been completed. 

With the exception of Maurice Moonitz, the 
six discussants were all practicing accountants, 
although some have been academicians at one 
time. The views expressed in the discussion 
papers illustrate very well the broadening schism 
that exists between academicians and practi- 
tioners. The two main pleas that emerge from 
the discussions are: (1) that academicians should 
make their reports on research more understand- 
able to the practitioner, and (2) that academi- 
cians should be more cognizant of practice 
problems. The discussions are well done and they 
are sure to cause some self-reflection by acad- 
emicians. 

The two papers on directions for future 
research ‘were written by Frank Weston and 
Sidney Davidson. These papers suggest that 
the profession needs objectives and an analysis 
of decision-maker models. Weston proposes a 
large team-type research effort to develop 
decision models. and accounting procedures. 
Davidson argues for further refinement of the 
income determination process. - 

The book concludes with a synthesis by 
Nicholas Dopuch. Dopuch argues that the 
market works—if schools base promotion de- 
cisions on "academic-type" research output, 
academicans will produce this type of research. 
Dopuch also suggests that we need to question 
further what role research can be expected to 
play in a world where accounting policy is 
determined in a regulatory setting. 

Few academicians and practitioners would 
disagree with the proposition that the papers 
in this book discuss an important issue that 
deserves analysis and resolution. The extent 
to which the papers make a positive contribution 
in this direction is less clear. The reader will, 
however, find them interesting. 

EARL C. KELLER 
Associate Professor of Accounting 
University of Michigan 


Evans, THOMAS G., WILLIAM R. FOLKS, 
Jr. and MICHAEL JILLING, The Impact of 
Statement of Financial Accounting Stan- 
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dards No. 8 on the Foreign Exchange Risk ee 


Management Practices of American 
Multinationals: An Economic Impact 
Study, Research Report (Stamford, Con- 


necticut: Financial Accounting Standards 


Board, 1978, pp. xviii, 184, $6.00). 


This is a questionnaire study commissioned by 
the Financial Accounting Standards Board 
(FASB) to gather evidence regarding changes, 
if any, in foreign exchange management prac- 
tices of American-based multinationals induced 
by the issuance of Statement of Financial 


Accounting Standards No. 8 (SFAS 8). Tha 2k 


monograph is one of the first issued by the FASB 
in conjunction with its policy of reviewing 
evidence regarding the economic impact -of 
its pronouncements. The Board's decision to 
“re-evaluate” SFAS 8 was apparently based 
partly on the results of this study and others. 

The results of the study relate to three separate 
issues: 


1). Comments regarding the current state of the 
art of foreign exchange risk management 
(FERM) practices. 

2). Current attitudes among financial 


Pd 


Y 


managers 
regarding the impact of SFAS 8 on their a 


foreign exchange risk management practices. 

3). Changės in the attitudes of financial managers 
about this impact since 1975, when SFAS 8 was 
first released. 


The results are based on responses to a 22-page 
mailed questionnaire sent to 432 American firms 
having “significant” direct investment in at least 
six foreign countries. After two mailings, usable 
responses were received from 156 firms (36 
percent), including 67 firms who had also re- 
sponded to a similar survey by the same authors 
in 1975. The third issue noted above was studied 
by comparing the results of the two surveys for 
the 67 "double respondents." 

The results of the study can be summarized 
as follows: 


1). There is clear evidence that many of the firms 
for whom SFAS 8 required a change in ac- 
counting policies have changed some aspects 
of their FERM practices in direct response to 
SFAS 8. 

2). Such changes are reported in the area of 
foreign capital investment, dividend repatria- 
tion, involvement in the forward exchange 
markets, and debt policy for financing foreign 
operations. 

3). Firms are now generally more sophisticated in 
their FERM practices than was true in 1975. 


i 


ds 
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4). Many of the changes in FERM practices 
induced by SFAS 8 led to an expenditure of 
real resources in order to offset bcokkeeping 
adjustments which involve no cash flows. 

5). From the evidence collected, it is not clear 

- whether the SFAS 8-induced changes in 
FERM practices have significantly altered the 
after-tax cash flows of the affected firms. 


The study includes separate chapters covering 
the findings regarding the objectives of FERM 
programs (Chapter 3), the organization for such 
programs (Chapter 4), translation practices and 
exposure management (Chapter 5) exchange 


x yrate forecasting (Chapter 6), the impact of SFAS 
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"; 


ae 
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8 on financial planning (Chapter 7), and exposure 
adjustment techniques (Chapter 8). A separate 
chapter is also devoted to the direct comparisons 
of the 1975 and 1978 responses for the “double 
respondents” (Chapter 9). 

As a review of current practices in the area 
of foreign exchange management, the mono- 
graph should be of interest to financial managers 
and to students or teachers of international 
finance. These sections, however, are not of 
direct interest to the accounting profession. 
But the evidence provided concerning the 
behavioral impact of one ostensibly cosmetic 
set of required accounting changes is of direct 


SX interest to accountants. In this regard, it is one 


of the best examples to date of the phenomenon 
which Prakash and: Rappaport have termed 
“information inductance.” (See Accounting, 
Organizations and Society, Vol. 2, No. 1, p. 29.) 
Whether the economic consequences of FASB 
pronouncements are or should be relevant to 
its deliberations is a question generating much 
current interest. At a minimum, this monograph 
indicates clearly that such. concerns do not 


constitute mere idle speculation. 


The study is clearly written and is indexed 
for easy access to the specific topics covered. 
The presentation focuses on the findings rather 
than on the methodology. The main weakness 
of the monograph is the lack of concern for 
such scholarly issues as pre-test procedures, 
response bias, item validation procedures, or 
statistical analysis of the findings. These omis- 
sions from the presentation are no doubt in- 
tentional and are consistent with its “popular” 


774 style. However, they do detract from the impact 


the monograph is likely to have among academic 
accountants. On balance, the study represents a 
timely and significant contribution to our 
knowledge of an important subject area. 

Joun K. SHANK 

Arthur Young Professor of Accounting 
The Ohio State University 
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Tracy G. Herrick, Bank Analyst's Hand- 
book (New ‘York: John Wiley and Sons, 
Inc., 1978, pp. xviii, 380, $29.95). 


This book is designed to facilitate bank valua- 
tion consistent with the particular needs of 
seven categories of analysts: directors, de- 
positors, borrowers, debt holders, short-term 
shareholders, long-term shareholders, and 
employees. A non-technical approach is used 
throughout the book, which. is replete with 
real-life, numerical examples. As are most 
handbooks, this book is not intended to be read 
from cover to cover, but rather in sections 
depending upon the specific needs of the reader. 

Part I examines the information used in bank 
analysis. Sources of information are delineated. 
The 10-K form and the shareholders’ letter and 
directory of key personnel of the annual report 
are described in detail. 

Selected financial statements of I. P. Morgan 
and Co., Inc. are presented, including an item- 
by-item analysis. Interesting environmental | 
and historical background is furnished for many 
of the statements and accounts. A warning is 
given that net income is often affected by the 
philosophy of bank management. Detracting 
features are the all-too-terse discussions of 
bank accounting policies, the statement of 
changes in financial position, notes to the state- 
ments, and the accountant's opinion. 

Easily understood methods. for detecting four 
basic patterns in time series of financial data 
are reviewed. Seasonal variations are empha- 
sized, and two often used methods of estimation 
are detailed. A third method, Census X-11, is 
noted as the most advenced approach available, 
and results of an application are presented. 
Reasons for this method's superiority, however, 
are not given. This chapter would have benefit- 
ted from at least a cursory examination of 
regression-oriented approaches to time series 
analysis. Also, some explanations are not 
complete, an example being the failure to explain 
how to utilize the individual seasonal factors 
computed by the seasonal adjustment method. 

Key bank policies are discussed in Part II. 
Each chapter describes the significance and 
functions of the factor, standard methods of 
managing the factor, implications for related 
factors (e.g., the effect of liquidity policy on 
profitability), and approaches for measuring 
the factor. The descriptions of numerous man- 


- agement and.measurement policies allows the 


analyst to choose the “best” method and provides 
a safeguard against incorrece evaluations based 
on only one approach. 
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The author's pérsonal opinions and philos- 
ophy, at times, however, lessen his effectiveness. 
This is seen, for example, in the failure to give 
adequate treatment to the potential benefits of 
risk-pricing strategies in the chapter on credit 
risk policy. In the same chapter, the discussion 
of securities valuation stresses the costs of using 
market values without mentioning possible 
related benefits. The discussion of capital policy 
concludes with an assertion that there is a best 
way of measuring capital adequacy, rather than 
allowing the reader to appraise the pros and cons 
of different approaches and make his own 
Choice. 

Undue importance is sometimes attributed 

to a single accounting number as an indicator 
of policy. An example is the description of 
spread elasticity as "providing a concise sum- 
mary of the interest rate policy of a bank." 
Interest rate policy, which is a function of many 
factors, is unlikely to be summarized in one 
number. 
` Profitability is based on the concept that 
"the best measure of profitability is the return 
on average total assets." Although return on 
investment is a popular and convenient measure, 
its numerous deficiencies are well-documented 
(e.g., John Dearden, "The Case Against ROI 
Control," Harvard Business Review, May-June, 
1969, pp. 124-135). A case in point is the sale 
of assets earning a return greater than the hurdle 
rate in order to achieve a higher return on in- 
vestment. 

The strongest segment is Part Ш, which 
analyzes the impact of the environment on 
banks. The structure of U. S. banking is de- 
scribed, a framework for evaluating a bank's 
performance vis-à-vis various peer groups is 
provided, and numerous primary and secondary 
sources of information are listed. Although 
little information is publicly available for con- 
ducting evaluations of international banks, 
several sources of information are given which 
are available and a paradigm for preliminary 
analysis is suggested. 

The methods and techniques used by regula- 
tory bodies to control banks and to compete 
with other regulators are incisively discussed. 
Electronic banking, regulation of foreign banks, 
and near-banks are considered. One surprising 
omission is direct competition by one bank with 
another. 

Part IV, which focuses on bank management, 
considers ten well-established banking strategies 
and nine methods of exercising management 
control Only in the discussion of the "pro- 
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prietary skill” are banking strategy examples PA 


provided. ] 

Only past strategies are discussed, which is 
unnecessarily conservative. Also few guidelines 
to assess management control are provided. 

The final segment of the book, Part V, is a 
framework for performing an overall bank 
valuation. While five methods of forecasting 
earnings per share are presented in a clear, 
non-technical manner, no strategy is suggested 
for the bank analyst to develop his own model. 
The omission is significant, since prediction 
of future performance is a key factor in bank 


analysis. Market valuation is considered and з ёс. 


emphasizes the use of equity securities. Three 
related market measures are identified and 
discussed. Two non-market methods are also 
examined. One of these, bank ratings published 
by services such as Moody's Investors Service, 
Inc., is especially useful in view of the limitations 
of equity prices. À composite evaluation of the 
policies, environment, management and ас- 
counting of a sample bank is contained. The 
objective of this exercise was to evaluate the 
bank for each of the seven categories of analysts. 
Summary ratings were supplied as inputs to a 
linear aggregation model for each of the analyst 
groups, and composite evaluations were com- 
puted. The simplicity of this approach should*: 
be weighed against its potential for causing 
analysts to overlook interactions among model 
elements. : 
Two suggestions should be considered for 
incorporation in a second edition. First, a 
glossary would be helpful to analysts seeking 
to learn only the meaning of a particular term 
or phrase. Second, the discussion of implications 
of policies to analysts in the chapters of Part II 
could be improved by focusing on the analysts 
who assign the heaviest weights to these policies, 
as indicated in Chapter 1. For example, although 
borrowers attach a 50 percent weight to credit 
risk policy, they are not discussed: in the impli- 
cations section of credit risk policy, while 


> 


» 
; 


v 


shareholders and depositors who allot much ' E 


less weight to this policy are discussed. ` In 
addition, implications for bank analysts should 
be discussed in parts of the book which’ examine 


‘the bank's environment and management.. 


r 


^. 


This book is appropriate for bank analysts кг 


seeking an initial exposure to the major factors 
involved in evaluation of banks. The short- 


comings notéd in this review are probably due . 


to the book’s ambitious nature. On balance, 
however, the author's clear and thorough de- 
scriptions will provide the reader with a broad 
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view of the banking industry and an intelligent 


“~~ approach to bank analysis. 
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CORNELIUS J. Casey, Jr. 
Assistant Professor of 
) Business Administration 
Harvard University 


DoNALD F. LrrziNGER, LINDA NICANDRI 
and RuporeH DeFazio, Elementary 
Accounting: А Logical Approach 
(Columbus, Ohio: Grid Inc., 1978, pp. x, 

. 305, $17.95). 


A prime measure of the value of any textbook 
is its usefulness as a teaching tool. Indeed, an 
ideal text should be nearly able to stand alone 
as the cornerstone or foundation of the student’s 
study. With such a text, the role of the teacher 
becomes that of a guide: to provide direction, 
to give emphasis, to assist the student with 
difficult concepts, to elaborate where necessary, 
and to evaluate the learning process. The authors 
of this text stated as one of their objectives 
“,..to write an easy to read, practically self- 
ү presentation of accounting principles” 
p. ix). 

The authors accomplished this purpose 


> admirably. The style is light and very easy 


to read. The material is broken at intervals 
by illustrations and self-tests that alleviate the 
tedium that long reading passages can produce. 
There is an immediate feeling of intimacy with 
the material that is not usually found in a text, 
except through long association, 

To help build the confidence of the student 
and to be sure that he has mastered a particular 
concept before moving on to another more 
difficult concept, the technique of the self-test 
was borrowed from the programmed or self- 
paced text. These self-tests consist of short- 
answer material and should provide the student 
with maximum feedback with a minimum time 
investment. Even more important, through the 
self-tests the student becomes more involved 


'.in the learning process, which should enhance 


his ability to absorb and retain the material. 
There are some additional features of this 
book that.are noteworthy. The text is presented 
in an 8% x 11 inch looseleaf style and contains 
all working papers for use with the problem 
‘material. The use. of behavioral objectives at 
the beginning of each chapter tends to give a 
sense of direction and enhances the continuity 
. of the material from chapter to chapter. There 
‘is an -excellent discussion of the accounting 
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equations and their interrelationships (Chapter 
3). The income statement, balance sheet and 
capital statement are fully developed in sub- 
sequent chapters (Chapters 4-6). There is a 
rather clear segregation of the accounting and 
bookkeeping functions, with the explanation of. 
bookkeeping functions contained in a single 
chapter (5). In the remaining chapters, emphasis 
is on development of the student's ability to 
produce bookkeeping entries. Chapter 7 con- 
tains a concise discussion of accounting concepts 
that is superior to taat of most fundamental 
texts. 

There is some question that the text could 
adequately prepare the accounting major for 
higher level accounting courses. The brevity 
with which some subjects are treated would 
make it appear that a follow-on text or course 
would be needed to prepare the accounting 
major for a course as crucial and demanding 
as the traditional intermediate course. For 
example, the discussion of capital accounts 
for sole proprietorship, partnership, and cor- 
porations are handled in little more than one 
page (p. 65-66). 

However, this text would be admirably suited 
to a beginning course for non-accounting 
students whose need for accounting is a good 
broad-brush presentation. 

. Тону D. WRIGHT 
4 Instructor of Accounting 
University of Wisconsin-Eau Claire 


WiLLIAM S. McKEE, WILLIAM F. NELSON 
and ROBERT L. WnurrMIRE, Federal 
Taxation of Partnerships and Partners, 
Volumes I and П (Boston: Warren, 
Gorham and Lamont, 1977, pp. lii, un- 
paginated, actual count: 935, 384.00 
regular edition and $18.00 student 
edition). 

There is a general agreement among tax 
practitioners and educators that one of the 
most complex parts of the Internal Revenue 
Code is Subchapter K, which deals with the 
treatment of partnerships and partners under 
U.S. income tax law. One reason for the com- 
plexity is tbat Subchapter K is based on two 
conflicting concepts of the nature of a partner- 
ship: (1) the "aggregete" concept, which looks 
at a partnership as nothing more than the 
aggregation of its individual partners, and (2) 
the "entity" concept, under which the partner- 
ship is a distinct entity sepavate from its partners. 
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The authors make this point early and amplify 
it throughout their two-volume work by identify- 
ing those provisions in Subchapter K which 
are influenced by the "aggregate" concept and 
those influenced by the "entity" concept. This 
is just one of several interesting and appealing 
features of this work, which is nothing less than 
a treatise—a thorough, carefully prepared 
discourse—on Subchapter K. 

The authors explore every aspect of partner- 
ship tax law (case law and Regulations as well 
as Code provisions) in depth and employ nu- 
merical examples to assist their exposition and 
analysis of the more complex provisions and 
Regulations. See, in particular, the seven-step 
analysis of Sec. 751(b) (dealing with dispropor- 
tionate distributions of Sec. 751 properly (un- 
realized receivables and substantially appreciated 
inventory) in Chapter 21. Although the primary 
thrust of this work is expository, the authors 
at times go further to point out tax planning 
possibilities. For example, Chapter 18 is given 
over completely to one important tax-planning 
question—how to bail out of a tax shelter (organ- 
ized as a partnership) in its "declining years" 
when it generates more taxable income than 
it does pre-tax cash flow. Moreover, the authors 
employ a writing style which is clear, cogent, 
and apparently free of error—quite a refreshing 
contrast from the turgid, ambiguous, and error- 
laden writings which this reviewer has con- 
fronted too often in the tax literature. Another 
important feature is that the work is in loose-leaf, 
binder form, so that yearly supplements (cov- 
ering updates in the law) could be accom- 
modated. The 1978 supplements were in this 
reviewers copy, and the authors indicate in 
their note that they intend to supplement the 
work periodically. 

The quality and style of this treatise is quite 
similar to that of Federal Income Taxation of 
Corporations and Shareholders by Bittker and 
Eustice, a highly-regarded treatise published 
by the same company. While neither of these 


works is a "textbook" (they don't include 


problems or questions), both should be con- 
sidered for use as reading materials in graduate 
courses on the taxation of partnerships and 
corporations. 
MELVIN N. GREENBALL 
Professor of Accounting 
The Ohio State University 


А. N. Моѕтсн and E. Јонм LARSEN, The 
CPA Examination: Text, Problems and 
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Solutions (New York: McGraw-Hill Book 
Company, 1978, pp. xii, 860, $25.00). 


This single hardbound volume is intended for a 


student possessing “a strong business administra- 


tion education with a major or an area of 
emphasis in accounting and is designed as a 
basic textbook in a one-semester or one-quarter 
‘CPA Review Course’ but...can be used 
effectively by candidates for the CPA examina- 
tion studying on their own.” 

The topics included in the standard inter- 
mediate and advanced accounting textbooks 


have been condensed into 12 chapters of 4. Ж. 


frequently appearing topics and a single chapter 
on less frequent topics, such as bankruptcy, 
estates and trusts, and personal financial 
statements. A single chapter is devoted to each 
of the following: cost accounting, managerial 
and quantitative methods, income taxes, audit- 
ing, and business law. 

Each chapter is introduced by general com- 
ments on the frequency of coverage which 
that topic has had on the examination and a 
list of relevant official pronouncements by the 
FASB, AICPA, and SEC, followed by a brief 
discussion and illustration of the “principal 
theoretical issues.” A serious candidate would 
find each of the official pronouncements 
essential reading along with the coverage on 
the topic in a current textbook, since the authors 
have only summarized and highlighted the 
principles related to each topic. The authors 
do indicate that “in addition to all effective 
official pronouncements of the FASB and the 
AICPA, the candidate should have current 
textbooks” in order to prepare adequately. 

Included at the end of each chapter are 
multiple choice and theory questions and prac- 
tice problems selected from past CPA examina- 
tions. Solutions are provided and answers to 
the more complex multiple choice questions 
include references or computations. Since 


the authors have not limited themselves to only: 


the, most recent examinations, the candidate 
is presented with an excellent exposure to the 
various methods of examining a single topic. 
All questions and solutions have been updated 
to agree with the most recent pronouncements. 

A unique feature is the section labeled 
"general maturity problems." The authors have 
included in this section those questions ap- 
pearing in the past which do not fit into any 
of the specific chapters but which generally 
draw upon the candidate's reasoning ability 
and knowledge of general business and ac- 
counting. 


E 
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( In general, the authors have done а com- 

2%--пепавЫе task of summarizing and condensing 

the mass of knowledge with which a CPA 

candidate must be familiar to pass successfully 

"* the examination; however, most candidates 

will not find this book to be the most: helpful 

in preparing for the CPA examination. For most 

candidates, it will be too brief and too sum- 

marized. The average candidate will not possess 

the depth of knowledge in income taxes, audit- 

ing, and generally accepted accounting prin- 

ciples and business law to make effective use 

of such a condensed book without additional 

é—preview material. Most candidates will find 

the classified problems and questions of great 

help, but to answer those questions and solve 

the problems they will have to rely upon their 

own “extensive library in order to prepare 
adequately for the examination.” 

RICHARD L. Cross 
' Associate Professor of Accounting 
Bentley College 7 


D. L. SCANTLEBURY and Комеш. В. RAAUM, 
Operational Auditing, AGA Monograph 
3 Series, Number One (Arlington, Virginia: 
- The Association of Government Accoun- 

P- tants, 1978, pp. iii, 94, $5.00). 


This timely monograph is the first of a new 
series to focus on important concerns of financial 
managers at all levels of government. This series 
is chartered by the American Association of 
Government Accountants. The authors have 
presented the material in nine chapters and have 

« — included a case illustrating a “Program Results 
Audit" adapted from an audit by the. General 
Accounting Office (САО). Brevity of the chap- 
ters seems to imply that this monograph is to be 
used by persons who have a reasonable under- 
standing of public financial management. 

In current literature, the term operational 
auditing has been used interchangeably with 
management auditing, effectiveness auditing, 
program auditing, and performance auditing. In 

. recognition of the imprecision in the literature at 

| the present time, the first chapter is devoted to a 

ж discussion of what the authors believe opera- 

~~ tional auditing includes as contrasted with 
financial auditing. The full scope of яа 18 
described as follows: 


Financial and Compliance Auditing—whether 
financial statements present fairly the financial 
condition and the results of operations, and : 

r "whether applicable laws: and regulations were 
followed. 
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Economy and Efficiency Auditing— whether. 
resources were employed in an efficient and 
economical manner. * 


Program Results or Effectiveness Auditing— 
whether desired results or benefits are achieved 
(p. 1). 


Operational Auditing, as discussed in the guide, 
applies ‘to the combination of "Economy and 
Efficiency Auditing" and "Program Results ог. 
Effectiveness Auditing." The major objective of 
Operational Auditing is described as being the 
determination of whether the organization being 
audited can operate more cost effectively. This 
objective is in agreement with the notion that 
government managers should know whether 
their programs are achieving the non-monetary 
goals for which management is responsible. 

The differences between Audits of Economy 
and Efficiency and .Audits of Effectiveness, 
explained in Chapter 3, are similar to discussions: 
in most literature on operational auditing. The 
remaining chapters of'the guide deal with the 
various aspects of planning, performing, and 
reporting Operational Audits. . 

One strength of the monograph lies in the 
arrangement of the content. The authors give an 
early introduction to the structural character- 
istics or building blocks from which an audit 
finding is made. This is done before discussing 
the procedures followed in actually. performing 
the audit. Presenting the elements of an opera-. 
tional audit finding before presenting the details 
of the audit process places appropriate emphasis 
on what is needed to obtain and communicate. 
the essential audit results. This content presenta- 
tion also encourages a more systematic audit 
approach which in all probability will lead to 
savings in auditors’ time and effort. 

Although the first three chapters appear to о be 
too brief, the coverage of the phases of an 
operational audit in Chapters 4-9, plus the case ` 
illustrating each of these phases, is adequate for a . ` 
management guide. 

The dearth of literature in the area of opera- 
tional auditing is widely recognized. This guide is 
a welcome addition to the literature of the area. 
Although it is designed primarily for the use of 
public financial managers, others might find this 
monograph helpful. For example, educators 
might use the book as supplemental material 
in governmental accounting or not-for-profit 
Courses. 

LARZETTE G. HALE 
Professor of Accounting 
Utah State University 


Professional Firm. Publications 


JAMES H: SCHEINER, University of Tennessee-Knoxville 
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This fs the fourth of a new series designed to highlight accounting firms’ publications of 
possible interest to academics. In recent years the largest public accounting firms have 
increased the quantity and quality -of their accounting publications. Single copies are 
usually available upon request from the nearest office. 


Accounting in an Inflationary Environment, by 


Lawrence Revsine, published by Laventhol & 
Horwath (1977), discusses two approaches, 
general price level and replacement cost 
accounting, to recognize the impact of infla- 
tion in financial statements. Each of these 
approaches is discussed in a separate chapter 
that introduces the approach, provides an 
example, and discusses the meaning of the 
results. Then the approaches are critically 
evaluated, and implementation considerations 
examined. In a subsequent chapter, the rele- 
vance of each of the approaches to decision 
makers is examined (25 pages). 


Touche Ross & Co.’s Health Care Horizons 


(1978) presents a series of articles on mana- 
gerial and policy considerations for health care 
institutions. One article provides an analysis of 


. revenue and expenses for 135 hospitals during 


1976 and 1977; another provides an analysis of 


` specific hospital data over a longer time period 


(44 pages). 


Measuring the Impact of Currency Fiuctuations, 


by Robert Henrey, published by Coopers & 
Lybrand (1978), presents an approach to 
examining the impact of foreign exchange 


fluctuations on income. The approach is 
designed to determine the impact of foreiggé -è~ 
currency fluctuations and to explain the , 
factors that have caused the net translation 

gain or loss. Tables and exhibits are used to 
illustrate the approach on specific transactions 

(31 pages). 


Research Study on Current-Value Accounting 
Measurement and Utility, by George M. Scott, 
published by the Touche Ross Foundation 
(1978), is designed to provide support for the 
use of current-value accounting. The study is 
divided into four sections. The first section `, 
provides an introduction and à summary ofthe *. 
contribution of the study. The second section 
examines, primarily through deductive reason «i^ 
ing and the results of а computer simulation, 
the usefulness of current-value accounting to 
external users, management, and society. The 
third section discusses implementation 
methods. The fourth section provides a num- 
ber of appendices which discuss the Touche 
Ross current-value accounting model, the 
computer simulation methodology and results, -~ 
and issues which need further consideration 
Gu pages). 
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| Capsule Commentaries 


THOMAS J. BURNS, Editor 


Commentaries in this issue are by the Book Review Editor. 


WILLIAM Т. BAxTER, Collected Papers on 
Accounting (New York: Arno Press, 
1978, pp. 194, $25.00). 


This book consists of 26 articles and a preface. 
The preface is a brief (21 pages) but fascinating 
professional autobiography (50 years) of this 
well-known British accounting scholar. For 
example, be did not receive a salary for the first 
five years of his career. Many of the articles 


` published over four decades are on inflationary. 


accounting, but others are on history, theory, 
and education. The reviewer enjoyed in particu- 
lar rediscovering "Approaches to Pricing: 
Economist vs. Accountant" (with A. R. Oxen- 
feldt) and reading an account of a colonial 
bankrupt, the younger brother of John Hancock. 


RICHARD P. Brier, Selections from Ency- 
clopaedia of Accounting, 1903 (New 
York: Arno Press, 1978, unpaginated, 
$28.00). 


"Ihis book consists of 17 articles from the 200 
contained in the "first handbook of accounting," 
a sixvolume work published in Edinburgh, 
Scotland. Besides history, the selected articles 
are on finencial and cost accounting; they cover 
standard subjects in these areas. The original 
reviews of the Encyclopaedia (from The Accoun- 
tants’ Magazine) are also reprinted as are a listing 
of the principal articles which were not re- 
printed. A teacher would be interested to com- 
pare the subject selections with their counter- 
pàrts in his current textbook. 


MICHAEL CHATFIELD, Editor, The English 
View of Accountant's Duties and Respon- 
sibilities: 1881-1902 (New York: Arno 
Press, 1978, pp. 160, $18.00). 


Including largely articles from The Accoun- 
tant published late in the last century, the book is 
chiefly the work of prominent English practicing 
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accountants who have influenced contemporary 
accounting thought. The editor attempts to 
trace the evolution of auditing, ethical, and 
financial reporting standards in the words of such 
pioneers as Dicksee, Pixley, and Dickinson. The 
book is recommended for accounting history 
seminars. 


МАКС Jay Epstein, The Effect of Scientific 
Management on the Development of The 
Standard Cost System (New York: Arno 
Press, 1978, pp. 198, $16.00). 


This is a 1973 thesis done at the University of 
Oregon. As an historical study of the papers of 
Frederick W. Taylor and early company records, 
it is an effort to understand the development of 
managerial accounting. The author’s hypothesis 
is that the scientific management movement had 
an important effect on the development of the 
standard cost system. The author details his 
literature search and supports his hypothesis. 
The book should be of interest to accounting 
historians. | 


S. PAUL GARNER and MARILYNN HUGHES, 
Editors, Readings on Accounting 
Development (New York: Arno Press, 
1978, pp. 206, $25.00). 


The editors, former University of Alabama 
faculty members, present an historical collection 
of 29 articles, of which all but four were first 
published in The Accounting Review. Covering 
a wide range of subject matter, the authors 
include among their number quite a few promi- 
nent American and English accounting pro- 
fessors. Although the book would presumably be 
of most use in a history seminar, it would seem 
that the articles already would be available to 
seminar members. 


Leonard W. HEIN, The British Companies 
Acts and the Practice of Accountancy 
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1844-1962 (New York: Arno Press, 1978, 
pp. 385, $25.00). 


This book was originally presented as a 
doctoral dissertation at the University of Cali- 
fornia, Los Angeles, in 1962. This history is 
principally concerned with the impact of the 
British Companies Acts upon the practice of the 
public accountant. In England, the regulation of 
accounting and accountants has been by statute, 
rather than, as in this country, by commission. 
This study discloses that the typical reaction of 
the British profession has been first to resist 
change and then finally to capitulate. The major 
cause of the inclusion of accounting controls is 
reported to be the failure of the accounting 
profession to enforce acceptable accounting 
practices in the community. 


ELDON S. HENDRIKSEN, Capital Expendi- 

. tures in the Steel Industry, 1900 to 1953: 
An Investigation of Economic Factors 
Influencing Their Timing and Magnitude 
(New York: Arno Press, 1978, pp. 209, 
$16.00). 


This early empirical accounting work, a 1956 
doctoral dissertation (University of California, 


Berkeley) is a study of the U. S. steel industry's . 


financing during 50 years, 1900-1950. From 
analyzing funds statements of 12 steel com- 
panies, he concludes that capital expenditures, 
in both the short and the long run, have been 
closely related to profits, steel output, and 
current operating funds available after dividends. 
The book demonstrates the value of funds-flow 
analysis. 


CHARLES T. HORNGREN, Implications for 
Accountants of The Uses of Financial 
Statements by Security Analysts (New 
York: Arno Press, 1978, pp. 177, $15.00). 


This is the 1955 doctoral dissertation at the 
University of Chicago for the widely known 
Stanford professor of accounting..One of the 
early studies to emphasize a user viewpoint and 
decision-making, it is still often quoted. Specif- 
ically, the author conducted a survey of the 
available literature on investment analysis, 
analyzed .123 reports, and interviewed 51 
analysts. Not a surprise now, these users called 


for additional disclosure (e.g., funds-flow state- ` 


ments) but did not express a concern for major 
changes in financial statements. The chief 
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current merit of Horngren’s dissertation is as a 


background study of how analysts use financial - 


statements. 


WILLIAM Homes, Linpa Н. KISTLER and 
Louis S. Corsini, Three Centuries of 
Accounting in Massachusetts (New York: 
Arno Press, 1978, pp. 259, $20.00). 


Written to commemorate the Massachusetts 
Society of CPAs’ 75th anniversary in 1975, the 
book consists of two parts, 15 chapters, and 


several appendices. The first part (ten chapters) -#~ 


is on early Massachusetts accounting from the 
time of the Pilgrims until this century; the second 
part (five chapters) reviews the history of the 
Society. Each chapter is by a different author, 
three of whom are not.listed on the cover. The 
three listed authors are Associate Editors of the 
Massachusetts CPA Review; some chapters were 
published previously in that periodical. Of 
interest to accounting historians and Massachu- 
setts accountants. 


CHARLES WILLIAM LAMDEN, The Securities 
and Exchange Commission: A Case Study 
in the Use of Accounting as an Instrument 
of Public Policy (New York: Arno Pre 
1978, pp. 353, $25.00). 


Much of the current value of this 1949 doctoral 
dissertation at the University of California, 
Berkeley is due to the increasing significance of 
the. SEC as a rule-making agency for accoun- 
tants. For the.current trend for SEC accounting 
courses, this book could prove useful both for its 
history of the development of the SEC and its 
analysis of early efforts. of the SEC to exercise 
control over accounting procedures. 


RussEgLEP DAVIS LANGER, Accounting as a 
Variable in Mergers (New York: Arno 
Press, 1978, pp. 223, $18.00). 


In his recent (1976) University of California, 
Berkeley doctoral dissertation, the author (and 
former student of Abraham Briloff and Maurice 
Moonitz) recommends that the pooling of 
interests method should be eliminated. His 
recommendations are the same ones which the 
APB tried to implement in 1969. But he proposes 
three changes. Regulated industries should be 
exempt from a merger accounting requirement. 


r 


Book Reviews 


j The profession should not'wait for the tax provi- 


sions to change. The most important “tactic” of 
all is for the profession “to fight for its proposal 
at the SEC.” Four cases are analyzed in support 


= of his reviews. Recommended for advanced 


financial accounting courses. 


Maurice MooNirrz, Editor, Three Contri- 
butions to the Development of Account- 
ing Thought (New York: Arno Press, 
1978, pp. 334, $25.00). 


Aii- This book consists of a brief essay by the editor 
* onj three projects that were- instrumental in 


Y. 


developing U. S. accounting principles before 
1930, the major publications resulting from two 
projects, and an excerpt from the third one. The 
projects were: (1) an audit procedure program 
developed for the Federal Reserve Board in 1917 
by:the American Institute of Accountants; (2) the 
Bureau of Information established in 1918 by 
the American Institute of Accountants to 
answer inquiries from members; and (3) the start- 
ing of the “Students Department” in the Journal 
of Accountancy in 1914. The first project 
resulted in “Uniform Accounts” published in 


1917 and which was last revised in 1936. The 


ч 


effective enforcer of these principles was Ше 
commercial bankers. The second project re- 
sulted in 33 published bulletins fram 1920 to 
1929. All three projects are informative about 
practice of that era. From the third project, in 
1925, is reprinted a dispute over funds-flow 
statements by Paul-Joseph Esquerré and H. A. 
Finney. Esquerré advocated the “all-resources” 
concept, while Finney supported the working 
capital concept. Highly recommended to finan- 
cial accounting theorists. 


Gary JogN Previts, Editor, Early 20th 
Century Developments in American Ac- 
counting Thought: A Pre-classical School 

` (New York: Arno Press, 1978, un- 
paginated, $20.00). 


A collection of 17 articles originally published 


~m% during the period 1900-1929 by leading and influ- 


. ential American accounting authors who pre- 


ceded Paton, Kohler, Littleton, and May. They 
are Cole, Dickinson, Esquerré, Hatfield, Kester, 
Montgomery, Sprague, and Wildman. This 
excellent anthology drawn largely from inac- 
cessible sources should be a valuable aid for 
financial theory seminars. 
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WILLIAM С. SHENKIR, Editor, Carman С. 
Blough: His Professional Career and 
Accounting Thought (New York: Arno 
Press, 1978, unpaginated, $25.00). 


This is an anthology of articles by one of the 
most powerful accountants of his era. The 
strengths (and the defects) of the present ac- 
counting profession can be explained to a con- 
siderable degree by studying his views. For 
example, one should read Blough’s speech when 
he was Chief Accountant of the SEC and which 
led to the establishment of the Committee on 
Accounting Procedure. Another example is the 
speech when he was Director of Research for the 
AICPA that described the research program to 
be established for the APB. For these reasons, 
the book is of general interest to all those con- 
cerned with accounting. Includes three brief 
pieces on Blough’s life. 


FLORENCE R. SNEED, Parallelism in Two 
Disciplines (New York: Arno Press, 1978, 
pp. 258, $18.00). 


The author has investigated the literature 
relevant to the methods of auditing and history. 
Much of this 1974 Master’s Thesis (University of 
Texas at Arlington) focuses on the comparisons 
of evidence in the two disciplines. She concludes 
that researchers should investigate the impact of 
social and personal attitudes upon the auditor's 
work and the feasibility of not only separating 
fact from interpretation but also of evolving a 
process such as historiography with which to 
properly evaluate interpretative evidence. This 
interesting study might be assigned to auditing 
courses, especially seminars. 


GEORGE Н. SORTER, The Boundaries of the 
Accounting Universe: The Accounting 
Rules of Selection (New York: Arno 
Press, 1978, pp. 98, $12.00). 


This 1963 dissertation at the University of 
Chicago is concerned with analyzing part of the 
accounting function, the selection of the events 
to be recorded. Eighteen rules of selection are 
derived which, the author argues, describe all of 
the accepted accounting procedures in the area 
of sélection. The thesis has spawned a number 
of articles and has influenced several leading 
textbooks. Recommended to textbook writers 
and teachers. 


664 


REED K. Storey, Matching Revenues With 
Costs: An Analysis of Accounting Adap- 
tation to Uncertainty (New York: Arno 
Press, 1978, pp. 191, $15.00). 


Portions of this 20-year-old study, a University 
of California, Berkeley doctoral dissertation, 
were published previously in The Accounting 
Review. Although the author recommends that 
inventories be valued at their net realizable 
value, the major merit of this book is its excellent 
analysis of the conventional matching and the 
sale basis for recognizing revenue. As such, it is 
recommended for students in financial account- 
ing theory courses. 


R. G. WALKER, Consolidated Statements: 
A History and Analysis (New York: Arno 
Press, 1978, pp. 410, $26.00). 


This book is a historical study of consolidated 
statements. Tt consists of all but the last chapter 
(published in Abacus) of the author's Ph.D. 
thesis submitted to the University of Sydney in 


1976. Two-thirds of the book reviews the U. К. 


and U. S. backgrounds for consolidated report- 
ing. The last section is an analysis of the ideas 
and practices of consolidated reporting, and the 
conclusion is that the case for consolidated state- 
ments is not favorable. It would be of general 
interest to accountants and students in advanced 
financial accounting courses. 


M. C. WELLS, Editor, American Engineers’ 
Contributions to Cost Accounting (New 
York: Arno Press, 1978, pp. 1129, 
$25.00). 


This is a collection of 19 articles published 
originally from 1873 to 1912 on the efforts of 
American electric and mechanical engineers to 
develop systems of cost collection and cost 
calculation. Engineers were concerned initially 
with cost records (not cost accounts), as such 
memoranda by engineers for engineers were tco 
important to be left to accountants. Articles are 
grouped under four headings: costs and effi- 
ciency (5), pricing (5), costing systems (3), and 
principles (6). The last article, "Axioms Concern- 
ing Manufacturing Costs," by Henry R. Towne, 
calls for the creation of a correct science of 
industrial! accounting. Recommended to anyone 
with a scholarly interest in cost accounting. 
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Basil S. YAMEY, Essays on the History of 
Accounting (New York: Arno Press, 
1978, unpaginated, $25.00). 


This is a collection of papers by a British 


accounting historian originally published over 
the past three decades. With access to the rare 
book collection of the Institute of Chartered 
Accountants in England and Wales, the author 
has divided his work into those articles based on 
several sets of records or the work of several 
authors (11 articles) and those articles based on 
a single set of records or the work of a single 


author (13 articles). The value of the book ДА 4. 


largely to provide inaccessible material to ac- 
counting historians. Includes a review of Pacioli. 


Basi, S. Yamey, Editor, The Historical 
Development of Accounting: A Selection 
of Papers (New York: Arno Press, 1978, 
unpaginated, $25.00). 


The British editor, an accounting historian, 
has selected materials that emphasize accounting 
for management and control, which are based on 
actual accounting records, and which are likely 
to be inaccessible to students. The 18 articles 


drawn from 15 sources were originally published««$ _ 


over five decades (1933 to 1975) and are based on 
accounting during many centuries (from 
medieval to contemporary). Of interest primarily 
to accounting historians. 


STEPHEN ADDAM ZEFF, A Critical Examina- 
tion of the Orientation Postulate in Ac- 
counting, With Particular Attention to Its 
Historical Development (New York: Arno 
Press, 1978, pp. 234, $16.00). 


This 1961 doctoral dissertation done at the 
University of Michigan is concerned with two 
views of the business enterprise, the proprietary 
and the entity. Almost half of the study is 
devoted to "historical surveys of the somewhat 
parallel development of  politico-economic 
institutions and accounting theory." The author 
separates the orientation postulate into "subject" 


y 


and “beneficiary” subpostulates. Dismissing thes ~~ 


“proprietary theory,” he proposes contrasting 
conceptions of the “entity theory” as two 
alternatives. He also argues that there is no 
reason to believe that comparability among firms 
is necessarily destroyed by the concurrent use of 
more than one orientation approach. Highly 
recommended for financial theory courses. 


Books RECEIVED, OCTOBER 2, 1978 THROUGH JANUARY 31, 1979 


»»— Burch, Jr., John B., Felix R. Strater and Gary 
Grudnitski, Information Systems: Theory and 
Practice, Second Edition, John Wiley & Sons, 

a Inc., New York, 1979, pp. xv, 571, $17.50. 

Committee on International Accounting Opera- 
tions and Education, Accounting Education 
and the Third World, American Accounting 
Association, Sarasota, Florida, 1978, pp. xii, 
109. 

Cabell, David W. E., Editor, Directory of Pub- 
lishing Opportunities in Business, Economics 
and Administration, Cabell Publishing 

СА Company, Beaumont, Texas, 1978, рр. xxxv, 
307, $14.95 plus $1.50 for postage and han- 


dling. 

Courtis, John K., Editor, Corporate Annual 
Report Analysis, Department of Accounting 
and Financial Management, University of 

. England, Armidale, New South Wales, 
Australia, 1978, pp. ii, 242. 

Cunningham, Gary M., and Charles H. Smith 
(Assisted by Byron L. Otto), Accounting for 
Shareholders’ Equity by Texas Corporations, 
Bureau of Business Research, University of 

Д Texas, Austin, Texas, 1978, рр. 111. 
* Davidson, Sidney, Clyde P. Stickney and Roman 
~. L. Weil, Financial Accounting: An Introduc- 
Jb. tion to Concepts, Methods and Uses, Second 
Edition, The Dryden Press, Hinsdale, Illinois, 
1979, pp. xviii, 695. 

Doyle, Dennis M., Efficient Accounting and 
Record-Keeping, John Wiley & Sons, Inc., 
New York, 1978, pp. vii, 116, $4.95. 

Dick, George, and Richard Rikert, Editors, 
Accounting Trends & Techniques: Annual 

х Survey of Accounting Practices Followed іп 
600 Stockholders’ Reports, Thirty-Second 
Edition, American Institute of Certified Public 
Accountants, Inc., New York, 1978, pp. vii, 
416. 

Dukes, Roland E., An Empirical Investigation of 
the Effects of Statement of Financial Account- 
ing Standards No. 8 on Security Return 

- Behavior, Research Report, Financial Ac- 
counting Standards Board, Stamford, Con- 

Р necticut, 1978, рр. іх, 102, $3.00. 

Fenton, Lawrence S., and Norman A. Fowler, 

з Hotel Accounts and Their Audit, The Institute 

~~ of Chartered Accountants in England and 
Wales, London, 1978, pp. xii, 287, £10.75. 

Financial Reporting and Accounting Standards: 
Conference Papers, University of Glasgow 
Press, Glasgow, Scotland, 1978, pp. 80, £6.00 
or $15.00. 

є Frank, J. W., Т.Е. Kealey and С. W. Silverman, 
The Effects and. Usefulness of Replacement 


Cost Disclosure, Financial Executives Re- 
search Foundation, New York, 1978, pp. vil, 
124, 

Goshay, Robert C., Statement of Financial 
Standards No. 5: Impact on Corporate Risk 
and Insurance Management, Research Report, 
Financial Accounting Standards Board, Stam- 
ford, Connecticut, 1978, pp. viii, 68, $2.50. 

Harvey, Mike, and Fred Keer, Financial Ac- 
counting Theory, Prentice-Hall International, 
Inc., London, 1978, pp. xi, 179, $7.95. 

Hawkins, David F., and Walter J. Campbell, 
Equity Valuation Models: Models, Analysis 
and Implications, Financial Executives Re- 
search Foundation, New York, 1978, pp. vi, 
196. 

Heath, Loyd C., Financial Reporting and the 
Evaluation of Solvency, Accounting Research 
Monograph No. 3, American Institute of 
Certified Public Accountants, New York, 
1978, pp. xiv, 153, $7.00. 

Henderson, Scott, and Graham Peirson, An 
Introduction to Financial Accounting Theory, 
Longman Cheshire Pty. Limited, Melbourne, 
Australia, 1977, pp. vi, 154, $5.95 Australian. 

Horrigan, James O., Editor, Financial Ratio 
Analysis: An Historical Perspective, Arno 
Press, New York, 1978, unpaginated, $20.00. 

Kennedy, Tom, and Charles Б. Simon, An 
Examination of Questionable Payments and 
Practices, Praeger Publishers, New York, 
1978, pp. xiii, 416. 

Kosiol, Erich, Pagatoric Theory of Financial 
Income Determination, Monograph 9, Center 
for International Education and Research in 
Accounting, The Board of Trustees of the 
University of Illinois, Urbana, 1978, pp. viii, 
221. 

Macchiaverna, Paul, Internal Auditing, Con- 
ference Board Report No. 748, The Con- 
ference Board, Inc., New York, 1978, pp. ix, 
948. 

Makridakis, Spyros, and Steven C. Wheelright, 
Forecasting: Methods and Applications, John 
Wiley & Sons, Inc., Santa Barbara, 1978, 
pp. xvi, 713, $22.95, 

Meigs, Walter B., and Robert E. Meigs, Finan- 
cial Accounting, Third Edition, McGraw-Hill 
Book Company, New York, 1979, pp. xviii, 
750. 

Meigs, Walter B., A. М. Mosich and Б. John 
Larsen, Modern Advanced Accounting, 
Second Edition, McGraw-Hill Book Company, 
New York, 1979, pp. xix, 744. 

Miller, Martin A., 1979 Comprehensive GAAP 
Guide: A Comprehensive Restatement of all 
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Current Promulgated Generally Accepted Ac- 
counting Principles, Harcourt Brace Jovano- 
vich, Inc., New York, 1978, pp. xii, $42.25. 

Milnes, Alan, and David Tillett, Property 
Company Accounts, The Institute of Charter- 
ed Accountants in England and Wales, 
London, 1978, pp. xi, 185, £11.95. 

O'Connor, Melvin C., and Gyan Chandra, 
Replacement Cost Disclosures: A Study of 
Compliance with the SEC Requirement, 
National Association of Accountants, 1978, 
рр. vii, 310, $10.95. 

Parker, R. H., Editor, Readings in Accounting 
and Business Research 1970-1977, The Insti- 
tute of Chartered Accountants in England and 
Wales, 1978, pp. 184. 

Previts, Gary John, and Richard F. Taylor, John 
Raymond Wildman 1878-1938, The Academy 
of Accounting Historians, University, Ala- 
bama, 1978, pp. viii, 84, $4.50. 

Ronen, Joshua, and George H. Sorter, Editors, 
Relevant Financial Statements, Arno Press, 
New York, 1978, unpaginated, $20.00. 

Scapens, Robert W., Accounting in an Inflation- 
ary Environment, The Macmillan Press Ltd., 
1977, pp. xii, 163, £3.95 paperbound. | 

Schandl, Charles W., Theory of Auditing, 
Scholars Book Co., Houston, Texas, 1978, 
pp. xvi, 219. 

Sommerfeld, Ray M., Hershel M. Anderson and 
Horace R. Brock, An Introduction to Taxa- 
iion, 1979 Edition, Harcourt Brace Jovano- 
vich, Inc., New York, 1978, pp. xi, 560, 
$17.95. 
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Stamp, Edward, and Maurice Moonitz, Inter- 
national Auditing Standards, Prentice-Hall ~~ 
International, Inc., London, 1978, pp. xiv, 2 
159, £9.95 ог $18.95. 

Stans, Maurice H., The Terrors of Justice: The * 
Untold Side of Watergate, Everest House, 

New York, pp. xii, 478, $10.95. 

Task Force on the Report of the Committee on 
Education and Experience Requirements for 
CPAs, Education Requirements for Entry into 
the Accounting Profession: A Statement of 
AICPA Policies, American Institute of 
Certified Public Accountants, New York, 
1978, pp. 33. <A. 

Taylor, Donald H., and G. William Glezen, , 
Auditing: Integrated Concepts and Proce- 
dures, John Wiley & Sons, Inc., New York, 
1979, pp. xxii, 790, $18.95. 

Thornton, Bily M., CPA Review: Quantitative 
Methods and Statistical Sampling, McHugh 
Publishing Company, Inc., 1978, pp. iv, 318, > 
$13.95. 

Ture, Norman B., Corporate Profits in Company 
Financial Reports, Tax Returns, and the 
National Income and Product Accounts, 
Financial Executives Research Foundation, 
New York, 1978, pp. vi, 49, $1.50. 

Wagner, Charles R., The CPA and Computer 
Fraud, Lexington Books, D. C. Heath and*@.. 
Company, Lexington, Massachusetts, 1979, 
pp. xvii, 156, $14.00. 

Zeff, Stephen A., Editor, Selected Dickinson 
Lectures in Accounting 1936-1952, Arno 
Press, New York, 1978, unpaginated, $25.00. 
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JULY; 1979 PLACEMENT INFORMATION SECTION 


The deadline for information to be included in the “Placement Information" section is 
two months prior to the date of publication; i.e. February 1, May 1, August 1, and 
November 1. Placement advertising and replies should be sent to the American Ac- 
. counting Association, 5717 Bessie Drive, Sarasota, FL 33583. All replies to box 
numbers should be on separate sheets to facilitate forwarding. 


E PORTLAND STATE UNIVERSITY located in Portland, Oregon, invites applications for perma- 
nent appointments in accounting beginning September 1979. Available positions are at the Assistant 
and Associate level. Applicants should possess a doctoral degree in accounting although candidates 
at an advanced dissertation stage will also be considered: Performance evaluation at PSU is based 
upon a judicious blend of effective classroom teaching, research and publication, and university 
and community service. The standard teaching load is 9 quarter hours. Programs are offered at 
both the undergraduate and graduate levels. The department enjoys a very close relationship with 
the professional accounting community in the state. Vita should be directed to Dr. Michael R. 
Gaines, Head, Department of Accounting, Portland State University, Portland, Oregon 97207. 
PSU is an equal opportunity affirmative action employer: All interested persons are encouraged 
to apply. 


WAYNE STATE UNIVERSITY is seeking faculty members in Accounting. Teaching opportuni- 
ties within our undergraduate and MBA programs are available in all specialties. Earned doctorate 
and CPA or CMA are preferred, but ABDs will be considered. Salary and rank will be commen- 
surate with qualifications and experience. These positions should be especially attractive to persons. 
desiring to work with the business community because of the University’s strategic location ant 
close ties with firms in the metropolitan area. Wayne State University, a large, state-supported 
institution, is an equal opportunity/affirmative action employer. All qualified candidates are 
encouraged to apply. Please send vita to Professor A. C. Roberts, Chairman, . Departinent of 
Accounting, 300 Prentis Hall, Wayne State University, Detroit, Michigan 48202. 


ASSISTANT PROFESSOR(S) OF ACCOUNTING. Employment date: Beginning Fall 1979 or 
later. Require: Ph.D. with a major in accounting CPA or CMA desirable. Teaching interests may 
be in Financial, Managerial, Auditing, Taxation, or Information Systems with secondary in one or 
more of the above areas. The courses would be at the B.A., M.B.A., Ph.D. levels. Research and 
publication is expected in accounting topics. Other duties include academic advising: departmental, 
college, and university committees ; maintaining contact with accounting professional and business 
organizations; guidance to doctoral students in dissertation research. An affirmative action em- 
ployer and applications from women or minority candidates are particularly invited. Send letter of 
inquiry and resume to Dr. Harold Sollenberger, Chairman, Dept. of Accounting & Financial 
Admin., College of Dusnese Michigan State University, East Lansing, MI 48824. 


M.B.A., C.P.A.—AGE 42. Excellent teacher of undergraduate accounting courses including 
financial, managerial, advanced accounting and auditing. Class sizes 30-100. Presently ass't. 
professor. Would like to relocate to school where teaching is primary шн» Available Sep- 
tember 1979. ` 


CLEVELAND STATE UNIVERSITY is seeking applications for faculty positions in accounting 
(rank is dependent upon candidates’ qualifications). Candidates for assistant professor should have 
the doctorate (or at least at advanced dissertation stage); C.P.A., C.M.A., or C.I.A. and research 
capacity favorably considered. Candidates for associate professor and full professor must have 
doctorate and record of publication. Salary negotiable. Send resume to: Dr. Elise G. Jancura, 
Chairperson, Department of Accounting & Business Law; Cleveland State University, 1983 E. 
24th St., Cleveland, OH 44115, or telephone: (216) 687-4721 Equal Opportunity Employer M/F/H. 


ASSISTANT PROFESSOR OF ACCOUNTING. Faculty position open beginning in September, 
1979. Desired fields are: financial accounting, tax accounting, and auditing. Responsibilities 
include teaching some introductory courses. A strong commitment to excellent teaching is most 
important. Ph.D. desired but will consider a candidate who is ABD or a candidate with an M.A. 
and CPA. Teaching load is 12 hours. Salary is competitive with other 4-year colleges. An equal 
opportunity employer. Contact Matthew A. Stephenson, Chairman Department of Economics 
and Accounting, Wofford College. Spartanburg. South Carolina 29301. 





SAN DIEGO STATE UNIVERSITY, School of Accountancy, is seeking candidates for faculty 
positions leading to tenure, or for temporary positions as Visiting Professors or full-time lecturers 
with a primary interest in taxation or financial and managerial accounting. Faculty positions above 
the assistant rank are also possible for appropriately qualified individuals. Candidates for assistant 
professor should have a doctorate in hand or be near completion. Salary is commensurate with 
education and/or experience. San Diego State University is an Equal Opportunity/Affirmative 
Action/Title IX Employer. San Diego State University does not discriminate against handicapped 
persons. San Diego State University invites applications from all qualified persons of both sexes 
and of all ethnic backgrounds. Please send resumes to Professor Kevin M. Lightner, Director, 
School of Accountancy, College of Business Administration, San Diego, California, 92182. 


FACULTY POSITIONS. The University of Colorado at Colorado Springs is seeking candidates 
for two faculty positions leading to tenure with a primary interest ir. financial or managerial ac- 
counting. Faculty positions above the assistant rank are possible for individuals with a strong 
teaching and publication record. Candidates for assistant professor should have completed doc- 
torate. ABD candidates will be considered where evidence shows probably timely completion of 
dissertation. UCCS is an Equal Opportunity/Affirmative Action employer. Send resume to Pro- 
fessor Kirk Wilcox, College of Business and Administration, University of Colorado, Colorado 
Springs, CO 80907. An Equal Opportunity Employer. 


MASTERS AND PH.D. INTENDING students are invited to apply for admission to the Depart- 
ment of Accounting and Financial Management at the University of New England, Armidale, New 
South Wales, Australia. Masters three-semester programs may be taken with specialist concentra- 
tion in Accounting, Finance, Systems, Small Business Management and Legal Studies. Ph.D. 
three-year programs involve a major dissertation. No coursework, preliminary examinations or 
continuous residence in Australia are required. Masters intake is March and July. Ph.D. intake is 
flexible. Some TA and RA opportunities exist. For further details write Head, Department of 
Accounting and Financial Management. 


CHAIR OF ACCOUNTING, (U.K.)—at the University of Southampton, England, which is 
situated close to the New Forest some 70 miles from London. This newly created position is the 
second Chair in the Department of Accounting and Management Economics of the University. 
The position, tenured from August 1980, is a senior one for which U.K. (full) professorial salary 
is payable. Applications should be made before 30 September 1979 to Mr. D. A. Schofield, Secre- 
tary & Registrar, University of Southampton, from whom further particulars relating to the post 
may be obtained. 


TEACH ACCOUNTING to small classes of highly motivated students. Full time appointment 
beginning Fall, 1979. Minimum requirements: Masters degree with accounting concentration. 
Contact: Hubert Pinney, Chairman, Department of Accounting, Mount Union College, Alliance, 
Ohio 44601. 


BUSINESS MANAGER/AFRICA (BOTSWANA). International Voluntary Service, Inc. A 
private, independent, non-profit agency, IVS supplies technical assistance for development projects 
in developing countries mainly in the form of skilled volunteer techniciens recruited internationally. 
Assume responsibility for financial and inventory control of a small scale agricultural business; 
establish an accounting and administrative reporting system; and train and supervise small local 
staff. Qualifications: two years experience in small business management, stock and credit control. 
Please submit resumes to Ms. J. Nachison, 1717 Massachusetts Avenue, NW, Suite 605, Washing- 
ton, D.C. 20036, (202) 387-£533. Equal Opportunity Employer. 


THE COX SCHOOL OF BUSINESS at Southern Methodist University has a position available in 
Accounting at the assistant professor level. Qualifications include a primary interest in teaching at 
both graduate and undergraduate levels, research potential leading to publication in professional 
journals, and an earned doctorate. Competitive salary and excellent working environment. Southern 
Methodist University is an Equal Opportunity Affirmative Action employer. Please submit vitae to: 
Thomas Hedges, Acting Chairman, Accounting Subject Area, Cox School of Business, Southern 
Methodist University, Dallas, Texas, 75275. 





ACCOUNTING FACULTY. Applications are invited for accounting faculty positions at Villa- 
nova University for appointments beginning September '79 and '80, Ph.D. (Acctg) Preferred; 
MBA/CPA with progress toward Ph.D. considered. Research/teaching experience desirable. 
AACSB accredited. Department has 15 F/T faculty and 800+Acctg majors. Send resumes to 
Daniel J. O'Mara, Chairman, Accounting Dept, Villanova University, Villanova, PA 19085. 
Equal Opportunity, Affirmative Action Employer. 

| 


THREE POSITIONS at the Assistant/Associate level. Ph.D. required. ABD in the last stages of 
dissertation will be considered. Positions require the ability and interest to teach at the under- 
graduate and graduate level. Salaries are competitive at the AACSB level. Contact: Dr. Bernard L. 
Martin, Dean, College of Business Administration, University of San Francisco, San Francisco, CA 
94117 (415) 666-6771. The University of San Francisco is an Equal Opportunity Employer. 


ACCOUNTING. Assistant or Associate Professor. Position available August, 1979. Ph.D. or 
DBA required. Will consider ABD actively engaged in working toward a realistic completion date. 
C.P.A. desirable. Salary and rank competitive depending on qualifications and experience. Full 
range of undergraduate and graduate courses. Excellent living conditions in progressive, modern 
metropolitan area. Send resume to Dr. Frederick D. Whitehurst, Chairman, Department of 
Accounting, Old Dominion University, Norfolk, Va 23508. An Affirmative Action/Equal Oppor- 
tunity Employer. 


IDAHO STATE UNIVERSITY seeks an assistant professor in accounting. Candidates should 
have doctorate degree or ABD, desire to teach, quality of recommendations, compatability with 
existing faculty and the likelihood of a long-term commitment to college. Duties will entail teaching 
both financial and manageriel accounting. Salary is dependent on qualifications. Idaho State 
University is a teaching oriented university in an outstanding outdoor recreation area located in a 
community of approximately 50,000 residents. Applicants should contact James M. Kelly, Dean, 


College of Business, Idaho State University, Box 8020, Pocatello, ID 83209. Phone 208/236-2135. 


DIRECTOR OF SCHOOL OF BUSINESS. Administrative responsibility, graduate and under- 
graduate, for programs in management, marketing and accounting. 30 Faculty. Doctorate required, 
Business experience desirable. Salary competitive. Excellent fringe benefits. Attractive community. 
Start August 1979 or January 1980. Members of protected classes encouraged to identify them- 
selves. Send resume and names of three references to Dr. Hoyt Wilson, School of Business, Uni- 
versity of Northern Iowa, Cedar Falls, Iowa 50613. 


NEW HAMPSHIRE COLLEGE has a full-time position and a one-year appointment in its De- 
partment of Accounting beginning in September, 1979. Rank and salary negotiable. Minimum 
requirement is MBA/CPA. Business and teaching experience desirable. Excellent fringe benefits 
package and summer, continuing education and graduate teaching opportunities. Private con- 
sulting encouraged. For further information contact: Dr. James Grace, Jr., Academic Dean, New 
Hampshire College, 2500 North River Road, Manchester, NH 03104. An equal opportunity, 
affirmative action employer. 


THE UNIVERSITY OF TEXAS AT EL PASO, Department of Accounting, has faculty openings 
at the associate and assistant rank for Fall 1979. Applicants must have, or be near completion of, 
a doctorate with a major in Accounting. C.P.A. is desirable. Teaching will be at the undergraduate 
and M.B.A. level; salary is competitive. This university of 16,000 students enjoys warm, dry, year- 
rcund climate. The Southwest border location with nearly 100 twin-plant operations offers a diverse 
industrial base and a combined metropolitan population of approximately one-million with below 
average cost of living. Send resume to Sharron Hoffmans, Chairman, Department of Accounting, 
College of Business Administration, University of Texas at El Paso, El Paso, Texas, 79968. Equal 
opportunity employer. 





THE UNIVERSITY OF THE DISTRICT OF COLUMBIA seeks a Professor or Associate 
Professor of Accounting. Salary and Rank would be appropriate to qualifications and experience. 
CPA desired or CMA. The position is open for fall 1979 or January 1980. The Accounting Depart- 
ment offers an undergraduate degree major and participates in an MBA degree program with a 
concentration in accounting. The College of Business and Public Management has candidate status 
with the AACSB. Normal teaching load is three courses which will include both graduate and under- 
graduate courses. We are an urban university with both day and night classes. Emphasis is on 
teaching and teaching related activities. Washington, D.C. libraries provide excellent research 
facilities. Community service is encouraged. The University is located in Washington, D.C. within 
walking distance or by subway to libraries, historical sites, cultural programs and national political 
activities located in the nations capital. We are an affirmative action equal opportunity employer. 
Send resume to: Dr. Herbert V. Ladley, Chairman, Department of Accounting, University of the 
District of Columbia, 1331 H Street, N. W., Washington, D.C. 20005. Telephone: (202) 727-2230. 


PH.D., J.D., M.S.T., M.B.A., C.P.A., C.M.A., 34, male, married, four years of business experience, 
ten years of teaching experience including finance, accounting, taxation and business law, seeks 
faculty position in taxation, preferably with school with tax program in pleasant climate. Numerous 
publications; currently tennured professor. 


CHAIRPERSON. The Department of Accounting, Kent State University is seeking candidates 
interested in chairing the department with an expanding undergraduate program as well as M.B.A.; 
M.S. in Accounting; and Юр В.А. graduate programs. Qualifications include a Ph.D. or D.B.A. 
degree, a dedication to teaching excellence in graduate and undergraduate courses; ability to super- 
vise dissertations ; research evidenced by scholarly publications and presentations; a demonstrated 
ability to maintain a close working relationship with business and professional organizations, and 
qualification for appointment as associate or full professor of accounting, Professional certification 
is desirable. Rank and salary are dependent upon candidate’s experience and scholarly record. 
Minimum salary: $29,000. Starting date is July 1, 1980. Application deadline date: September 30, 
1979. Submit detailed resumes and names of three references to Dr. Stanley J. Hille, Dean, College 
of Business Administration, Kent State University, Kent, Ohio 44242. 


THE INSTITUTE OF MANAGEMENT ACCOUNTING of the National Association of Ac- 
countants has an opening for an Examination Project Manager. Responsibilities will include 
contribution to the development, preparation, and administration of the Certificate in Management 
Accounting (CMA) examination. A Masters Degree, a professional accounting certificate (CMA 
is preferred), business experience, and teaching assignments in management accounting are required. 
Qualified candidates should send their resumes to Dr. James Bulloch, Director, Institute of Man- 
agement Accounting, 570 City Center Building, Ann Arbor, Michigan 48104. 


THE UNIVERSITY OF TULSA has two openings in accounting at the assistant or.associate pro- 
fessor level beginning September, 1980. These positions are in taxation and general accounting. 
Applicants for assistant professor should have doctorate or be near completion. Applicants for 
associate professor must have doctorate, teaching experience, and demonstrated ability in research. 
CPA or CMA is desirable. The University’s undergraduate and graduate programs in business are 
AACSB accredited. Send resume to John K. Harris, College of Business Administration, Univer- 
sity of Tulsa, Tulsa, Oklahoma 74104. An equal opportunity/affirmative action employer. 





CASH FLOW OR EARNINGS: 
An Experiment on Functional Fixation and 
Ё | the Valuation of the Firm 


E by 
A. Rashad Abdel-khalik 
University of Florida 


and 
Thomas Keller 
Duke University 


This small monograph reports on the research findings of a field study con- 
cerning the effects of the disparity between reported accounting earnings and 
cash flows (stemming from the switch to LIFO) on the subjective valuation of 
the business enterprise. Two small samples of security analysts acted as decision 
makers in forming judgments about the expected stock prices under a pre- 
specified set of conditions and for a set of six firms, two of which are identical 
in every respect except for the accounting change. The judgments were based 
on data extending over a period of three years. The simulation of real time took 
the form of sequential decisions from one period to another. The judgments 
made by decision makers formed triangular probability distributions of ex- 
pected rates of return for each judge. By using a tight experimental design, the 
authors were able to evaluate the consistency of judgments between and within 
subjects. . 

The results show that decision makers valued the firm(s) switching to LIFO 
lower than or equal to their valuation of the similar firm(s) that continued on 
using FIFO. The authors claim that these findings support the hypothesis that 
users of accounting data are fixated on basing their judgments on reported 
accounting numbers even if these numbers do not correspond to real earnings. 
According to them, potential difficulty could exist if accounting policies are to 
be based on models of judgments different from the models actually utilized 
by users. | 

Another interesting aspect of the monograph is the attempt to reconcile these 
findings with other evidence. The authors also report their views and perspec- 
tive concerning recent studies about accounting information and valuation. 


Published by the American Accounting Association as Volume No. 16 
in the Accounting Research Study Series. 


Price to AAA members is $4; non-members, $6. 





AMERICAN ACCOUNTING 
“ASSOCIATION 1979-1980 — 
FELLOWSHIP WINNERS 


Matthew J. Anderson 
‘Victor L. Bernard 
Linda Buckley De Angelo 
‘Michael David DeCelles 
Rebecca Falk: 

.. James E. Groff 

Susan F. Haka 


. -Arleta S. Kerr ` 


‘Linda Smith Kiphen 
: Alfred John Nanni 
*Edward C. Nathan 
Denise Nitterhouse 
Michael A. O'Dell 
Edmurid Outslay 
George Perko 

Marsha Puro 

Harold Phillip Roth ` 
Frank E. Ryerson, Ill 
*Donald V. Saftner 
Jan H. W. Stoeckenius 
Joel Edward Thompson 
“Glenn A: Vent ^ ` 


*Repeat Winners | 


` Michigan State University 


University of Illinois 

University of Washington-Seattle. 
University of Oklahoma . 
University of Téxas-Austin 

The University of lowa 

University of Kansas 

Florida State University 

Ohio State University 

University of Massachusetts 
University of Texas-Austin 
Harvard Grad. School of Business 
University of Texas-Austin 


"University of Michigan 


University of California-Berkeley 


‘Washington University-St. Louis ` 


Virginia Poly. Inst. & State Univ. 
University of Alabama-Tuscaloosa 
Pennsylvania State University 


Stanford University 


Michigan State University 
University of Arizona-Tucson 





Journal of Business Finance 
and Accounting 


VOLUME 5 NUMBER 3 AUTUMN 1978 
Editor: J. R. Perrin, University of Warwick, Coventry, U.K. 


CONTENTS 


Planning Management Control Systems Franco Amigoni 

Monetary Assets and Capital Gearing M. J. Mumford 

Expected Inflation, Unexpected Inflation and the Return on U.K. Shares Anthony Saunders 
1961-1973 

The Random Walk and a Thin Market Nigel Meade 

Cash Management: Theory and Practice James C. T. Mao 

and Сап E. Sarndal 

The Cost of Capital as a Financial Decision Tool Simon M. Keane 

Utility Maximizazion and Programming Models for Capital Budgeting С. W. Sealey, Jr. 

The Pricing of Supplies by Large Customers K. J. Blois 

The Present Value Concept in Financial Reporting: A Comment Simon M. Keane 

The Present Value Concept in Financial Reporting: A Reply K. V. Peasnell 

Book Reviews 


Annual subscription £14.50 (US $34.00) to library and business subscribers, or £8.25 (US 
$20.00 to individual teachers and students. Single copies £4.50 (US $11.00) to all subscribers. 
Order through booksellers or direct from the publishers, Journals Dept., Basil Blackwell, 
108 Cowley Road, Oxford, OX4, 1JF, U.K. 


ABACUS 


A Journal of Accounting 
and Business Studies 


Published by Sydney University Press 
VOLUME 14 NUMBER 2 DECEMBER 1978 


Editor: M. C. Wells, Department of Accounting 
The University of Sydney, N.S.W. Australia 2006 


CONTENTS 
International Accounting Compromises: The Case of Consolidation Accounting R. G. Walker 
Government-Determined Accounting Rules: An Example H. Perrin Garsombke 
The Use and Abuse of a Notation: A History of an Idea R. J. Chambers 
Accounting, Business and the Economy: Undue Influence and Dysfunctional Attitudes John Matthews 
Accounting for the Extractive Industries: Use or Abuse of the Matching Principle? G. P. Whittred 
Process Costing R. C. Skinner 
What is a Convertible Debenture? A Review of the Literature in the U.S.A. .. Donald К. Clancy 
Capital Budgeting and Discounted Cash Equivalents Ronald Ma, Pramond Pandey and Mark Scott 
Discounted Cash Equivalents: A Note in Response R. J. Chambers 


Two par:s, making one volume, will be published each year, and the subscription is $10.00 Australian 
(US $12.50) for eaca volume. Subscriptions should be sent to the publishers: 


SYDNEY UNIVERSITY PRESS 
Press, Building, University of Sydney, N.S.W. Australia, 2005 





JOURNAL OF ACCOUNTING AND ECONOMICS 


Editors: 


Ross L. Watts 
Jerold L. Zimmerman 


Associate Editors: 


Gerald Feltham 
George Foster 
John Gould 
Robert Hagerman 
John Hughes 
Michael Jensen 
Robert Kaplan 


Armen Alchian 
Ray Ball 
William Beaver 
George Benston 
Dan Collins 
Tom Dyckman 
Eugene Fama 


Consulting Editor: 


Nils H. Hakansson 


TABLE OF CONTENTS 
SUMMER 1979 


Volume 1, Number 2 
Editorial Data 


Gregg A. Jarrell 


Baruch Lev 

Robert Magee 
Frank Milne 

James Ohlson 
Stephen Ross 

G. William Schwert 
Shyam Sunder 
Robert Weil 


Pro-Producer Regulation and Accounting for Assets: The Case of Electric Utilities 


James М. Patell and Mark A. Wolfson 
Anticipated Information Releases Reflected in Call Option Prices 


Robert L. Hagerman and Mark E. Zmijewski 
Some Economic Determinants of Accounting Policy Choice 


Annual subscription Dfl. 55.00 (US $26.75) to private subscribers or Dfl. 115.00 (US $56.00) to libraries 
and institutions. Orders should be sent directly to: North-Holland Publishing Company, P.O. Box 211, 
Amsterdam, The Netherlands. Manuscripts should be submitted (in triplicate with $20 submission fee) to: 
Professors Watts and Zimmerman, Graduate School of Management, University of Rochester, Rochester, 


New York, 14627, U.S.A. 


Journal of Accounting Research 


VOLUME 17 NUMBER 1 


Contents 


Information Incentives in a Standard Model of Control 

Ratio Estimation in Accounting Populations with Probabilities of Sample Se- 
lection Proportional to Size of Boox Values 

Empirical Investigation of General Purchasing Power Adjustments on Earnings 
Per Share and the Movement of Security Prices 

Risk Sharing and Transfer Price Systems Under Uncertainty 

Bankers’ and Auditors’ Perceptions of the Message Communicated by the Audit 
Report 

An Empirical Investigation of the Relationship Between an Aid Hospital Classi- 
fication Model and Accounting Measures of Performance 

Security Price Reactions to Long-Range Executive Earnings Forecasts 


Scoring Rules for Probabilistic Reperting 
Research Reports 
Univariate Time-Series Models of Quarterly Accounting Earnings Per Share: 
A Proposed Model 
Predicting Annual Net Earnings with Quarterly Earnings Time-Series Models 
Communicating Financial Information Through Multidimensional Graphics 
Economic Analyses and Accounting Techniques: An Empirical Study 
А Game Theory Model of the Information Evaluator and the Decision Maker 
Capsules and Comments 
Bariioff and the Capital Market 
The Decision Theory Approach to Audit Sampling: An Extension and Appli- 
cation to Receivable Confirmation 
A Test of Differential Performance Peaking for a Disembedding Task 
The Shapley Value as Applied to Cost Allocations: A Reinterpretation 


SPRING 1979 


Anthony A. Atkinson 
Stanley J. Garstka 
and Philip A. Ohlson 
William A. Hillison 


Chandra Kanodia 
Robert Libby 


Bruce R. Newmann 


Donald R. Nichols 
and Jeffrey J. Tsay 
William R. Scott 


Lawrence D. Brown 
and Michael S. Rozeff 
Kenneth S. Lorek 
Shane Moriarity 

R. D. Nair 

Gary L. Sundem 


George Foster 

William R. Kinney, Jr. 
and Carl 5, Warren 
Edward J. Lusk 

Alvin E. Roth 

and Robert E. Verrecchia 


Journal of Accounting Research, Graduate School of Business, University of Chicago, 1101 East 58th Street, 


Chicago, Illinois 60637, U.S.A. 





Tax Planning for Educators 


A helpful guide for all faculty members. 


Tax Plenning for Educators contains a concise review of numerous tax topics of particular 
interest to educators. It should be a valuable source of ideas for tax planning and compliance 
and benefit educators and employers of educators. It is intended for the reader with some 
basic understanding of tax and does consider the Revenue Act of 1978. 


Compiled and written by the AAA Tax Information Service Committee 
Price: Members, $4; non-members, $6. 
Published by 
The American Accounting Association 
To order, please write to AAA, 5717 Bessie Drive, Sarasota, FL 33583 


ACCOUNTING AND BUSINESS RESEARCH 


NUMBER 32 AUTUMN 1978 
A research quarterly published by the Institute of Chartered Accountants in England and Wales 


Editor: Professor R. H. Parker, University of Exeter 
CONTENTS 


‘Profit Centre’: a Satisfaction Generating Concept David A. Dittman 

Kenneth R. Ferris 
Company Risk Relationships over Consecutive Periods Haim Falk 

James A. Heintz 
The Impact of Inflation on the Profits of Listed Firms in Israel Solomon J. Flink 

Assa Birati 

Meyer Ungar 
Conceptualising the Liability Ronald Ma 

: Malcolm C. Miller 

The Axioms of Accounting Measurement Mark Tippett 
Annual Reports in the United States: a Historical Perspective Allen Schiff 
Book Reviews 
Notes on Contributors 


Subscriptions should be sent to City House, 56-66 Goswell Road, London ECIM 7AB, England. Sub- 
scription rates are: U.K. £12, Overseas £15 (U.S. $29), Airmail Overseas £18 (U.S. $35). (Student rates: 
U.K. £6, Overseas £7.50 (U.S. $15).) . 





THEDEST - 
GETS BETTER... — — 


Kieso and Weygandt's INTERMEDIATE 
ACCOUNTING is one of the great success stories : : 
in modern textbook publishing history. Since the 
үе of the First Edition in 1974, the num- 

er of adopting colleges and universities has 
soared to over 500...and is still climbing. 


Now, John тата зош is proud to 
announce the Third Edition of Kieso and 
Weygandt’s INTERMEDIATE ACCOUNT- D 
ING, to be published on December 17,1979. 


Among the major improvements in this new 

edition are 

* coverage of all the most recent (through Sep- 
tember '79) relevant literature and pronounce- 
ments of the FASB, AICPA, and SEC 

* expanded, revised problem material for addi- 
tional coverage of major points 

*anew Instructor's Manual—with extensive 
teaching strategies ` 

* ari expanded Solutions Manual —with greater 
detail than ever 

* new and improved selection of transparencies 


And with the continued stress on absolute accu- 
racy and timeliness, the Third Edition of Kieso 
and Weygandt isa text you'll all want to know 
more about. x: 
Where can you find out more about 
the new Kieso and Weygandt? 
At Wiley Booths #24 and 25 at 
the American Accounting. 
Association convention. 
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-AND - 
‘BETTER! 


Our Expansion 
Continues..... . 
: „Соте to us for Kieso and. 
` iar ho reso and you'll stay ` 
for the rest of our quality 


MANAGEMENT ACCOUNTING, 
2nd Ed.: A Decision Emphasis . 


' Don T: DeCoster & Eldon L. Schafer 


ADVAN CED ACCOUNTING 


& Ralph E. Smi 
> ADVANCED ACCOUNTING, Ath . 


Ed.: An Organizational Approach 


Norton M. Bedford, Kenne 
Perry, & Arthur R. Wyatt 


_ AUDITING: Integrated Concepts: 
and Procedures 
* Donald H. Taylor &G. William 
Glezen : 


INF ORMATION SYSTEMS, 
2nd Ed.: Theory and Practice 

. John С. Burch, prs Fol R, Strater, & 
Gary Grudnitski 


COMPUTER CONTROL AND 
* AUDIT: “A Total Systems — 


E осп Burch, Jr., Joseph L. 
5% Sardinas, Jr. 


MEASUREMENT, ACCOUNTING, 


AND ORGANIZATION AL 
INFORMATION. 


че Theodore k Mock & Hugh D. Grove + 


E 


Andrew А, Smith Leroy Е Imdieke, ` 


’ COSTS: Accouriting; Analysis; 


and Control 
A. Wayne Corcoran . 


INFORMATION ANALYSIS IN 
MANAGEMENT ACCOUNTING 
_ Edited by Donald L. Anderson & 

~ Donald L.Raun -` 


ACCOUNTING THEORY: Text 


` and Reading S 


Levis D. McCullers & Richard G. 


З Schroeder 
‚ SEC ACCOUNTING 


John W. Buckley, Marlene H. 
Buckley, & Tom M. Plank 


С ETHICS IN THE ACCOUNTING 
.. PROFESSION |. 
Edited by Stephen E. Loeb. 






| Pick up Your New 


oo Calendar. . 
t's free and waiting for 


id at Wiley Booths #24 


and 25 at the American . 
Accounting Association 


| convention... where the 


good texts are. 


v. JOHN WILEY & SONS 
Р ‚ 605 Third Avenue - . 
ў New York, N.Y, 10016 
New York » ‚ Chichester • * Brisbane * Toronto 
A7047-21 


Recent AICPA Publications 





THE ACCOUNTING | Es This study shows how 23 major companies experimentally re- 
RESPONSES TO : cast recent financial reports on the basis of four different inodels. 


CHANGING PRICES . The purpose: to demonstrate how the impact of changing prices — ,- 
ME S might be recognized through. disclosure of replacement cost data. 








Educational Discount Price $2.10 


=. | List price $12.50 í Educational Discount Price $7.50 
ILLUSTRATIONS ÖF "This financial report survey clarifies situations that may arise ‘in 
AUDITOR'S REPORTS  reportingon one or more periods that are presentéd on a comparative - 
ON COMPARATIVE ` basis with financial statements of the current period. Includes over 
FINANCIAL . 200. шры from recent shareholders’ reports. List price $8.50 ` 
STATEMENTS . " Educational Discomit Price $5.10 
| =e 
AU DIT& -. . This fully updated guide describes in detail how accounting principles d 
ACCOUNTING GUI DE and auditing procedures apply to the various conditions, regulations 
- ON SAVINGS & LOAN ` and requirements affecting this industry. Includes illustrative finan- 
“ASSOCIATIONS cial statements. List price $5.00 Educational Discount Price $3.00 
ACCOUNTING '- —— This Statemeht of Position жерше financial accounting princi- " 
PRINCIPLES AND © ples and reporting practices for certain nonprofit organizations that 
REPORTING : ' . . prepare fináncial statements in conformity with generally accepted © 
PRACTICES FOR accounting principles. It deals with a wide range of organizations 
CERTAIN: NONPR О FIT including cultural institutions, foundations, religious organizations, 
ORGANIZATIO NS' etc, not covered nid existing AICPA guides. List price $3.50 - 





COMPILATION AND l Statement oh -Standards for Accounting and Review Services No. Í A 











REVIEW о F .- provides guidance on standards and procedures for the compilation 
FINANCIAL... ` and review of unaudited financial statements. In-addition to covering 
` STATEME NTS ... major aspects of the subject, the statement includes useful illustrative 
| » :. — material. List price 51.50 . Educational Discount Price 90¢ 
REPORT OF THE. - "7 This report presents the ‘conclusions of the committee: ‘appointed to 
SPECIAL COMMITTEE study whether the AICPA should require that companies establish xdi 
ON AUDIT Е audit committees of ће boards of directors as a condition of an audit 
COMMITTEES „byan кн public accountant. List price $1.50 . 
Educational Discount Price 90¢ 
INTERNAL Т ~- `, This report provides guidance for патарени оп the scope of inter- 
ACCOUNTING . ' . nal accounting'control and points out some. business environmental 
CONTROL. BN ` factors that have a bearing on the subject. It also discusses the various 
ce . Steps inv olved in evaluating an internal accounting control system. 
р List price $2.50, eve | Educational Discount Price $1.50 > ` 
SCOPE OF... This report of the Public Oversight Board examines ће question. of J 
SERVICES BY ..- ` services other than accounting, auditing or tax services. It contains tes 


1 
(uf 


à i CPA FIRMS g i seven specific conclusions and recommendations regarding the scope 


of management advisory services, particularly as they affect inde- 
розе and шаш image. List price.$3.00 


` Educational Discount Price $1. 80 ` 





American Institute of Certified Public Accountants ` 
1211 Avenue of the Americas, New York, New York 10036 . 





Tax laws make 
. ` most tax texts 
old before their time 


Most, but not all. Because the new second printing of Raby — now available — includes a new 
appendix . . . зо you don’t have to teach this semester's tax course with last years information. 


The new Appendix B ensures that all the information students and teachers deal with is con- 

сш updated — not outdated. The Appendix covers the 1978 Revenue Act and is carefully 

eferenced to individual chapters to show how the Act applies to each. This means that students 
won’t have to look any further than the back of the book for this important information. 


The text itself has been reorganized to reflect other important recent legislation, such as the 1976 
Tax Reform Act and the 1977 Tax Reduction and Simplification Act. The chapter on Estate 
Taxes, Gift Taxes, and Trusts and Insurance has been rewritten, and a new concluding chapter 
on tax reform pulls together various aspects of reform discussed elsewhere in the book. 


The Income Tax and Business Decisions, 4E, helps students develop research skills to seek 
out answers to the tax aspects of business situations. Focusing on the differences between finan- 
cial and tax accounting, the text provides students with the necessary techniques to door review 


a tax accrual or tax provision. And computational problems give students a greater мишашу 
with tax forms. 


If your present text isn’t in step with the current tax law changes, maybe it’s time you made a 
change in texts. 


1978 cloth 525 pp. 
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Prentice-Hall 

ce- 

For further information, or to reserve an examination copy of the second printing, please write 
to: Robert Jordan, Dept. J-100, Prentice-Hall, Inc., Englewood Cliffs; New Jersey 07632 


American Accounting Association 


PAUL L. GERHARDT, Administrative Secretary 
5717 BESSIE DRIVE, SARASOTA, FLORIDA 33583 


Publications in Stock 


(Monographs—Nos. 1, 2, 4, 5, and 7 are out of stock.) 


PUBLICATION 


. Monograph-No. 3, AN INTRODUCTION TO COR- 


PORATE ACCOUNTING STANDARDS BY W. A. 
Paton and A. C. Littleton, 156 pages.............. 


. Monograph-No. 5, STRUCTURE OF ACCOUNT- 


ING THEORY by A. C. Littleton, 234 pages....... 


. Monograph-No. 6, THE PHILOSOPHY OF AUDIT- 


ING by R. K. Mautz and Hussein A. Sharaf, 248 pages 


. PRICE LEVEL CHANGES AND FINANCIAL 


STATEMENTS, CASE STUDIES OF FOUR COM- 
PANIES by Ralph C. Jones, 179 равеѕ............ 
PRICE LEVEL CHANGES AND FINANCIAL 
STATEMENTS, BASIC CONCEPTS AND METH- 
ODS, by Perry Mason, 32 рареѕ.................. 

Combination Ргісе.......................... 
EFFECTS OF PRICE LEVEL CHANGES ON 
BUSINESS INCOME, CAPITAL AND TAXES, by 
Ralph C. Jones, 199 рареѕ....................... 

Combination price for above 3 volumes, paper.. 


. Research in Accounting Measurement, edited by 


Robert K. Jaedicke, Yuji Ijiri, and Oswald Nielson. 


. Booklet-ACCOUNTING AND REPORTING 


STANDARDS FOR CORPORATE FINANCIAL 
STATEMENTS AND PRECEDING STATE- 
MENTS AND SUPPLEMENTS, 64 pages......... 


. THE ACCOUNTING REVIEW.............. es. 


The following issues are available: (annual index is 
bound in the October issue): ; 
1965 through present-all issues; except April, 1972 & 
April, 1977 

Issues prior to January, 1964 must be ordered from: 
Kraus Reprint Corp.—16 E. 46th St., New York, NY 
10017 


. American Accounting Association Periodic Commit- 


tee Reports Supplement to 1977 Accounting Review 
(Copies of the 1969, 70, 73, 74, 75 & 76 volumes are 
also.available).. 2220-1 А е АШ eae Se EUR 


. ASTATEMENT OF BASIC ACCOUNTING THE- 


ORY by The Committee to Prepare a Statement of 
Basic Accounting Theory, 100 рареѕ............... 


. STATEMENT ON ACCOUNTING THEORY AND 


THEORY ACCEPTANCE, by The Committee on 
Concepts and Standards for External Financial Re- 
ports, 61 pages...... ccc cece eee enne 
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MEMBERS MEMBERS 


$3.00 $6.00 
‘$3.00 $6.00 
$3.00 $6:00 
$3.00 $3.00 
$1.00 $1.00 
$3.25 $325. 
53.25 53.25 
$6.00 $6.00 
$3.00 ` $6.00 
$0.50. $1.00 
$3.00 $7.50 
per single copy: 
$2.50 $5.00 
$3.00 $6.00 
$3.00 $6.00 


NON 


xw 
КД 


e 


Ma, 


PUBLICATION 5 MEMBERS MEMBERS 
11. A STATEMENT OF ACCOUNTING PRINCI- 


PLES, by Sanders, Hatfield, and Moore, 138 pages.. $3.00 $6.00 
12. TAX PLANNING FOR EDUCATORS by the Com- 
mittee on Tax Information (1978), 96 pages. ........ $3.00 $6.00 
13. STUDIES IN ACCOUNTING RESEARCH: 
Mes Volume No. 1, Investment Analysis and General 
Price-Level Adjustments, by T. R. Dyckman, 76 
ae рарез...... ККУУ Id etd ОО ГУ ОТТ $4.00 $6.00 
м Volume No. 2, Accounting and Information Theory, 
by Baruch Lev, 84 рареѕ....................... $4.00 $6.00 
Volume No. 3, The Allocation Problem in Financial 
Accounting Theory, by Arthur L. Thomas, 122 pages $4.00 $6.00 


Volume No. 4, Accounting Controls and the Soviet 
Economic Reforms of 1966, by Bertrand Horwitz, 


. 74 DpeS Suteki eee basins cis x ed eine mney OWN $4.00 $6.00 
< . Volume No. 5, Information Evaluation, by Gerald 
lio, A. Feltham, 149 радез......................... $4.00 $6.00 


Volume No. 6, A Statement of Basic Auditing Con- 
cepts, by The Committee on Auditing Concepts, 


SB Pa PES зук oes Cor pace Gad AS PRI $4.00 $6.00 
Volume No. 7, Valuation of Used Capital Assets, by 
Carl Beidleman, 84 рарез...................... $4.00 · $6.00 
Volume No. 8, Obtaining Agreement on Standards * 
in the Accounting Profession, Maurice Moonitz, 
03. pagesi osse secu e bn repe iori ee Meche $4.00 . $6.00 
y .^ Volume No. 9, The Allocation Problem: Part Two, 
"^ by Arthur L. Thomas, 194 рареѕ................ $4.00 $6.00 
ox - Volume No. 10, Theory of Accounting Measure- 
ment, by Yuji Ijiri, 210 рарез................... $4.00 . $6.00 


Volume No. 11, The Impact of Audit Frequency on 
the Quality of Internal Control, by Russell M. Bare- 
field, 86 рареѕ................................ $4.00 $6.00 
Volume No. 12, A Comparative Analysis of Selected 
Income Measurement Theories in Financial Ac- 


Al 


counting, by James A. Anderson, 120 pages...... $4.00 $6.00 
Volume No. 13, Measurement in Accounting Infor- 
mation Criteria, by Theodore J. Mock, 116 pages. . $4.00 $6.00 
Volume No. 14, Phantasmagoric Accounting, by 
Robert E. Jensen, 200 рареѕ.................... $4.00 $6.00 


Volume No. 15, Adaptive Behavior: Management 
Control & Information Analysis, by Hiroyuki Itami, 


164. раве ead teen ES resa a e $4.00 $6.00 
X 14. ACCOUNTING EDUCATION SERIES: 
Volume No. 1, Accounting Education: Problems and 
M Prospects, edited by James Don Edwards, 602 pages $7.00 $14.00 


Volume No. 2, Researching The Accounting Cur- 
riculum: Strategies for Change, edited by William 
Ferrara, 227 раре$............................ $4.00 $6.00 
15. ADAPTIVE BEHAVIOR: MANAGEMENT CON- 
TROL AND INFORMATION ANALYSIS, by 
Hiroyuki Itami, 164 рареѕ....................... $4.00 . $6.00 
16. EARNINGS OR CASH FLOWS: AN EXPERI- ` 
MENT ON FUNCTIONAL FIXATION AND THE 
VALUATION OF THE FIRM, by A. Rashad Abdel- 


Modified to incorporate As pinnis ed mads in response 
to classroom experience, this 
tion between financial and о 


to the total accounting cycle by and moving it to give it a distinct logical plan in 
the financial area. The “statement of changes” stresses the working capital approach and 
appears later in the text. Chapters 17 through 24 are now devoted exclusively to managerial 
accounting. 


Enhancing this text even mors, the authors have carefully planned new sections to include 
discussion of standard cost, generally accepted accounting principles (GAAP), and a new 
appendix on payroll accounting to cover this vitally important subject. Chapter RB, on taxes, 
inoludes the latest changes from the Revenue Act of 1978. 

A fresh new design incorporates a second color on the ledger sheets and will prove an 
excellent stimulus to learning, as will the use of bold face for important terms. 


All the ancillaries you have come to rely on will again be available. This complete package 





Уж 


includes a solutions manual, audio workbook, study guide, working papers, practice sets; and | 


now, overheads have been added to the 
adopting instructors. 


By Richard W. P About 1 University of Nebraska-Lincoln and Pierre L. Titard, 
of South Alabama. About 088 pp., Шива. Ready February 1980. Order #6318-8. 


package. Examination papers will be available to 


University 





Bierman and Drebin 
FINANCIAL ACCOUNTING: 
AN INTRODUCTION, 3rd Ed. 


This new edition includes clear, detailed 
explanations of the balance sheet end debits 
and credits. Then, using a step-by-step ap- 
proach, the authors show how to apply these 
basic concepts in a variety of diferent situa- 
tions. Foreign translations, FASB 
standards and their impact on current prac- 
tices, efficient market implications and 
partnerships are some of the interesting and 
relevant topics featured. By Harold Bierman, 
dr., Cornell University ine aes DD. m 
Northwestern University. 462 
Two color. $14.98. (Canada $1? BB). Ea 
1978. Order *1704-8. 


Drebin and Bierman 
MANAGERIAL ACCOUNTING: 
AN INTRODUCTION, Зга Ed. | 


This new third edition provides students 
with clear, detailed coverage of the prepara- 
tion and utilization of financial information. 
for internal management purposes. Effects of 
price changes...the economics of informa- 
tion...inventory control procedures...zero- 


ow 


based budgeting—you'll find all the most: 


pertinent topics fully discussed and illus- 


376 pp., Шиг. Two color. ос 98 (Canada 
$19. 18). "April 1978. Order *3188-6. 


W.B.Saunders Company ^: 


W. Washington 8q., Phila., PA 19108 - 1 Goldthorne Ave., Toronto, Ont. M8Z BT9 Canada 





VIDEOCASSETTE NUMBER 2 


“The Conceptual Framework of Financial 
Accounting:" ^A videotaped panel discussion 
among George Sorter, New York University ; Ulyesse 
LeGrange, Exxon Corporation; Frances Stone, Mer- 
rill Lynch; and Ray Perry, Touche Ross & Co. 


The FASB exposure draft of its first statement on financial accounting 
concepts, Objectives of Finahcial Reporting and Elements of 
Financial Statements of Business Enterprises, is the subject of this 
videotaped panel discussion. The panelists assume that the viewers 
have read the exposure draft of the staternent. The videotape pro- 
vidés convenient pauses in order to facilitate the viewer's discussion 
of the exposure draft and the remarks of the panelists. 


Length: 42 minutes 
Media: Color Videocassette, 3” 
Price: $85.00 


To order, contact: | 
American Accounting Association 
5717 Bessie Drive 
Sarasota, Florida 33583 





Harcourt Brace Jovanovich, Inc. Proudly Presents: 


ASTRAIGHT- FORWARD, NO-NONSENSE, 
PLAIN ENGLISH VERSION OF • 
СААР.. 


Approximately 500 pages of plain sim- 
ple English, the Comprehensive GAAP Guide 
includes every single promulgated account- 
ing principle in use today. The utmosi care 
has been exercised to avoid incomprehensi- 
ble language. Each promulgated principle is 
thoroughly reviewed in a logical format that is 
easy to understand. б. 

Important nonpromulgated accounting 
principles have been integrated throughaut 
the text in an effort to give the reader a more 
complete perspective of the specific subject 
matter. 

The chapters in the GAAP Guide are ar 
ranged by subject matter in order to bring to- 
gether related pronouncements of different 

















dates. Comprehensive illustrations are used — Bi ` А comprehensive restatement 
generously to demonstrate specific con- of all current promulgated 

cepts and principles. Apparent conflicts in Generally Accepted Accounting Principles: х 
the promulgated pronouncements and other | . : 
important information are highlighted by - 7 Martin A. Miller 

special observation paragraphs. 


An innovative Disclosure Index hasbeen ~ | 

provided which contains both required апа | 1979 
recommended disclosures currently in use. , / oS 
This index has been designed to assist the 
preparer or reviewer of financial statements in 


determining whether necessary disclosures ^ We believe that this book is quietly going to increase the general 
have been properly made. competency level of the accounting profession. 


ORDER YOUR COPIES TODAY! 





Department AR 19th Floor 
Harcourt Brace Jovanovich, Inc. 
757 Third Avenue 

New York, N.Y. 10017 














| Please send me... Comprehensive GAAP Guide(s). | = 
| Enclosed is $15.00 for each copy. (New York City residents please add 8% | 
| sales tax. N.Y. State residents please add appropriate state and local taxes.) | Ap. i 
| C1 Rush Order— Add $2.00 Per Copy For First Class Mail | Bi 
| Name — | 
| Address | 

Сиу. State Zip vows 
| AR779 | й 
Doll ныл КЫ ы = t хк ee eee 


(Hl Harcourt Brace Jovanovich, Inc. 
New York Chicago San Francisco Atlanta. Dallas 


Ten Good Reasons Why ССН” 
+. 1980 FEDERAL TAX COURSE Is 
.. Today's Most Teachable Tax Text 


1 The 1980 Course Is revised Hundreds of examples clearly 
x» throughout, to reflect latest tax a illustrate complex tax situations. 


changes right down to press time,. 
~ including the 1978 Revenue Act. 7 


A special chapter, “Finding the 
a Answers to Federal Tax Ques- 


æ -yea M analyzes income tax rules Іп tions," shows students how to solve 
2. light of accounting principles with research problems. 


special attention glven to accounting 
angles involved in tax decislons. 8 


3 In addition to hun- 
= dreds of “work-and- 
learn” tax problems, the 
` 1980 Course provides 
. Speclal comprehensive 
i Review Problems to help 
test student understanding 
i-o subject matter from 
jJ preceding chapters. 


v 


4 Throughout, a boxed 

a feature spotlights 
theories and concepts of 

« tax law rather than just 
return-making aspects. 





Three specia! tax books with 
a filled-in and blank facsimile forms 


demonstrate the prepara- 
tlon of varlous income tax 
return forms and permit 
practice preparation by 
students. 


A helpful Instructor's 
= Guide eases Course 
preparation with tlme-and- 
work-saving course out- 
lines and lecture notes, 
answers to text problems, 
plus speclal examination 
questions with solutions. 


CCH's Tax Course has been 


Theoretical and practical, the 1 0. .teacher-tested for effective use 
a CCH Course tells your students апа is currently being used in hundreds 
Why whenever it shows them how. of schools across the country. 


Over 1,400 Pages * 6"x 9" « Only $15 per Copy on Quantity Adoption 


Includes Three Supplemental Forms and Problems Booklets. 
Pub. July 1979 • A CCH Editorial Staff Publication 


Teachers! Send for Your Free Examination Copy Today! 


љ COMMERCE, CLEARING, 


ANASANAT AAAA 


HOUSELINC. 


PUBLISHERS ee TOPICAL LAW REPORTS 
4025 W. PETERSON AVE., CHICAGO, ILLINOIS 60646 


ACCOUNTING EDUCATION AND THE 
THIRD WORLD 


The 1976-78 Committee on International Accounting Operations and Education of the American 
Accounting Association has prepared a comprehensive study (“Accountirg Education and the Third 
World”) pertaining to the impact and function of accounting education in development countries. 
The aims of this study by the International Committee are: 


1) to outline, by means of specific Third World country appraisals in different regions, an assess- 
ment of the needs for accountancy education in socio-economic development. 

2) to set forth a conceptual and pragmatic framework for enhancing accounting knowledge, educa- 
tion and practices in Third World economies. 

3) to assess the role of educational institutions throughout the world in disseminating accounting 
know-how and expertise for developing economies. 

4) to suggest how assistance may be given to Third World countries by way of effective educational, 
training, and research programs in conjunction with local, regional, and international educa- 
tional, institutional, and development bodies. 


Closely aligned to these aims is the portrayal of the potential role of the American Accounting 
Association (AAA), together with other organizations and associations, in enhancing accounting 
knowledge and skills in developing countries, and in making available effective and efficient methods 
to help transfer and internally develap accounting knowledge skills, and related activities. 

This book, the publication of which has been generously financed by the Price Waterhouse Founda- 
tion, will be of particular relevance for educational institutions, governments, development agencies 
and others in Third World countries, and the distribution will be going to these entities in developing 
economies. Members of the AAA may obtain one copy at no charge by writing to the American Ac- 
counting Association. 





WE NEED YOUR NEW ADDRESS · 
PLEASE HELP US MAINTAIN CORRECT MAILING ADDRESSES. Unless your 
change of address reaches us six weeks before an issue is mailed, we can not 
promise delivery. The ACCOUNTING REVIEW is not forwardable and the Ameri- 
can Accounting Association must pay return charges for undelivered copies. 


































PLEASE GIVE ALL INFORMATION - 
NAME 
CHECK ONE: MEMBER __ ASSOCIATE MEMBER (student) 1. SUBSCRIBER _— 
IF ASSOCIATE MEMBER OR SUBSCRIBER GIVE EXPIRATION DATE: n 
IF MEMBER NEW SCHOOL OR FIRM AFFILIATION AND POSITION HELD 
OLD ADDRESS (label) NEW ADDRESS Р 
STREET: о 
CITY, STATE: . 
ZIP CODE: 6 : 
TELEPHONE NO: LA 
AMERICAN ACCOUNTING ASSOCIATION 
5717 Bessie Drive 
Sarasota, Florida 33580 
(Cut this out, fill in the information, mail it to us.) ^ 


THE AMERICAN ACCOUNTING 
| ASSOCIATION 
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Offers the fifteenth publication іп its 


Accounting Research Series 


Adaptive Behavior: Management 
Control and Information Analysis 


Hiroyuki Itami 
Hitotsubashi University 


Adaption to changing and uncertain environments is probably one of the 
most important tasks for the management of a firm in a dynamic context. 
This book centers on this adaptive behavior at the operating level of manage- 
ment and discusses it from a conceptual and an analytical standpoint. 


Topics covered in this book include: Management control under uncertainty 
and adaptive behavior, a model of intraperiod adaptive behavior, budgetary 
control and performance evaluation with intraperiod adaptive behavior, cost 
control by standard costs and flexible budgets—an ex post system with 
partial information, analysis of information timing—the information economic 
approach, and interim reporting—accuracy and timing. 


$4.00 to members 
$6.00 to nonmembers 


Obiain your copy from: 


AMERICAN ACCOUNTING ASSOCIATION 
5717 Bessie Drive 
Sarasota, Florida 33583 





Thank You Authors n Friends of 
Addison-Wesley 


- Authors : a Friends/Reviewers 
Robert N. Anthony Larry Tomassini 
Bill Bruns Tony Di Francesco 
A. Thompson Montgomery Doug Johnson 
Edwin Caplan Jim Weglin: 

Joel Demski Ralph Benke 
William Droms . Tom Buchman 
John Shank Perry Garsombke 
John Dearden Buck Dillon 
Wayne Morse f Wally Leese 
Robert Sprouse Marty Gosman 
Robert Swieringa Frank Selto 
Barry Cushing Ray Dillon: 
James Davis « Bob Capettini 
Norton Bedford i Paul Frishkoff 
Daniel McDonald Larry Godwin 
Peter Sarant Jim Scheiner 
Lauren Newton Jon Booker 
Ken Smith Bill Jarnagin 
Al Francisco Gary Sundem 


Lee Radebaugh Earl Littrell 
Charles Grant : ; 
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Addison-Wesley Publishing Company, Inc. 
Reading, Massachusetts 01867 





This masterpiece in the field of accounting maintains the highest academic 
level attainable. The new Fifth Edition is the most up-to-date (including all 
of the latest pronouncements) of all intermediate accounting texts avail- 
able. It focuses on the theory, principles, and concepts and then provides 
extensive illustrations of applications. The text never needs to be supple- 
mented—all topics are covered comprehensively. 


The excellent problems at the end of each chapter are coordinated and 
in the same gequence as material in the chapter. Solutions show each step 
including the mathematics. 


COMPLETE PACKAGE OF TEACHING AIDS 


Solutions Manual in two volumes • Transparencies * Key Figures 
* Manual of Examination Questions • Working Papers In two parts 
• Student Study Guide 


Examination coples for adoption consideration available on 
request, Please indicate course title and text presently used. 


RICHARD D. IRWIN, INC. 
Homewood, Illinois 604.30 


MA 
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-Everyone should be so lucky. 


. J-099, Prentice-Hall, Inc., Englewood 


This tax text has real 
problems for your students! 


Over 600! 


With more than 150 a revised problems, i | 
too. Tax reasoning problems, master review : 
problems, star problems, discussion problems, 


fundamental, cumulative, and research 
problems to name a few. 


And we wouldn’t have it any other way. 
Because the best way to prepare students for 


` the real world of income tax accounting is to’ 


give them real world experience. 
Prentice-Hall Federal "Tax Course, 1980, has boh 


updáted to include such recent tax reforms as 


the 1978.Revenue Act. And you and your stu- 
dents will find the new, redesigned "college 
textbook" format much easier to use, in and out 
of the classroom. The Instructors Manual, 
prepared in conjunction with our Tax Advisory 


„Board, can be adapted to fit the needs of both 


Liberal Arts and Business Instructors. And it's 


‘free upon adoption of the text. 


Evérybody has problems. F ortunately, we have s 
more than our share... of the right kind.: 


1980 Cloth 


For further information, or to reserve 
an examination copy of this text, 
please write to: Robert Jordan, Dept. 


Cliffs, New Jersey 07632 


Prentice-Hall ` 
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An Entity- Relationship View of Accounting Models 
William E. McCarthy 


-A General Decision Model for Cost- Volume- Profit 


Analysis Under Uncertainty 
^. Wei Shih | | 
Effects of Budgetary Goal Characteristics on 


Managerial Attitudes ае. Performance 
tzzettin Kenis 


‘An Analysis ‘of Differences Between Non- major Oil 


Firms Using Successful Efforts and Full Cost Methods 
Edward B. Deakin III ° 


, Value and Events Approaches to Accounting : 


An Experimental Evaluation 
Izak Benbasat and Albert S. Dexter 


Owners: Equity, The Anachronistic Element 
.Richard A. Scott, : 


'Canning's The Economics of Accountancy — 


After 50 Years . | 
В. J. Chambers I 
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AMERICAN ACCOUNTING ASSOCIATION 


The American Accounting Association was founded in 1916 as the American As- 
sociation of University Instructors in Accounting. Its present name was adopted 
in 1936. The Association is a voluntary organization of persons interested in ac- 
counting education and research. Full membership entitles one to receive The 
Accounting Review and Accounting Education News and to purchase Association 
publications at a discount. Associate members, limited to full-time students enrolled 
in institutions of higher education, receive The Accounting Review. 


The members of the 1979-80 Executive Committee of the Association are as follows: 


President Donald H. Skadden, University of 
Michigan 

President-elect Joseph A. Silvoso, University of 
Missouri-Columbia 

Vice President Sybil C. Mobley, Florida A&M 

Vice President James Bulloch, Institute of Management 
Accounting 

Editor of The Accounting Review Stephen A. Zeff, Rice University 

Secretary-Treasurer Alan P. Johnson, California State 
University, Hayward 

Director of Education James M. Fremgen, Naval Postgraduate 
School 

Director of Research І Eugene Е. Comiskey, Purdue University 

Past President Maurice Moonitz, University of 
California, Berkeley 

Past President David Solomons, University of 


Pennsylvania 


The full-time Administrative Secretary of the Association is Paul L. Gerhardt. 


Membership in the Asscciation is available at the following annual rates: 


Full membership: US $25.00 for persons residing in the 
United States and Canada 
US $12.00 for other persons 
Associate membership: US $6.00 for all students 


In addition, full members may belong to one or more Sections: Auditing, Manage- 
ment Advisory Services, Community/Junior Colleges, International Accounting, 
and Public Sector. Each Section assesses its own annual dues which are collected 
by the Association. 


Libraries and other institutions may subscribe to The Accounting Review at an 
annual rate of US $25.00. 


Inquiries concerning membership, subscriptions, and other matters relating to the 
Association (other than the submission of manuscripts to The Accounting Review) 
should be sent to: American Accounting Association, 5717 Bessie Drive, Sarasota, 
Florida 33583. ` 


Manuscripts to be submitted to The Accounting Review should be sent to the ap- 
propriate address shown at the end of the Table of Contents in this issue. 
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An бо Во оныр View of . 
Accounting Models. EE 


t 


| William E. McCarthy ` 


ABSTRACT This paper is an extension of previous work aimed at integrating ideas in 
the field of database systems with accounting theory. Unlike others, however, it does not 
propose use of a particular type of database system. Instead, it concentrates on an overall 
design: methodology—the entity-relationship model—which transcends specific data- 

. base theoretical structures. A complete model is specified for a small retail enterprise, 
and some accounting uses for the derived system are shown. Finally, the use of an entity- 
relationship model in integrating aspects of measurement theory, causal double-entry, 
and "events" accounting with computerized information systems is discussed. 


NUMBER Of recent studies have ad- 
dressed the. issue .of integrating 
accounting information systems 


Colantoni, Manes and Whinston [1971], 
Lieberman and Whinston [1975], and 
Haseman. and Whinston: [1976] used 
aspects of Sorter’s [1969] “events” ac- 
counting theory and incorporated ‘them 
into a hierarchical database model. More 
recently, Everest and Weber [1977] sug- 
gested the use of Codd’s [1970] relational 
framework to overcome the hierarchical 
model’s lack of data independence. Fi- 
nally, Haseman and Whinston [1977] 
constructed an accounting system using 
the network or CODASYL [1971] ap- 
proach. 

This paper reviews the same process of 
integrating accounting .with database 
models, but. on а more general level that 


: does not necessitate commitment to any 


particular system. In lieu of debating the 
comparative ‘advantages of the hierarchi- 
cal, relational, or network approaches, 
the contention will be made here that an 
accounting system is most naturally 
modeled іп а database environment as а 
collection of (1) real world entities and 


DM 


(2) relationships among those entities. 
Using methodology conceived by Chen 
[1976], an entity-relationship model of 
an accounting system will be developed 
that will overcome some of the difficulties 
encountered by the authors mentioned 
above, such as the use of accounting 
"artifacts." Additionally, readers will see 
that this method of development will 
allow a system designer to incorporate 
explicitly into an accounting model as- 
pects of measurement theory proposed 
recently by Mock [1976] and causal 
double-entry advocated by.Ijiri [1975]. 


This paper is based on research originally conducted 
for my doctoral dissertation at the University of Massa- 
chusetts. I would like to thank the following faculty 
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Court Hare, Joseph Sardinas, Conrad Wogrin, David 
Stemple, and Morton Backer. Financial support for this 
work was provided by Coopers & Lybrand through a 
grant to Michigan State University. 
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DATABASE ABSTRACTION PROCESS 


The data in any information. system is 


an abstraction of some aspect of reality. 


` The more recently developed database ` 
information systems require that this. 


data representing a particular slice of 
reality be orgabized in a structured man- 
ner that will remain consistent with itself 
and maintain its ‘integrity over time. 
Incorporating methodologies sug- 
gested by Chen [1976], Sundgren [1974], 


Date [1977], and Will [1974], Figure 1 


portrays this structured abstraction pro- 

cess as it applies to an accounting system: 
' Beginning with LEVEL 1, note that a 
database system is- intended to model 
some part of the real world or some 
reality. In an accounting context, this 
reality is an economic enterprise defined 
by the business ашу principle [Yu, 1976, 
p- 245]. 


At LEVEL 2, the description of reality 


narrows. to those aspects that are of 
" interest to intended database users. Sund- 


gren [1974, p. 61] refers to this slice of 
reality as the “object system," and for thie’ 


accounting example, it includes informa- 
tion about two matters of substance: (1) 
the economic states of the enterprise and 


` (2) the events occurring over time that. 


alter those economic states. 

As the abstraction process moves to 
LEVEL 3, it passes from the world of 
realities, or principals as they are called 
by Ijiri [1975, Ch. 3], to the world of data 
models or surrogates. A data model is 
intended to be a description of the logical 
structure of the. object system as seen by 
the community of database users. It is a 
scheme that represents, with data, the 
‚ organization of the conceptual world of 
interest: 

In traditional accounting, it is here that 


the "artifacts" (such as the chart of > 


accounts) deplored by Everest and Weber 
are encountered. Those authors charac- 
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. “terize many traditional accounting struc- 


tures as “useful taxonomiés, classification 
schemes, or naming conventions. rather 


` than real entities” [Everest and Weber, 
1977, p. 342] and consequently conclude: 


that database systems are not able to 
accommodate them easily. 

This, paper proposes to depart fróm 
‘traditional accounting at LEVEL 3; and 
to use instead an entity-relationship view 


-of an enterprise to construct its account- 


ing data model. Additionally, the scheme 
to be developed will not be limited by the 


. principles of double-entry and monetary 


measurement, but will be allowed instead 
to assume more of the multidimensional 


‘and disaggregated aspects proposed by 


“events” 
1969]. | 

LEVEL 4, the storage structure defini- 
tion, will not.be of interest in the treat- 
ment here. However, note that once an 
object system has been modeled on an 


accounting theorists [Sorter, 


-entity-relationship basis, it is possible to 
translate the data model of LEVEL 3 to 


the storage structure definitions of 
LEVEL 4, using the definition language 
and facilities of most existing database 


management systems (DBMS). 


LEVEL 3 of the database abstraction 
process—development of an accounting 
data model for an m a now 
be treated in detail. 


AN ACCOUNTING DATA MODEL 


A chart of accounts and its accom- ` 


panying double-entry procedures might 


_ be viewed simply as a scheme for organiz- 


ing, classifying, and aggregating financial 
data. Additionally, however, it represents 
the imposition upon an accountant of a 


particular mode of thinking about the + 
- economic affairs of an entity. For exam- 


ple, when queried about the. "things" 
that accounting deals with, an accountant 
might list items such as “‘prepaid reve- 
nues," "retained earnings," or “liabili- 
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FIGURE 1 | i 


DATABASE ABSTRACTION PROCESS 


LEVEL, 


LEVEL 1 
—Slice of Reality 
—Conceptual World 
‚ LEVEL 2 of Interest 
—DQObject System 
| Data Model of the 
LEVEL 3 Object System ' 
} 
LEVEL 4 Storage structure 


definition 


ties” because these, among others, con- 


“stitute the elements in his/her predefined 


world of interest. Collectively, these 
account names and double-entry pro- 
cedures represent a data model of an 
enterprise's economic aspects. 











ACCOUNTING EXAMPLE 


AN ENTERPRISE 


The accounting world of 
- that enterprise 
a. These econornic states 
of that enterprise exist 
b. Over time, these events 
, Occurred that altered 
' those economic statés 


/ 


Entity-relationship . . 


Traditional 
accounting view 
a. chart of a. entity tables 
accounts b. relationship tables 
‘b. double- 
entry 
accounting 
procedures 


" 


Stored database 


z5 


This predisposition toward. certain 
types of “things” of interest will be dis- 
carded here. Instead, this paper will view 
an object financial system without “tra- 
ditional-accounting colored” glasses and 
use the following steps to construct an 
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: accounting data model [Chen, 1976]: 


l. Identify (a) the entity sets such as classes of 
' objects, agents, and events that exist in the 
conceptual world and (b) the relationship 
sets that connect those entities; 

. 2. Construct an Entity-Relationship (E-R) 

. diagram that will exhibit the semantic 
nature of identified relationships; 

3. Define the characteristics of entity and 
relationship sets that will be of interest to 
particular system users, and specify map- - 
pings that will identify those character- 
istics; and 

4. Organize the results of steps 1, 2, and 3 into 
entity/relationship tables and identify a 
key (unique characteristic) for each en- 
tity/relationship set. a 


As each of these steps is considered in the 
following sections, its application to 
accounting will be made more concrete 
by using a small retail enterprise as an 
example. 


Identification of Entity/Relationship Sets 


' The process of viewing an object 
‘system and identifying its relevant enti- 
` ties and relationships cannot be de- 

scribed exactly, because it will normally 
include a wide variety of systems 
. analysis -techniques (such as those de- 
tailed by Taggart and Tharp [1977]). 
The particular list of entities and relation- 
ships that any one person produces 
might differ quite legitimately from an- 
other person’s list, depending upon their 
differing backgrounds and perceived uses 
of information. A guiding principle here 
_for accountants is that in enumerating 


. entities they limit themselves to real · 


phenomena that can be distinctly identi- 
fied and remain clear of accounting 


“artifacts.” Everest and Weber [1977, p. 


356] supply direction in this process by 
warning designers to avoid the use of 
“naming tree” entities (that is, accounts 
. used for. presentation or accumulation 
purposes only). 

For a small retail enterprise, the entity 
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sets (groups of objects, agents, events) of 


interest in the accounting object system 


. might include those 16 items shown in 


Figure 2 (a). For simplicity, only this 
limited list will be used in the rest of the 


. discussion here. A modeling of a real 


enterprise would probably produce a 
larger and more exhaustive group of 
entities, including such additional ob- 
jects as buildings, such additional agents 
as federal and state governments, and 
such additional events as equipment dis- 
posals and purchase orders. 

Once the entity sets have been identi- 
fied, systern design proceeds to specifica- 
tion of sets of relevant relationships that’ 
may exist among them. A partial list (a 
more complete diagram is given later) for 
the retail enterprise is shown in Figure 
2 (b). 

The bases for explicitly recognizing 
relationships between the various entities 
will again be peculiar to the. person con- 
structing the data model, but it is of inter- 
est to note at'this point the rationale for 
connecting some of the Event entities 
with each other. With the exception of 


‘the "order" event which is not, tradi- 


tionally speaking, an accounting event at 
all, the Event (- - -) Event links represent 
explicit manifestations of Ijiri’s [1975, 
Ch. 5] causal double-entry conventions; 


that is, each change in the resource set of . 


the enterprise is linked explicitly to 
another change by means of a causal 
relationship. In Mattessich's terms, these 
events would be called “a pair of re- 
quited transactions [where] . . : one 
transaction is the. legal or economic 
consideration of the other" [1964, p. 
450]. 

Again, there is no claim to absolute 


"truth" in the entity/relationship sets: 


given in Figure 2: They are not intended 
to be exhaustive enumerations, only 
illustrations of - Став S initial design 
stage. 


^ 
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FIGURE 2 
Objects Agents 
Equipment Stockholder 
Inventory - Employee 
Cash Customer 
Vendor 
| Е Events 
Order Cash Receipt Capital анын" 
Sale - Cash Disbursement . General and Administrative Service 
Purchase Equipment Acquisition Personnel Service 


(a) Entity sets in an accounting data model 


Event (- - - -) Event 

Sale (fills) Order 

Cash Receipt (payment for) Sale 

Cash Disbursement (payment for) Personnel Service 


Agent (- - - -) Event 
Employee (employed in) Personnel Service 


Vendor (supplier of) General and Administrative Service 


Customer (made to) Sale 


© Object (- ~- -) Event 


Cash (flow of) Cash Receipt 
Inventory (line item) Sale 


General and Administrative Service (allocate cost of) Equipment 
. * (b) Some relationship sets as complete listing) 


Construction’ of an Entity-Relationship 
Diagram | ' 


After identification of. appropriate en- 
tity and relationship sets in an object 
system is completed, data modeling 
continues with a further analysis of how 


these concepts fit together. The semantic · 


nature (or real world. character) of a 


relationship is examined at this stage and 


is portrayed through the use of Entity- 
Relationship (E-R) diagrams. Again for 
simplicity, this paper will illustrate only 
a portion of the real world possibilities, 
in this case binary relationships. Such 


relationships concern associations ‘be- 
tween just two entity sets and have conse-. 
quently three basic types: (1) one-to-one, 


(2) one-to-many, and (3) many-to-many. 
Each of these cases is illustrated below. 

A one-to-one (l-to-1) relationship 
specifies a correspondence between a 


pair of entities, one from each of the two: 


connected entity sets. Suppose, for exam- 


ple, that the small retail enterprise had an 
operational rule that all purchases were 
to be paid for, in full, exactly five days 
after receipt. Each purchase event would 
correspond then tó only one cash dis- 
bursement event as exhibited in Figure 
3 (a). Chen’s E-R diagram would depict 
this 1-to-1 relationship in the manner 
shown in Figure 3 (b). 

A one-to-many (1-to-n) relationship 
specifies a correspondence between just a 
single entity in one entity set and many 
entities in anotber entity set. Using the 
example again, suppose that the enter- 
prise billed its customers once a month 
for all sales during the preceding month 
and that the customers pay in full shortly 
thereafter. In this case, each cash receipt 
event would correspond to multiple sale 
events as seen in Figure4(a)and(b). - 

Finally, а many-to-many (m-to-n) re- 
lationship specifies not only a possible 
correspondence between one entity in a 
first set and many entities in a second set; ‘ 
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FIGURE 3 
A ONE-TO-ONE CORRESPONDENCE 


1 DISBU 





RSEMENT 


(a) Two related event sets 


PURCHASE 


ENTITY SET . 


RELATIONSHIP SET 


CASH 
DISBURSEMENT ' 





ENTITY SET 


(b) E-R diagram 


but also a possible correspondence be- 
tween one entity in the second set and 
many entities in the first set. To illustrate 
in the case of a relationship between the 
SALE and INVENTORY entity sets from 
the retail example, suppose not only that 
each sale consist of many products, but 
also that each product participates in 
many sales. This bidirectional mapping 
is shown in Figure 5 (a) and (b). 
Extending this same kind of analysis, 
an E-R diagram can be specified for the 
entire retail enterprise as shown in 
Figure 6. In this particular example, the 


use of a limited list of entities and binary 
relationships has produced a relatively 
simple and well integrated E-R diagram; 
however, more realistic (and hence, more 
complicated) situations can be repre- 
sented in a similar fashion. For instance, 
if the additional event of equipment 
disposal were included for the enterprise, 
it would be possible to model the acquisi- 
tion of an asset for cash and a trade-in by 
showing a three-way association among 
the entities equipment acquisition, equip- 


- ment disposal, and cash disbursement. 


B 
а 


A^ 


I 
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A ONE-TO-MANY CORRESPONDENCE 





CASH 


RECEIPT . 


" 


(a) Two related sets of events 





\ 
ENTITY SET 


RELATIONSHIP SET - 


ENTITY SET 


/ (b) E-R diagram 


‘Identification of Characteristic Mappings 


Once an E-R diagram has been con- 
structed for the object system, the entity- 
relationship modeling process moves to 
a more detailed level of system design by 
starting to identify the relevant properties 
or characteristics of each entity/relation- 
ship set. Similar to the process of deter- 
mining the entities and relationships 


can be described only in very ‘general 
terms. The final listing of characteristics 
will be heavily dependent upon the 


|  designer's perception of the ultimate de- 


cision environment and information 
need. A framework proposed by Mock 


. [1976, p. 88] addresses the needs of this 


design phase. His outline is based upon 
accepted principles of measurement . 
theory and lists criteria certain to help in 


. reducing the unstructured nature of this 


themselves, this identification procedure ` 


process. | | 
Specifying all of the characteristics for 
each entity/relationship set given in Fig- 
ure 6 would be a prohibitively long 
process. Therefore, this section will be 
limited to mappings for two entity sets— 
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FIGURE 7 
CHARACTERISTIC MAPPINGS DEFINED ON ENrITY SET INVENTORY 


^ 


ENTITY SET ATTRIBUTES VALUE SETS ` 
E Л Vi х 
(INVENTORY) (STOCK 4) 


SALE and INVENTORY —and the rela- 


tionship set that connects them—SALE 
line item. Additional mappings for the 
other sets, and possibly for these three 


sets as well, would have to be accom- ` 


plished before the data model would be 
completely specified. 

The characteristics of a particular 
member of an entity/relationship set can 
be expressed by à listing of attribute/ 
value pairs. Examples of these pairs for a 
specified product in the entity set 
INVENTORY might be “stock#/7432,” 
"acquisition cost/$3.00," and “‘quantity- 
on-hand/269.” 

The first item in each of the pairs 
above—the attribute—is formally de- 
fined by Chen [1976, p. 12] “as a function 
which maps from an entity set or relation- 
ship set into a value set." This concep- 





y, 
(NO-OF-UNITS) 





tualization of an attribute as a function 
is important because it allows the E-R 
model constructs to develop in a form 
free of certain unwanted properties such 
as addition, deletion, and update anom- 
alies [Date, 1977, Ch. 9]. 


The second item listed in each pair— ' 


the value—is taken from different value 
sets such as stock numbers, dollar- 
amounts, and number-of-units. These 
value sets are analogous to the relational 
database concept of "domain" described 
by Everest and Weber [1977] and, in a 
more limited sense, to the measurement 
concept of “numerical relational system” 
described by Mock [1976, Ch. 2]. In- 
deed, it can be seen that the entire char- 


‘acteristic identification process used in 


entity-relationship modeling fits in well 
with Mock's [1976, p. 107] call for em- 
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| FIGURE 8 
CHARACTERISTIC MAPPINGS DEFINED ON ENTITY SET SALE 


ENTITY SET 


Er 
(SALE) 







phasis on the measurement aspects of 
data to be used in accounting systems. 
For those characteristics whose values 
are numerical, Chen’s attribute mappings 
and value sets correspond exactly to 
Mock’s homomorphic mappings and 
numerical relational systems. 

Figures 7 and 8 illustrate some of the 
characteristic mappings for the entity 
sets INVENTORY and SALE. The first 
function (F,-STOCK#) in Figure 7 maps 
a particular element (ej) in the set 
INVENTORY (that is, one particular 
product) to its stock number (7432). 
Likewise, the next four functions (F;, F3, 
F4, Е;) all map that same element to its 
various unit costs and unit price. Fs; 


ATTRIBUTES 


VALUE SETS І 


ү, 
(TIME) . 


V. 
(DOLLAR-AMOUNT) 


V. 
(INVOICE-NO) 





e 
(489321) 


simply couples a product to its value for 
quantity-on-hand. ' _ 

In Figure 8, the first function maps a 
particular sale event (е к) that happened 
on June 21 at 2:15 p.m. to a coded 
representation of its time occurrence, 
while Fa, F4, and Е, determine other 
relevant characteristics. The actual map- 
pings for- entities in a real enterprise 
would be obtained via observation or 
measurement. 

The attribute mappings for the rela- 
tionship set SALE line item are given in 
Figure 9. Although this particular exam- 
ple illustrates a case where the relation- 
ship itself possesses a characteristic that 
cannot be fully identified with either of 
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' FIGURE 9 
Санаде MAPPINGS DEFINED ON RELATIONSHIP SET SALE line item 


ENTITY SETS RELATIONSHIP SET 


Ex 
‚ (SALE) z 





К; 
(SALE line item) 


the participating entities, it is not neces · 
sary for all relationships to have proper- . 


' ties of their own. In some cases (one of 
which will be seen later), the relationship 
simply specifies an association and pos- 
sesses no further information content. 
Before leaving this section, readers 
should note the close correspondence 
between the model as developed so far, 
and the ideas of "events" accounting 
theorists such as Sorter [1969], Johnson 
[1970], and Colantoni, Manes, and 
Whinston [1971]. According to Sorter, 
"the purpose of accounting is to provide | 
information about relevant economic 
events that might be useful in a variety of 
possible decision models" [1969, p. 13]. 
Even with the limited presentation given 
to this point, it can be seen that an entity- 
. relationship model accommodates well 
the things implied by Sorter's statement, 
such as multidimensional measures (dol- 
lars and time), different valuation bases 
(acquisition cost and replacement cost), 
and aspects of accounting entities useful 
in management science modeling (unit 





' ATTRIBUTE VALUE SETS 


V 
(NO-OF-UNITS) 


carrying Cost for economic order quan- 
tity models): 


Organization of Data Into Entity/ 


Relationship Tables 


The final step in the enterprise data 


modeling process involves (1) designa- 
tion of primary keys and (2) organization 
of the constructs identified above (entity 
sets, relationship sets, value sets; and 
attributes) into entity/relationship tables. 


4. 


‘A primary key (PK) for an entity set . 


(or a relationship set) is simply an 


‘identifying characteristic that maps one-- 


to-one with the elements of that entity 
set, and thus is able to represent those 
elements in the database. To do this, the 
identifying characteristic must be both 


‚ universal—every entity must have it as 


an attribute—and unique—each entity’s 
value for that characteristic must be 
different. An example of a PK would be 
the student number in a university data- 


base or the Social Security number in the · 
Internal Revenue Service database. The . 


primary key isnot always a single charac- 


xx 


VALUE SET 

“ENTITIES 06211415 
(one each 06211418 
row) 


PRIMARY 
zy 


|t KEY 
ACQUISITION 
STOCK# | COST. 
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489321 
489322 

















` (D INVENTORY entity table 


teristic; sometimes it is necessary to 
concatenate several attributes to identify 
something uniquely. Such is the case for 
all relationship sets in Chen’s model, 
because he defines their PKs as the com- 
bined PKs of their involved entities. 

The organization of data into entity 
tables is illustrated in Figure 10. As can 
be seen, the two tables correspond closely 
to the mappings shown in Figures 7 and 
8. The only real difference is that now a 
primary key value is allowed to represent 
each element of the two entity sets, 


"STOCK" for the INVENTORY enti- ` 


ties and “TIME” for the SALE entities. 
This assumes that the company assigns 
each of its products a different stock 
number and that each sale event is 


. mapped to a unique time. identifier. 


(Methods for keying events in this man- 


s 


ner are discussed. in Lamport [1978].) 

А relationship table for SALE line 
item is illustrated in Figure 11. Again, 
the table closely resembles the mappings 
derived earlier (Figure 9) except that a 
primary key value, the concatenated 
PKs of the involved entities, now repre- 
sents an instance of the relationship. 


Chen's illustration of relationships in 


this manner resembles the use of case- 
grammar models by Roussopoulos and 
Mylopoulos [1975, p. 147], because it 
requires specification of “who plays the 
roles (or fills the cases)" associated with 
each relationship. In a complete data 
model, an entity could fill a number of 
widely varying roles depending upon the 
nature of the relationships it participated 
in. 

Figure 12 illustrates two additional 
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` "Figure |! | 
RELATIONSHIP TABLE FOR SALE line item , ee 
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ROLE | flow | 
ENTITY RELATIONSHIP 
VALUE SET ne STOCK # | NO-OF-UNITS А 
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relationship tables. to be used in later — 


examples. The mappings for these two 
relationship sets weré not shown previ- 
ously, but the procedures involved would 


.. beidentical to those used in obtaining the 


7 "table for SALE line item (Figure 11). The 


table for the set SALE payment (Figure 


12 (b)) illustrates two additional points. : 


First, it portrays a relationship set which 


simply specifies a connection without any `- 


`. attributes of its own. Second, its role 


. volved. Additionally, the role names in: 


names are designated in accordance with 
the causal double-entry reasoning under- 
lying the relationship itself. According to 


Ijri [1975, Ch. 5], each occurrence of 


‘such a relationship requires specification 
of the increment and decrement in- 


this table would be used to qualify the 
attributes because the attribute names 
(“TIME” and "TIME") are not unique. 

A. total modeling effort for the retail 
enterprise would involve constructing a 


: table for every set depicted in Figure 6. 


After these specifications were finished, 
the entity-relationship view of the enter- 
prise's accounting system would be com- 
plete, and the data model would be ready 
for use with actual database systems. 
Discussion of the translation process 
involved in mapping E-R constructs into 
the specification language of a particular 


DBMS is beyond the scope of this paper. - 


However, interested readers may consult 
Chen [1975, pp. 25-34] who, describes 
such processing for relational and net- 
work systems. 


BRCORCIUUGHON 'OF TRADITIONAL 
ACCOUNTING WITH THE NEW. 
- DATA MODEL 


The data. model developed to this 
point for a small retail enterprise cer- 
tainly differs radically from the tradi- 
tional accounting paradigm generated by 
using a chart of accounts and double- 
entry bookkeeping. The question now 
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arises, Can such a model serve the every- 
day needs of accountants?" The new 
system is missing certain familiar and 
financially important items such. as ac- 
counts-receivable, and its lack of a debit- 


: credit framework might leave some with 


the uneasy feéling that all comings and 
goings are not being кык accounted 
for. 

This section will йон that ап 
information system modeled оп an entity- 
relationship basis can indeed accommo- 
date the conventions of traditional ac- 
counting. To show this, part of the data 
model outlined in Figure 6 will be used, 
specifically two entity sets—SALE and 
INVENTORY—and three relationship. 
sets— SALE line item, PURCHASE line 
item, and SALE payment. Tables repre- 
senting each of these five sets were pre- 
sented earlier in Figures 10, 11, and 12. 

In the paragraphs below, two types of ' 


' accounting procedures for the entity- 


relationship (E-R) model will be de- 
scribed: (1) the derivation of accounts- 
receivable and (Z) the maintenance of 
perpetual inventory and cost of goods 
sold. These descriptions will concentrate 
primarily on the set aspects of the E-R 
constructs and will be very general in 
nature. In actual practice, the calcula- 
tions discussed would be performed using 
the processing language of a particular 
database system. Readers interested in 
more specific explanations mày consult 
McCarthy [1978] where a number of 
detailed accounting computations are 
done with the relational language 
SEQUEL [Chamberlin ега/., 1976]. 

At any time during its operations, the 
total of outstanding receivables for-the 
example enterprise modeled in Figure 6 
is equal to the revenue of sale events not 
yet paid for. This set of sale events is not 
present explicitly in the system, but it can 
be obtained easily by subtracting the set 


of paid-for sales (the elements in the 
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relationship set SALE payment) from the 
set of all sales; After such, a set difference 
operation is performed, accounts- 
receivable can be calculated by summing 
the revenue characteristic for all elements 
of the identified subset. — 


The relationships between object and. 


event entities were characterized in the 
E-R modeling process as stock-flow 
interactions; that is, there existed a stock 
of some entity such as cash or equipment 
whose level was affected by flows of 
events such as cash receipts or equipment 
acquisitions. Yu [1976, p. 242] discusses 
the importance to financial reporting of 
properly accounting for these stock-flow 
interplays. In traditional systems, their 
connection is directly accounted for by 


an entry to the asset (object) account: 


upon the occurrence of ‘a transaction 
(event), but in an entity-relationship 
model the interaction-must be effected in 
another way—by defining certain up- 
dates to the stock entities that will be 
invoked upon the occurrence of flow 
entities. In the case of perpetually main- 


tained inventory for the retail enterprise, 


these invoked procedures would take 
place in the following manner. When a 
purchase occurs in the object system 
(LEVEL 2 of Figure 1), the data model 
(LEVEL 3). would. have new elements 
added to the sets PURCHASE and 
PURCHASE line item. These additions 
would then "trigger" the following up- 
dates to characteristics of the appropriate 
element in the set INVENTORY: 


(1) A new acquisition cost would be set 
(assuming that the cost scheme is one, 
such as the moving weighted average 
method, which can be updated on a 
perpetual basis); ~ 

(2) A new replacement cost. would be set 
(equal to the latest transaction price); 
and 

(3) A new quantity on hand would be calcu- 
lated. 
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Mechanisms for implementing these trig- 
gered updates are described by Eswaran 
[1976]. The cost of goods sold charac- 
teristic of SALE elements would then be 
calculated at the time of sale using the 
perpetually maintained acquisition cost 
of the appropriate inventory entities. 
The inventory and cost of goods sold 
figures calculated above are components 
of a perfectly consistent database where 
all elements of the data model (LEVEL 3 
in Figure 1) immediately and accurately 
mirror charges in: the: object system 
(LEVEL 2). There are times, however, 
when certain information is used only at 
specified intervals, in which case the 
characteristics involved can be produced 


‚Ьу calculation and aggregation only : 


when needed. In the retail accounting 


‘model, this stepwise production of infor- 


mation would apply to accounts-receiva- 
ble and to periodic inventory and cost of 
goods sold. The process of choosing 
among the various temporal alternatives 
in database maintenance depends not so 
much upon the nature of the character- 
istic itself but upon its expected decision 
use. The bases for making such choices 
involve the issue of "conclusion ma- 
terialization” and are discussed exten- 
sively by Bubenko [1976]. In all cases, 
the final choice of a consistency level 
should be “subject to the tradeoff be- 
tween applications requirements (benefit) 
and economic feasibility (cost)" [ANSI/ 


X3/SPARC, 1975, p. П-1]. 


This paper has now considered the 
fundamental features of Chen's entity- 
relationship methodology as it applies to 
the construction and maintenance of an 
accounting model. Before moving on to 
a summary, there remains one matter to 
be considered in the next-section: com- 


parison of the E-R accounting model . 


. with the relational accounting models of 
~ Everest and Weber. 


hinge 


ES 


4 


4 E 
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COMPARISON WITH RELATIONAL MODEL 


It was mentioned previously that an 
entity-relationship modeling process 
could be used as an initial step in actual 
implementation of many database sys- 
tems, among them the relational model of 
Codd [1970]. In fact, the final products 
of an E-R design process—the entity/ 
relationship tables—are nearly identical 
in both appearance and mathematical 
form to Codd relations, and one can see 
on inspection that the mapping of a Chen 
model to a relational model is relatively 
straightforward. There are, however, 
some important features that differentiate’ 
the accounting system developed in this 
paper from the relational accounting 
systems developed by Everest and Weber 
[1977]. These differences stem from 
design considerations and are explained 
below. 

The relational decomposition or trans- 
formation approach [Codd, 1972] to 


data modeling used by Everest and Weber ` 


starts with an arbitrary collection of 
relations (based upon a chart of accounts, 


for example) and proceeds, using the: 


пойдп of functional dependencies, to 


-recast them in a form free of certain un- 


desirable properties such as addition, 
deletion, and update anomalies [Date, 
1977]. In contrast, Chen’s approach 
emphasizes the initial identification of 
entities and relationships and then pro- 
ceeds by designating mappings that 
identify both relevant associations among 
entities and relevant characteristics of 
entities and relationships. Use in this 
paper of the second approach has led to 
an accounting model Superior in two 
respects, 

First, the E-R data тойа! "fits"' the 
object system better. This occurs because 
its design process begins with a priori 
identification of relevant aspects of the 


` n 1 


such as “naming tree” 
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- conceptual world rather than with use of 


a framework based on existing account- 
ing methods. The effect on the Everest 
and Weber paradigm of using traditional 
accounting classification schemes is to 
introduce into the final (fully normalized) 
data model certain extraneous concepts 
relations and 
debit/credit account numbers while 
masking or. omitting more essential fea- 
tures such as stock-flow interactions and 
causal double-entry. The two authors 
recognized that the use of accounting 
“artifacts” would cause such problems 


-and suggested possible solutions. How- 


ever, the use of entity-relationship model- 
ing prevents the problems from occur- 
ring atall. . 

Second, the entity- -relationship ap- 
proach displays more clearly the organi- 
zation of the object system. It concludes 
with a data model where each entity/ | 
relationship set is represented in a sepa- 
rate table (relation), Chen [1976, pp. 
25—29] argues that such an arrangement 
leads to clearer semantic meaning and 
accommodates more easily changes in 
the nature of object system relationships. 
He also contends that his model clarifies 
better the nature of dependencies among 
data, because it differentiates between 
those mappings used to identify charac- 
teristics and those used to identify associ- 


. ations. Chen's modeling process also 


produces a convenient shorthand—the 
E-R diagram—that provides a clear 
overview of the object system and dis- 
tinguishes explicitly to users the different 
1-0-1, 1-to-n, and m-to-n associations. 
Finally in the matter of comparing the 
two approaches, the issue of multivalued 
dependencies and fourth normal form 
arises. Recent research (which postdated : 
Everest and Weber's article) by Fagin 
[1977b] has identified deficiencies in the _ 
relational decomposition process and 
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proposed an augmented approach to 
database design that uses a new semantic 
object called a “multivalued depen- 
dency” [1977b, р. 433]. The final product 
of this new design process is a “fourth 


` normal form” (Fagin, 1977a] that elimi-- 


nates from a-data model further unde- 
sirable aspects of maintenance behavior. 
The question now is "How do Fagin's 
new.concepts relate to entity-relationship 
modeling?," and the answer is, "They 
have already been accounted for." Multi- 
valued dependencies (which are 1-to-n 
mappings) are identified clearly by Chen. 
More importantly, the storage problems 
caused by multivalued dependencies arise 
- when a data model attempts to portray 
two independent relationships in one 


table [Fagin 1977a, p. 272]. As shown 


earlier, such a representation would not 


materialize in entity- relationship model- 


ing. 
In summary, the data model developed 


in this paper represents the accounting. 


universe -better than those developed by 
Everest and Weber. Its development i is 
not encumbered with accounting arti- 
facts, its concepts: portray clearly the 
nature of the accounting object system, 
and its final form displays none of the 
undesirable anomalies identified in P ihe 
normalization literature. . 


SUMMARY OF MODEL CONCEPTS 
AND ADVANTAGES 


The- presentation of an accounting 
' information system based on entity and . 


relationship sets is now complete. The 
steps necessary to model an object system 
have been outlined, and specific illustra- 
tions of each step for an example enter- 
prise have been given. The paper will 
conclude-by summarizing features of the 
entity-relationship approach relevant to 
; accounting practice and research. 

'  .First, Chen's methodology represents 


one of the first attempts to construct an 


i. 
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enterprise view .of data [Chen, 1977], 
that is,.a data model viewed from the 
perspective of the whole enterprise rather 


` than from the perspective of individual 
* users or particular database management 


systems. As such, it'can be considered a 
“top-down” approach to system design 


` and a definite aid to logical thought in a 


database environment. Accountants need 
a tool like this. With the use of database 
systems becoming more widespread, they 
need to be able to view many enterprise 


schemata in a clear, consistent, and some- ^ 


what standardized manner. In this sense, 
E-R diagrams are analogous to, flow- 
charts; they represent visual aids to be 


. used in understanding the full signifi- 


cance of the data processing operations. 

Second, the entity-relationship ap- 
proach to accounting-database models 
provides a design framework that can be 
integrated into any of the database mod- 
els previously proposed in the literature 
such as those of Colantoni, Manes, and 


Whinston [1971], Lieberman and Whin- . 


ston [1975], and Haseman and Whinston 


` [1976; 1977]. It is especially appropriate ` : 


2 


for Codd’s [1970] relational model, 
because the transfer from Chen’s entity- 
relationship tables to Codd relations is 
straightforward. Use of an E-R approach 
also avoids the drawbacks of decomposi- 
tion. 

Third, the entity-relationship model ' 


а ua 


provides a-specific vehicle for the іпсог-. ' 


. poration of measurement concepts and 


causal double-entry into a single-entry 
database system. Proponents of these 
concepts [Mock, 1976 and Jjiri, 1975] 
have presented them for use in accounting 
systems, but their ideas do not fit well 
with journals and ledgers. As seen earlier 
in the paper, they.do adapt well to an 
E-R model. 
Fourth, entity-relationship modeling 
provides a sound theoretical basis for the 
expansion of the “events” approach to 


y 
н 


^ 


ж 
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accounting [Sorter, 1969]; Consideration 
of a wide range of decision models using 
multidimensional measures, such as those 
advocated in two recent AAA reports 
[1969; 1971], is accomplished easily. 
Aggregation problems are reduced also 


because the information in an E-R based: 


system can be stored in disaggregated 
form and summarized only according- to 
the intent of a particular user. 
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On the whole, therefore, this paper has 


Shown that the entity-relationship ap- 


proach to accounting models represents 
a logical extension to work in the area of 


' accounting information systems. It pro- 


vides an overview of much of the work 
done.in database systems, and it also 
offers practical aid to accountants who 
plan to do work in a database environ- 
ment. 7 
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A General Decision Model for Cost- 
о Profit Analysis under 
ш ae 


Wei Shih 
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ABSTRACT: This paper presents a done decision model for cost-volume-profit 
(C-V-P) analysis which takes into account the crucial elements of random demand and 
level of production in the determination of actual sales and resulting profits. The purpose 
of the model construction offered here is to invest C-V-P analysis with realism, and to 
remove a basic deficiency from the traditional C-V-P model. The general model enables 
the management to choose the best among alternative products, and to determine, con- . 
currently, optimal production levels in the light of a firm's goals and objectives. Various 
measures of uncertainty with regard to the behavior of the profit are developed, and their 
applications are illustrated in numerical examples. Two FORTRAN programs are also 


supplied to facilitate computation. 


HE problem of cost-volume-profit: 


(C-V-P) analysis under uncertainty 

has received considerable attention 
in accounting literature since the appear- 
ance of Jaedicke and Robichek [1964]. 
However, most of the works dealing with 
the stochastic cost-volume-profit analyses 
were essentially based upon the following 
traditional relationship . (e.g., Jaedicke 
and Robichek [1964], Buzby [1974], 


Hilliard and Leitch [1975], and Liao 


[1975]: 
T -8(R-Y)- 


"Where . 


T =Total Profit, 

S=Sales Volume in Units, 
R= Unit Selling Price, 

V = Unit Variable Cost, and 
F =Total Fixed Cost. 


Various statistical distributions such: as 
normal (Jaedicke and Robichek, [1964]), 
log normal (Hilliard and Leitch [1975]) 


(1) 


and. several distribution-free methods 
such as the Tchebycheff Inequality 
(Buzby [1974] model sampling and 
curve-fitting techniques (Liao [1975]) 
have-been employed by these and other 
authors to analyze the random behavior 
of profits. The application of these works 
was largely confined to the assessment of 
probability distributions of profit and 
the calculations of their means and stand- 
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ard deviations in attempts to identify the 
"best" choice шшк; alternative prod- 
ucts. ` 

There exists, Wonctlisless a major 
deficiency in the traditional C-V-P model 
mentioned above, which, in turn, criti- 
cally limits the scope of its usefulness as a 
tool for management decision making 
under uncertainty, and casts considerable 
doubt on the general validity of those 
results derived from it. . 

The deficiency- lies in the model’s 
failure to recognize the differences be- 


tween, and the relationships among, `` 


sales, demand, and production, as it con- 
siders only the sales variable in the equa- 


tion, and ignores the determining influ- . 


ences that demand and production will 


have upon the volume of sales. As-such,’ 
when applied to - 


the C-V-P model, 
stochastic demand, measures profit by 
taking into account only the portion of 
the variable costs that are attributable to 


` the units.sold; it ignores the remaining. - 


portion of the ‘variable costs which are 


associated with unsold items. This ap- 


proach leads to an overestimation of the 
actual profit whenever production ex- 
ceeds demand, and future demand for 
the unsold units ceases to exist. For 
instance,. whenever production exceeds 
demand, the traditional model will over- 
estimate the profit from the sale of any 


goods which cannot be inventoried, such ` 


` as perishable goods, or goods for which 


the demand lasts for only a: certain, 
period, such as style goods, or goods that - 


become obsolete rapidly. If the demand 


for these items is a random variable, then ` 


overproduction becomes probable, and, 
as such, the variable costs that are.associ- 
ated. with the unsold units should be 
taken into account in the profit equation. 
This occurs because there is no future 
market for the leftovers which will have 
to be disposed of at a loss. 


-For the: convenience of analysis, as- 
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sume that the salvage value is zero for. 
any leftovers. It is true that when demand 


; is known with certainty or is predictable, 


there is no need to distinguish sales from 
production and demand, since in this 
case the three elements are reduced to the 
same quantity. It is also true that when 


the demand size is infinite, and when ` 
"items can be inventoried indefinitely, 


there will be no need to consider the 
variable costs of the currently unsold 


_ items, since they will be sold eventually. 


It should be emphasized, however, that 


‘when demand varies stochastically, and 


when there is no future market for any 


‘unsold units, then actual sales. will be 


determined by the relative sizes of pro- 


-duction and demand. Actual sales will be 


the same as demand if demand does not 
exceed the production quantity, and 
actual sales will be equal to production 
quantity if production quantity does not 
exceed the demand. Treating sales, S; as 
an independent variable and disregarding 
what actually determines the sales, repre- 
sents an oversimplification of reality. The 
result will be an overestimation of the 
realized’ profit. ` 

In view of these discussions, it is clear 
that the traditional C-V-P model ex- 
pressed in Equation (1) would be ap- 
propriate only for profit analysis either 
under the condition of known or pre- 
dictable demand, or ünder the condition 
that the size of demand is unlimited and 


.any unsold units can be inventoried and 


eventually will be sold. It is incorrect and 
misleading, therefore, to use the same 
model for measuring profit when demand. 
is a random variable and when the future 
demand for unsold units does not exist. 

The purpose of this research is to 
modify the traditional C-V-P model to 
broaden the scope of its applicability by 


' presenting a general stochastic C-V-P 


relationship. The modified model would 
consider explicitly both the random de- 
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x 
i 


xd- determination of actual sales and in the : 
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mand and the level of production in. the 


derivation of the distributional forms of 
the profit. A salient feature of this ap- 


. proach is that the results developed from 
. the new model can be employed not only 


E 


а 


м 


to describe the characteristics апі теа- 
sure the degree of uncertainty concerning 
the random behavior of profit, but, more 
importantly, it can also be used to assist 
management in making optimal decisions 
for the achievement of their goals and 
objectives in the face of such uncer- 
tainty. 

The remainder of this paper will be 2 an 
endeavor: (A) to propose a general 
stochastic C-V-P model which lends 
itself to the derivation of the general 
profit distribution along with its expected 
value and standard deviation, all of 
which are functions of the level of pro- 
duction; (B) to apply the general formu- 
las, derived from (A), to. the case where 
demand has a normal distribution from 


which the related profit distribution, the . 


expected value and the standard devi- 
ation, as well as the probability of 
attaining at least a certain profit level are 


further obtained; and. (C) to provide 


several numerical examples to illustrate 
various applications of the results de- 
b 


. THE GENERAL STOCHASTIC Cosr- 
VOLUME-PROFIT MODEL 


This section is designed to present a 


‘more realistic .C-V-P relationship that 


separates sales from production and 
demand and which properly places each 
one of them in their respective roles. To 
facilitate the model construction, the 


"X following assumptions are considered: 


(A) whenever production exceeds de- 
mand, future demand for any unsold 
units ceases to exist (goods of this nature 
include perishable, or style goods, or 
goods subject to rapid obsolescence, 
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among others); and (B) any unsold units 

will be disposed of with no salvage valué. 
Now, let D denote the demand variable, 

and Q the production quantity. Then the 

level of actual sales, S, can be expressed as 

Q,ifD >а 

: {bit D « 4. V) 


Combining (1) and (2), and taking into 


account the total variable cost, VQ, as 
. well as the relative magnitude of demand 


and production, one obtains the follow- 
ing general C-V-P model: 


pu га V)-F,ifD>Q 


RD — VQ — БИР <Q E 


‘ where: 


T —total profit, 
R=unit selling price, 

. V=unit variable cost, and 
F —total fixed cost. 


. Note that the total variable cost, V Q, is 
included in both cases of (3) in order to 
reflect fully the consequences of overpro- 
duction, as discussed above. It can be 
easily seen that when demand is known in 
advance, or is predictable, then Q — D = $, 
and thus Equation (3) is reduced im- 
mediately to (1). Similarly, if items can be | 
inventoried and whatever quantity that 
is produced can be sold (i.e., unlimited de- 
mand), then there is no need to be con- 
cerned about the size of demand, D ; and, 
therefore, the second part of (3) would no 
longer exist, Equation (3) being again ` 
reduced to (1). Consequently, the tradi- 
tional relationship expressed in (1) is only 
a special case of (3). 


A: The Derivation of General Probability 
Distribution of Profit. 


Assume that D and T are the only ran- 
dom variables in (3); R, V, and F are 
known constants; and the value of Q is 
to be determined in each case. Let f(D) 
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and g(T) denote, respectively, the prob- 


ability distribution of demand and of . 


. profit; D maand D, represent, respec- 
tively, the upper and lower bounds of D. 


According to (3), T could take on - 


either the value of (R-V)Q—F or RD 


-VQ-F depending « оп whether D> £ | 
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-of D with respect to T. Thus, 








In summary, the complete general 
probability distribution of profit, g(T), 
. is thus given by: 


E: уур, ifT = (Е — y)o- F 


(Т) = T+VO+F 
a(R) 


or D<Q. As D is the only random vari- 
able, the first set of values for T is simply 
a constant whenever D>Q, while the 


. second set of T values is a linear function 


of D if D « Q. Since the probability of T 


taking on the value of (R-V)Q—F is 


identical to the probability that р>0, 
‘it then follows that the probability that 
T=(R—V)Q—F is 


Sig o 
| f (DJD. 
Q 


take on any value between RD,4,—VOQ 
—F and (R—V)Q —F as D. varies from 
Dyin to Q. Since T is a linear transforma- 
. tion of D, the probability distribution of 


T is given by Hogg and Craig [1965, 


p. 117]: 


qe + VQ + ‘le 


where, from (3), 


D=2(T+VQ+F) 


4р 
aT 


is the absolute value of the total derivative 


and 


(4) 


- As for the second set of values, T could . 


(9 


Equation (8) reveals that the shape of 
the probability distribution of profit now 
depends, as it should, on both the distri- 
butional.form of the demand variable 
and the: planned production . quantity, 
rather than on just actual sales alone. 

It can be shown.that g(T) is a prob- 


| ability distribution because: (A) g(T)=0, 


since /(р)>0 and R20; and (B) the 
total probability of «(T) is equal to 1, 


- the proof of which is given in the Appen- 


dix (Part Р). 


B. The. Expected Value and Variance | 
of Profit. н 
This section outlines the aenea] for- 
mulas for the mean and standard devia- 
tion of profits with any continuous de- 


mand distribution f(D). and any value 
: of Q. The following notations are used: - 


E(T)= the expected value (mean) 
' of profit 

Var(T)= the variance of profit 

Up= E(D) «the expected value (mean) 
of demand 
o2,=Var(D)= -the variance of demand 

Ts , and Tain = ће maximum and mini- 

mum values of profit 


By the definitions of mean and variance, 


the following general formulas for the 
mean and variance of profit are комашей 
пош (8): 


ү Кр VQ — F <T<(R-V)Q-F. Q)¥ * 


" 


Shih 
Е(Т)= Кир ET Š 
< IT max 
a TEL. Bl (D—Q)f(D)dD+ vo| 
AE | 9) 


[ou ИТ -(R-V)Q-F 


g(T) = 


1 
Ее + 2 Е 





and, А : 
Var(T) - E|T — Е(Т)]? 
= R'(o5 + lib) 


D max 

A “4 «e ( 
Q' 2 Р 

| vano) "ip - Q) 


+ f(D)\dD+(VQ+ FY 
— 2Rup(VO+F)—[E(T)}*-(10) 


Q? - D?)f (DAD 


The mathematical derivations of (9) and 
= 10 are furnished in the Appendix (Part А). 


THE USE OF GENERAL RESULTS 
FOR NORMAL DEMAND 

‘The general results obtained in the 
previous section are applicable to any 
continuous probability distribution of 
demand. Since the normal distribution 
_ has been widely used in C-V-P analysis,’ 
' it will also be used here to illustrate the 
general results. Efforts will be made here 
to derive the probability distribution of 


profit, its mean and variance, as well as ` 


the probability of achieving at least a 
"X certain amount of profit. 


А. The Probability Distribution of Profit 
When Demand is Normally Distributed. 


If demand is normally distributed, then 
ғ the demand distribution is represented by 





fx(D) 


e7- up)*/2eD, 
-ym Al | 
— 0 <D<o. | 


(11) 


From (8) and (11) one immediately ob- 
. tains the profit distribution, which i is: 


lj (12) 


) if = œ < T < (R — Vg - F. 


Since up and ср are given, the value of 
the integral. 


f ADD, | | 
Q 


. above, can be determined from a normal 


table; the value of i 
. 1, T+VQ+F 
RT R 


can be also obtained from'a normal table 
for any T within the specified range, since 


f T+VQ+F 
NL R 
is a normal ordinate at the point D, where 


T+ 70 EF. 

Е К 

В. The Mean and Variance of Profit 
When Demand is Normally Distributed 


Substituting fy(D) of (11) for f(D) in 
(9) and (10) yields, respectively, the mean 


D=- 


1 Note that one apparent drawback of having a de- 
mand variable assume a normal distribution is that it 
may take on negative values. However, if the mean. y, 
and standard deviation, ø, of a demand variable are 

such that the quantities и 3с are 20, then a normal 
distribution could be satisfactorily used to approximate 
such a variable. This is because, for any normal distribu- 
tion, there is about a 0.9974 chance that the values of the 
variable will be within the range u-- 3e; and, therefore, 
the chance for the variable to take on any negative 


` values would be very small. This being the case, the use 


of normal distribution is justified. 
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and variance as follows: (The derivations 
of (13) and (14) are given in the Appendix 
(Part B).) 
E(T)=Ryp—[RopLy(Z)+VO]—F (13) 
and, 

-Var(T)=R?(o5,+ u$) 


p сыг | EZO 
z ; 
= 2ррсь1 (2) — 305 


` 12s 1 à 12 
^-] Gp" et ah 


+2R(VQ + F)epLa(Z) 
+(VQ+F) 


—2ppR(VO+F)—[E(T)} (14) 


where 


s3 Z-(Q-up)op . (15) 
and, 


Z= | 0-20a. 06 


Ly(Z), defined by (16), is the unit nor- 
mal loss integral, and its values can be 
obtained from tables (e.g. Raiffa and 
Schlaifer [1961, p. 356]; fs (0) is the unit 
normal density, and the integral inside 
the braces is an incomplete gamma func- 
tion [Mood and Graybill, 1963, p. 128], 
the values of which have been tabulated 
[Pearson, 1922]. 

Note that the expected value in (13) is 
a function of Q, and it is simple to locate 
the value of Q such that the expected 
profit is maximized. To do this, we dif- 
ferentiate E(T) in (13) with respect to Q, 
using Leibnitz’s rule [Spiegel, 1963, p. 
163] and set the first derivative to Zero to 
yield 


[ : fy(D)dD = x (17) 
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from which the optimal value of Q can be 
determined using the normal table. 


C. The Probability that Profit will be at 
Léast Equal to a Given Amount. 
Aside from the mean and vatiance, 
another quantity of interest that can be 
found from the general model is the prob- 
ability that profit will be at least equal to 
a given level, say G, but less than (R — V) 
-Q—F, which is the upper bound of the 
profit. In notation, this probability is 
expressed by 


P(G<T < (R – V)Q – F). (18) 


As will be seen in the next section, this 
probability can serve as a valuable tool to 
aid management in making decisions. 
Given g(T) in (12), (18) can be further 
expressed as 


P(G<T <(R—V)Q—F) 
(R-Y)Q-F 
= | g(T dt 


G 


fy(D)dD — [мю 


|, +VQ+F)/R 
Q 
-| Адар. (19) 
G+VQ+FYR 


Note that (19) is a function of Q only, 
given G, V, F, and R and f,(D). It should 
provide very useful information to the 
decision maker if the value of Q that 
maximizes the probability of making at 
least G can be ascertained. It will be 
shown in the Appendix (Part C) that this 
special value of Q is the one in 


_ =b kb дас 
o= EIIE a 


that also satisfies the condition 


Q > GEDE УЮ) (21) 


ì 
4 


Um 


Ly 


Shih 


where 

a= V? — R? VEL EC 

b = YG + FW — 2uyR(V — R). 

and | 

c = (G + Е)? — 2К?с%(У — InR) 
—2upR(G + F): (22) 


Now, in order to guarantee that such a 
Q exists, the following condition 


b? — 4ac > 0 (23) 


^. must be satisfied. 


When (23) holds, then the value of Q 
obtained from 


will be a positive Wm and will also 
satisfy (21); and therefore the existence of 
such a solution for Q is guaranteed by (24) 
under the condition of (23). 

A descriptive summary of several of the 
key equations derived in this and in the 
preceding sections is provided in the Ap- 
pendix (Part E). 


THE APPLICATION OF THE GENERAL 
C-V-P MODEL 


Prior to presenting several numerical 
examples to illustrate the application.of 


. the results developed from the model, a 


review of the structure of the model and 
its solutions is in order. 
The proposed C-V-P model in (3) is 


restated here as (25): | 
.,)Q(R- V) - F,ifíDzQ. 
ae VO-F,fD<@ Q5) 


where ,T denotes total profit, О is the 
production quantity, D'is the demand 
variable,-and R, V, and F represent unit 
selling price, unit variable cost, and total 
fixed cost, respectively. As pointed out 
earlier, this model is more general than 
the traditional one given in (1) because 
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` (1) is a special case of (25). Based on (25), 


the probability distribution of profit for 
any continuous demand variable, as well 
as its mean and variance, were obtained, 
which led to the derivations of thé prob- 
ability distribution of profit for the nor- 
mally distributed demand variable to- 
gether with its mean and variance. On 
the assumption that demand has a nor- 
mal distribution, these results were fur- 
ther utilized to find (A) the optimal pro- 
duction quantity that maximizes the 
expected profit, and (B) the optimal pro- 
duction quantity that maximizes the 
probability of-making at least a certain 
amount of profit. It is obvious, therefore, 
that the results developed from the new 


model can be employed not only to 


describe the characteristics and measure 


. the degree of uncertainty regarding the 


random behavior of profit, but, more 


importantly, it can also be used to deter- 
. mine optimal decisions in the face of such 


uncertainty. As a tool for profit planning, 
the solutions from the model enable the 
management to conveniently answer not 
only the question, “Which product 
should the firm select?", but also the 
question, “How much of ће: selected 
product should the firm manufacture?", 
in the pursuit of various goals and objec- 
tives. This capacity to choose the best 
product among alfernatives and to de- 
termine concurrently the optimal pro- 
duction level in the light of the firm's 
goals and objectives would certainly add 


a new dimension to the C-V-P analysis. 


Two examples will be presented here to 
illustrate various applications of the 
proposed C-V-P model. The first example 
deals with a single production decision 
problem where the break-even point, 
mean, and standard deviation of profit 
will be calculated, among others. The 
second example is concerned with the 
selection ofthe most desirable product for 
marketing among several mutually-exclu- 
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sive products. In both cases, several 
decision situations will be considered 
_ and both the maximization of expected 
‘profit and the maximization of the prob- 
ability of making at least a certain level of 
profit will be used as alternative manage- 
ment objectives. 

. Example 1: Single-Product Decision 
Problem. Suppose that a company has to 
decide whether a new product being de- 
. veloped should be marketed. The annual 
demand has been assumed to be approxi- 


mately normally distributed with a mean. 


(up) of 4000 units and a standard devia- 
tion (ср) of 500 units. Sales price (К) and 
variable cost (V) are $1,000 and. $308, 
respectively. Annual fixed cost (F) 
amounts to $700,000. With this informa- 
tion, three separate decision situations 
‚ related to this problem will be considered 
below. 


Decision Situation A. Should the new . 


` product be marketed? To decide whether 
it would be profitable to market the new 
product, one needs to know the value of 
the break-even point (B.E.). Now, 





Fixed Cost 
B.E.-— —á3: : | 
unit selling price — variabre cost 
$700,000 


* 7$1000—$39g 012 units 

Since the profit is a linear function of Q, 
it is only necessary to compare the aver- 
age demand with the break-even point to 
determine the profitability of the new 
product [Winkler, 1972, pp. 348-353]. 
Because the average demand (ир — 4000) 
is greater than the break-even point, 
the new product should be marketed. 


Decision Situation B. If the firm's ob- . 


jective is to maximize the expected profit, 
then what is the optimal quantity that 
should be made available for sales an- 
nually in order to achieve this objective? 
. The traditional C-V-P model shown 

in (1) is incapable of answering such а 
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question. However, a question such as 
this one.can be readily answered using 
Equation qn. From (17). 


| V $3087 
рур _ Ї 
L Iu(D\d R $1000 


which corresponds approximately to the 
Z-value of 0.50 in the unit normal table; 
thus | 


= 0.308 ` (26) 


Zu 2 = 0.50 
and 
Q = up + 0.5065 = 4000 + 0.50 (500) 
= 4250 units. 


Thus, 4250 units of the new product 
should be made available for sales an- 
nually if the expected profit is to be maxi- 


. mized. Given Q=4250 units, the cor- 


responding maximum expected profit, 
along with its standard deviation, are 
found from Equations (13) and (14). 

In order to compute E(T) and Var(T), 
one needs the values of Ly(Z), 


| EO 
2 


and the incomplete gamma function in- . 
side the braces of Equation (14). Now, 


since 
Zu Q — up = 5, 
9p 


d» 


m 


we have Ly(Z)— Ly(0.5) 2 0.1978 [Wink- | 


ler, 1972, р. 516—517], 
ү fi(0)d0 = 0.308, from (26), 
2 a 
and ` 


12е Е 


222 1 
> | 0/2)1* 


22 1 
I (1/2)23/2 





yi e "dx, ES ` 


Es 


Shih 


letting 
t = 2х = 0.0299738 


- which was obtained from the table of in- ` 


complete gamma function [Pearson, 


1922, p. 21]. Also see p. viii of the same 


reference for the special form of the in- 


complete gamma function used by Pear- 


son. 

Given these values and others, the 
expected profit and the variance associ- 
ated with the optimal Q, 4250, are calcu- 
lated as follow: 


E(T)= 1000(4000) — [1000(500)(0.1978) 
+(308)(4250)]—700,000 ` 
= $1,892,100, 
and 
Var(T)= (10002)'5002 + 4002) 
+(10002)[(500)2(0.5)2(0.308) 
— 2(4000)(500}(0.1978) 
—4(500)*(1 —0.0299738) ] 
4-2(1000)[308(4250) 
+700,000](500)(0.1978) 
+ [(30)(4250) + 700,000]? - 
‚ — 2(400y1000)[308(4250) 
+ 700,000] — (1892100)? 
—1.3821551 x 10", 


` Thus, the standard deviation of the profit, 


Var(T)!2, for Q=4250 is 371773.47. 
A FORTRAN program that computes 
E(T), Var(T)*, and the probability that 
the profit will be at least Т. but less than 
its upper bound, for any range of Q values, 


is provided in Appendix (Part G). 


Decision Situation C. Instead of maxi- 
mizing expected profit, some risk-avert- 
ing managers may find it more attractive 
and secure to adopt a strategy that would 
assure them the highest possible chance 


for achieving at least a given profit level. 
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As noted in the previous section, the 
general C-V-P model, unlike its counter- 
part in (1), is also capable of aiding man- 
agement in developing such a _ strategy 
for its profit plans. . 

Suppose that the RRN, in ques- 
tion considered: one million dollars а 
very satisfactory profit margin per annum 
and wanted to know what should be the 
production quantity so that the chance 
of achieving at least this profit margin 
would be maximized. From (19) to (22), 
and given the values of R, V, F, up and op, 
it is found that the optimal Q should be 
set at 5066 units. From (19), the maximum 
probability associated with this Q is 
0.9140. The required computations are 
given below; 


a= 308? — 1000? = —905,136 
b = 2(1,000,000 + 700,000)(308) 
—2(4000)(1000)(308 — 1000) 
=65832 x 10° 
c=(1,000,000+ 700,000)? 
—2(1000)?(500)2(In 308 — In 1000) 
— 2(4000)(1000)(1,000,000 + 700,000) 
= —1.021172 x 1023, 


From (20), and using the values of a, b, c 
just obtained above, the two roots of Q 
are given by 


. ЖЫ АКИ / ё ш ‚ 
О= ылы а 2207 units, 
x Py 2a e | 
апа 


~ —b—./b* — 4ac 
ee i 


= 5066 units. 


However, (21) requires that the optimal 
value of Q must also satisfy the condition 
that 
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(G+FV— — upR(V — R) - (08)0.000,000-1-700000) — (4000)(1000)(308 — 1000) - 


0> R? —-y? 


3637 units; - 


that is, the. optimal value of О must be 
: greater than 3637 units. Consequently, 
: the optimal production quantity, Q, 
should be 5066 units, at which the prob- 
ability of making at least $1 million of 
profit is maximized. From (19), the prob- 
ability that corresponds to 5066 units of 
Q is | 


Q ia (5066 
| ‚Л Ф)др= | Jx(D)dD 
(G+VQ+F)/R 3260 . 


ie 
~ 1.48 


7;(0)49 =0.9140, 


where fy(@) is unit normal density func- 


tion. Thus, the firm should produce 5066 . 


units in order to maximize its chance of 
making at least $1 million of profit, and 
such a chance equals 0.9140. 

A FORTRAN program: for computing 
optimal Q which maximizes the proba- 
bility of making at least a given level of 
profit is provided in the Appendix (Part 
F) Having obtained the Q. value, the 
computer program given in Appendix 
(Part G) can be used to determine such a 
probability along with the corresponding 
mean and standard deviation of the 
profit. 

Example 2: Mutually-Exclusive Prod- 
. ucts Selection Problem. Suppose that the 
~ ptesident of a manufacturing company 


TABLE 1 


г 10002 — 308? 


has to decide which one of the, three. 


mutually-exclusive products just devel- 
oped (1; 2, and 3) should be selected for 
ma enar and what should be the opti- 
mal production quantity for the selected 


: product. Suppose further that according 


to a reliable estimate the annual demand 
for each of the three products can be 
approximated by a normal distribution. 
Data concerning the mean and standard 
deviation of the demand for each prod- 
uct, variable and fixed costs, and the 
break-even points is given in Table 1. 


Аз in Example 1, the solution of this 


problem will be discussed under several 
decision situations, and two different 


t 


nme 


management objectives will be used in ' 


determining the оры production 


quantities, 
Decision Situation A. Is there any one, 


among the three products, that would be 
` profitable to market? To determine the 


profitability of a product; one has only 
to compare, as mentioned in Example 1, 
the average demand for the product with 
its break-even point. Since the annual 
ayérage demand is greater than the 
break-even point in each case, as indi- 
cated in Table 1, all three products are 
profitable to market. 


Decision Situation B. If management. 


desires to maximize the expected profit, 


which product should the firm select? . 


Data ABOUT. THÉ THREE PRODUCTS IN EXAMPLE 2 





T 








Product > R y .F 
1 $1200 $ 500 ' $ 490,000 
2 2500 1000 1,200,000 
3 2500 1000 1,200,000 








Hp Sp Break-even Point 
5000 units 600 units 700 units 
` $000 1500. 800 
4000 500 800 


j! 


Y 
» 
» 


Shih 


What is the optimal production quantity 


for the selected product? In order to - 
answer these questions, one should first, 
: use Equation (17) to locate the optimal 
production quantity and then use the . 


optimal production quantity obtained to 


compute the maximum expected profit , 
from. Equation (13). These calculations . 


must be done for each product, and then 
that product for which the expected 


. profit is the largest would be selected. The 
results of computations are given below. 


(i) For Product 1: Given the data in 
Table 1, and ftom Equation (17), one 
obtains ' fs ce | 


500 


тоб = 04167 


i 4 
f fy(D)dD = = = 
which corresponds to the Z-value of 0.21. 
Thus, 
0-њ_ o- s 
Gp - 6007 


and Q= 
—5126 units, which is the optimal pro- 


z021 


, duction quantity for product 1, since it 


A 


maximizes the expected profit. 
Substituting 5126 for Q in Equation 


(13) yields the maximum expected, pront. 


for product 1 as 


E(T)= Rup— [RopLy(Z) +701 Е. 

= 12005000) —[1200(600)L,(0.21) 

+ 500(5126)] — 490,000 

‚= $2,729,056, 
since L,(0.21)=0.3027 (from Winkler 
(1972, рр: 516-517]. . f 

(ii) For Product 2: Similarly, using 

Equations (17) and (13), one determines 
the optimal production: quantity for 
product 2 to be 5380 units and the cor- 


responding maximum expected мош to - 


be $4,851,200. 
(iii) For Product 3: In the same mah- 
ner as in (i) and (ii), the optimal produc- 


Up + 02165 = 5000 + 0.21(600) 
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tion quantity and the corresponding 

maximum expected profit are found to be 

4127 units and $4,317,073, respectively. 
Since product 2 yields the highest ex- 


-pected profit among the three, it should 


be selected for marketing, and the opti- 
mal production quantity for product 2 
is 5380 units. | 
Decision Situation С. Assume that the 
firm is more concerned with the risk 
involved in achieving a satisfactory profit 
level than the size of the expected profit. 
Which product, Шеп, should the firm 
select, and how many units of the selected 
product should the firm manufacture, if 
it intends to maximize the chance of 
making at least $2 million of profit? 

- This question can be answered by 
referring to Equations (19), (20), (21), 
and (22) from which the production 
quantity that maximizes such proba- 
bility as well as the probability itself are 
obtained. Again, this should be done for 
each product, and then that product, for 
which the probability of making at least 
$2 million of profit is the largest, would 


be selected. - Since the computations 


involved here are the same as those pre- 


. sented in Decision Situation C of Exam- 
` ple 1, only the final results are sum- 


marized for the purpose of comparison: 
(1) For Product 1: It was found that 
the probability of making at least $2 


` million of profit is maximized when the 
‘production quantity is set at 5917 units, 


and the maximum probability is equal to 
0.7164. 

(ii) For Product 2: It was found that 
the probability of making at least $2 


‘million of profit is maximized when the 


production quantity is set at 7197 units, 
and the corresponding maximum proba- 
bility is 0.6402. 

(iii) For Product 3: Similarly, the 
probability of making at least $2 million 
of profit is maximized when the produc- 
tion quantity is 4990 units, and the maxi- 
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- mum probability is 0.9026. · 
Since product 3 has the highest prob- 
ability, product 3 should be selected, with 
the production quantity set at 4990 units. 


` SUMMARY AND CONCLUSION 


Most of the cost-volume-profit analyses 
under ‘uncertainty are based upon a 
. traditional relationship that fails to take 
.into account the crucial elements of 
random demand and level of production 
in their determination -of actual sales, 
and, as such, profit will be overestimated 
whenever production exceeds demand 
and when future demand for unsold units 
ceases to exist. This deficiency has criti- 
cally limited the scope of the usefulness 
` of the model and has left the general 
validity of its derived results in doubt. 
. This paper has presented a general 

C-V-P model which treats the traditional 
model as a special case; eliminates ‘its 
deficiency and brings additional realism 
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into the analysis. Two FORTRAS pro: 


grams are supplied to facilitate the vari- + 


ous computations. The results developed 
from the general C-V-P model now serve 
not only as a profit measuring and pre- 
dicting tool to assist management in 


‘selecting a product among alternatives, 


but also as an optimization device 
through which the optimal level of pro- 
duction for the selected product can be 
concurrently determined. The model's 


capability to choose tlie most desirable - 
product among alternatives and to pro- ^ 


vide, at the same time, optimal produc- 
tion levels for the chosen product in 
accordance with a firm's goals and ob- 


.jectives certainly adds а new di- 
mension to the C-V-P analysis. The 


features incorporated in the general 
model developed here ensure its useful- 
ness in management decision making 


under uncertainty. 


, APPENDIX 


This Appendix i is divided into seven parts. Parts A through D preserit in detail the 
proofs and explanations of various formulae developed in the text; Part E provides a 
descriptive summary of several key equations derived in the paper; Parts F and G 
introduce two FORTRAN programs. The first program is designed to perform various 
computations to determine the optimal production quantity that maximizes the prob- 
ability of making a minimum of $G profit. The second program calculates the mean 
and standard deviation of profit, as well as the probability that profit will be at least $T' 
for various production ашны under the assumption that the demand i is normally 


4 distributed. 


A. The Derivations of General Mean and Variance of Profit. 


Ву definition, | 


кт) = [R - 00 - r) | "Аир + | 
. = [R - V) = |” " рур + 
Q Din 


since 


(R-V)Q-F 
| T (= itur 


рар R 


(RD — VQ — F)f(D)dD 


d ЕТ +VQ+F), 


* 


or 


yo 


К. Shih ` . ; - 699 


we get dT — RdD, and also when T varies from RD, - VQ — —F to (R-V)Q—-F, р 
~¢ varies from D, to Q. 


2 e — V) — np "row «f= Df (DAD — | "pow. 
Doin Q 


' - (794 n[' fD 


Posta. 
ues | 
= Кир — -(к| 7 (D — Q)f(D)dD + vo) — Е. (А-1) 
Q 


This completes the proof for the general-mean. Thus, (A-1) gives the expected value of 
^e profit for any continuous distribution of demand. By definition, 


Var(T)- E[T- E(Tj - E(T-[ECD. 
-[a-vyo-rp | "row: |ы NM _„тетит-[щт)р 


-[й-ю0-ЕР | “sop | (#рР-Уо—ЕУу(рур-[Е(Тур 
(Since T= RD—VQ-—F and by change of variable from T to D.) 
Dmax Due. f Dax 
af -ingy | гир -2коуозт)|' f(D- (yo ry | yore 


+R D? f(D)dD —2R( (VO+F) [RE Df(D)dD+(VO+F) [ f (DD 
: Duin Drain 

= Е) n 

` Dmax Dinax 
-ingy | "dne! f(DAD--(VQ- FP 

к f(D)dD— |> fiip )-2nvg- rl |p f(D)aD 

Dmin Q * Dmin А 
Denes | f : 

a | р fon) [ery 

—R'(e$ epe 7 (Q*— D?)f(D4D * 2R(VQ-«F) T (D—Q)f (D)aD 
Q 
-(VQ--Fy —2Ruy(VO +F)- [EIT]. - - (A-2) 


(since jer D? f(DdD = E(D*)=03,+ à) 


This completes the prooffor the general variance. Thus, (A-2) н the variance of. 
profit for any continuous distribution of demand. 


Ф 
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B. The Derivations of Mean and Variance of. Profit when 
Demand is Normally Distributed. 


Since 


['o- Q) f (DVD —c; | (0-2) fy(0)d9=opLn(Z) 


where 
VAS 0-њ 
9p 
[Winkler 1972, pp. 516-518], and f«(0) is unit normal density, from (А-1) one obtains | 
E(T) = Ry — [RopLy(Z) + VQ] – Е. | (A-3) 


This completes the proof for the mean of profit when f(D) is a normal distribution. 
When / (D) is a normal distribution, 


Dax = | 
| (Q? — D?)f yap- | . (Q?-D*)fy(D\dD — 


Q 


И | е2 Ho)? -leny iiy 


(by a change of variable from Dto 





уБ 00, 
Op 
and. where 
Z= Q – Hp | 
бр 


(у) is the unit normal density.) 

= 032° li Л(у)ду — á[ Y^ Оду — twn], (у — Z) (уу 

= -arf Indy — a[ y? indy — 2012). (А-4) 
Furthermore, іп (А-4) i d 


I Y faydy- El ? e Uy m | чеди) | 


Where t= y?, and у= г? and so when y=Z, t=Z?. 
Lo 





ener). (A-5) 


4]. ti 2e hae 9 1 
1 
3/2 O [7153/72 
"( 12 A (5)? 


^ua. oc 


^ 
db 
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This result was obtained because 





te 
Ут _ (14. 
+ 2- 712]. ^ 
Note that by the definition of gamma function, [Mood and Graybill, 1963, p. 128]. 
1 1f. 1 be 
Mm b SL M -1/25-y 
G-a) al, tnt 
= ; | 2e ZIZ, letting у = 72/2, 
0 
4o. ; І 
b Е ^) 1,2242 
0 4/27 
_ Ук 
=% 
Я since the integral 
| REM e- qz 
о 4/27 
is half the aréa under a normal density function andis therefore 1/2. The integral ap- 
4. peared inside the parentheses in (A-5) is an incomplete gamma function, [Mood and 


Graybill, 1963, p. 128], the values of which have been tabulated [Pearson, 1922]. 
Using the results of (A-4), and (A-5) in (A-2) yields | 
E | ^ © 7? 2 
й VarT)- Rid) e сыг | fiy; eii -| — eet 
; 2 : 0 ү 403/2 
| (Р 
=~ 2uyapla(Z) |+2RV0+F Jo pLy(Z)+(VO+FYP 
—2uyR(VQ - F)- [E(T)P". 
This completes the proof for the variance of profit when f (D) is a normal distribution. 


C. The Derivation of the Value of Q that Maximizes the 
Probability P(GE T «(R—-V)Q Е). | 
(R-V)Q-F 


PG <T «(R-V)Q-F)- | | (ТАТ (А-7) 
7X ` . B | G 
ы | fy(D)dD, Since D „ёт. 
(G+VQ+TFYR Ў А 
4. G+VQ+F 


мир = — x^ )* AO (A 


dQ (Gt VQ F)R R 


! 


а 
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(By Leibnitz’s nil [Spiegel, 1963, p. 163].) Setting to zero ш first derivative given in 





(A-8) yields - mes 
f«(Q) - 2 ЕС 
G+VQ+F\ R OO) os 
WR 
where 
f (x) = 1 ет6-0)2100%), 
1 y тру 2л ` 
a normal density function. Taking the natural logarithm on both sides of the equation 
(A-9) leads to | фе. 1 
. 5 
1 
202 [(W — up)’ — (Q — ш] = InV — InR (A-10) 
where - 
_G+VQ+F | 
iis R : " 
‘Simplifying (A-10) and collecting terms yield the following quadratic equation: 
aQ?+bQ+c=0 | (А-11) 
where - 
mE а= V? — К? | ^ 
b = X(G + FW — 2upR(V — R) 
c = (G + Ff. — 282050 — InR) — 2u5R(G + Р). М 


The solutions of (A-11) is given by the following quadratic formula: 
—b + ./b? — 4ac 
дк ш (A-12) 


To determine which О in (A-12) maximizes the probability (A-7), one must find the 
second derivative of (A-7) with respect to Q and then state that this second derivative be 
less than zero—the sufficient condition tor maximization. The result is 


(0 — Ш) e Q7 up)??/2eb y? (W — up) e F -up)*/20b ^ 
С + Со? ° <0 (А-13) 
where W was defined i in (A-10). Again, rearranging terms and taking natural logarithms 
of (A-13) yield the inequality yY 
R*(Q — up) i 


1 ; 
In tail. a -(Q-uy]»0 4) 


ҮС + VQ +F — Rup) 


` Equation (A-10) иса that the second term in {A-14) equals (InV —InR), and 
therefore 


= 


Ou. T i | с E 703 


© | RQ- uy). y | 
IyAGTYOTR- Rat OR >0 (A-15) 


б RO-m) — (Yu. 
e Eae) E 
Equation (A-16) implies that | à 


R(Q-u) у, | 
б Le VEXYO*F- Ru) D dad 


he and from which one obtains the following condition 


ч. 


; os (С + EV — ppRV — R) 
Ч R- у? 
This completes the proof of equations (20) and (21) in the text. 
(A-18) i is the condition that a root from (A-12) must satisfy in order for the root to 
maximize the probability of making at least G dollars of profit. In order to guarantee 
that there exists a Q in (A-12) that also satisfies (A-18), it is necessary that b? — кр. ' 
D. The Total Probability of the Profit Distribution g(T). 
By definition, the total probability of g(T) is. 


‚ (A-18) 


| rowo $ (a 1. = ЛОТ = | f(D)dD + ME І f(p)Rap 
Q Tmin 


= cÍ f(D)dD +f f(D)dD = 1. (A-19) 
Dmin і Q 


This proves that the total probability of g(T) is equal to 1. Since g(T) is a function of 
f(D)and К, and since both f(D) and К are 70, and therefore g(T) is also >0. This plus 
the result of (A-19) clearly demonstrate that g(T) is a probability distribution. 


E. A Descriptive Summary of Several Key Equations Derived in the Paper. 


For purposes of clarification, this note provides a descriptive summary of several of 
the key equations derived in this paper. 


a. Equation (8) represents the general probability distribution of profit T, for any 
continuous demand distribution f(D), given the values of selling price R, variable 
cost V, fixed cost F, the lower and upper limits of demand, D nax and D as well 
as the production quantity О. — 

b. Equation (12) represents the probability distribution of profit when demand varies 
according to a normal distribution, ` 

c. Equation (13) and (14) represent, respectively, the expected value (mean) and vari- 
ance of profit when demand varies according to a normal distribution. 

d. Equation (17) is the formula which determines the production quantity that will 
maximize the expected value of profit assuming that demand is normally distri- 
buted. | 
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e. Equation (19) measures the probability that profit will be at least equal to G, but 
‘less than (К — V)Q — Е, assuming that the demand is normally distributed, where 4 
.(R-V)Q – Е is the upper limit of the profit. 

f. Equation.(24) is developed to yield the production quantity that will maximize 
the desired probability Capresso in-Equation (19). 


x) 


F. A FORTRAN Program for the Determination of the Optimal Production Quantity 
that Maximizes the Probability of Making*A Minimum of $G Profit. 


DIMENSION Gling REAGAN ВЕ ACIER 
1 READ(5,15,END =999) R,V,F,AG,STD,N 

15 FORMAT(3F10.0,2F6.0,14) 

READ(5,25) (G(D,I- 1,N) : et + 

25 FORMAT(7F10.0) ! "ety 

WRITE(6,85)R,V,F,AG,STD : | 

85 FORMAT(‘I’,8 x ‘SALE PRICE= F10.4,4x, "VAR COST=",F10.4,4 x , FIX 

ICOST = ',Е10.0,4 х "АУЕ DEMAND =’,F10.4,4x "Тр DEV =",F8.0) . 
WRITE (6,45) 

45 FORMAT(‘0’,2x ‘MIN DESIRED PEOFIT’,5 x ‘PROD. QUANTITY A',5x ,PROD. 
IQUANTITY B'.5 x MIN PROD. QUANTITY’,5 x ‘Z SCORE A’,5 х ,'Z SCORE B’, 
1/,130(1H*)) 

. DO351=1,N 
A=Vee02— Reo2 
В= 2.0*(С(1) + F)*V —2.0»AG*R«(V – В) 
: C=(GM)+F)++2—2.0*R*+2+STD2+2+(ALOG(V)— ALOG(R)) 
1—2/0«AG«R«(G(1)+F) 
PGA(I)- (—B--SORT(B««2—4.0*A*C))/Q.0«A) 
PGB(I)- (- B -SQRT(B»«2—4.0*A«C))/Q.0«A) D | 1 
.ZA(D = (G(D) +V*PGA(D+F)/R-AG)/STD EE A 
ZB(I)=((G() + V«PGB(T) + FR — AG)/STD TD 
2 QMIN - (V«(G(I)--F - R«AG) - AG*R **2)/(R*«2— V2) 
WRITE(6,55) G(D,PGA(D,PGB(),QMIN,ZA(I),ZB(I) 
55 FORMAT(‘0’,5 x ,F15.5,5 x ,F15.5,5 x „F15. 5,5 x ,F15.5,5 x ,F10.5,5 x ,F10.5) 
35 CONTINUE л; ч 
GO TO I | 
999 STOP 
END 


Note: 1. G(D- The Desired Level of Profit 
- . 2. РСА(1) = The first root of Q 
3. PGB(I)-— The second root of Q 
4. N=The number of entries 
5. ZA(I) - The Z value corresponding to PGA 
6. ZB(I)=The Z value corresponding to PGB(I) 
7. Input formats are specified in the Program . . ` 3 75 
8. The optimal value of Q must be greater than “Min. Prod. Quantity.” - . a 
9. Problems шу be stacked without any separation. І 


С. A FORTRAN Program for Computing Mean, and Standard Deviation of Profit, 
and the Probability that Profit will be at least ЗТ for various values of Q. This program 
must be run on the Computer with IMSL Subroutines for Incomplete Gamma (М — 
and Cumulative Normal (MDNOR). 

REAL «4 TITLE(10) 


KOUNT=0 | - 
1 READ(5,10,END=999) TITLE | a 


‘Shih 


X 


Ж 


a 
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10 FORMAT(I0A4) 
. READ(5,30) R,V,F,AG,STD,T 
30 FORMAT(3F10.0,3F7.0) ` 
_ IF(KOUNT .СТ.0) СО TO 25 
WRITE(6,20) TITLE 
20 FORMAT( 1,60 x ,10A4,/) 
WRITE(6,40) R,V,F,AG,STD 
40 FORMAT(‘0’,5 x ЗАТЕ PRICE=’,F6.0,2 x „УАВ. COST-',F5.0, 
. 12x “FIX COST —.F10.0.2 x “AVE DEMD= О ‘STD. DEV. =*.F8.0) 
"WRITE(6.50) 


` 50 FORMAT(‘0’,5 x, ‘PRODUCTION’, 11х, ‘EXPECTED’, 17x,‘STANDARD’,10x, 


INCOMPLETE’, 8x,'CUMUEATIVE', 715 x, ‘UNIT NORMAL’ J.,6 x QUANTITY’, 
113 x ‘PROFIT’, 19x DEVIATION’, 12x GAMMA’, 12x "NORMAL, 15x, 
г LOSS INTEGRAL /, 10H) = | ; 
P=15 
DO 60 K =4600,6100,10 
=K 
=(Q-AG)/STD 
X= (ye«2)/2 
DSY =0.39894] «EXP(—0.5*Y #2). 
CALL MDNOR(Y,ERF) 
" TRF=1.0~ERF 
‘UNLI = DSY — Y*TRF 
CALL MDGAM(X,P,PROB,IER) 
EP=R*AG —(R*STD«UNLI + VQ) — Е i 
УАВ —(STD«s2--AGss2)4R&2*2--Rss2*((STDss2)«(Y «32)*TRF —2.08AGsSTD«UNLI — 
10.5eSTD«#2«(1.0 ~PROB)) +2. TER SQ SQUEERSCONUISDESQ AQ S F)s«2 \ 
1~2.0sAG*Re(V*Q +F)— Ерж«2 
SDV=VAR#s0.5 - i 
WRITE(6,70) Q,EP,SDV,PROB,TRF,UNLI А 
70 FORMAT(0'A x ;Fl5. 5,6 x ,F15.5,6 x ,F15.5,9 x ,F7.5,10 x ,F7.5,10 x ,F15.5) 
60 CONTINUE | 
KOUNT=KOUNT+1 т 
25 WRITE(6,95) 
95 FORMAT(1,5 x "PRODUCTION QUANTITY’, 10 x ‘DESIRED PROFIT’,12x, ' 
L‘WRF’,16 x ,“SRF’,14 x ‘PROB. P IS AT LEAST T’,/,130(1H*)) 
. DO 100 K = 4600,6100,10 
, S-K 
Y=(S—AG)/STD 
CALL MDNOR(Y,ERF) 
SRF=1.0~ERF у 
Wz (Т-У»5 -РуЕК 
Ү=(# —АС)/5ТР 
CALL MDNOR(Y,ERF) 
WRF =1.0~ERF 
PPGT = WRF—SRF 
WRITE(6,90)S,T, WRF.SRF,PPGT 
‘90 FORMAT(‘0’,5 x ,F15.5,10 x ,F15.5,10 x ,F9.5,10 x mosse x ,F9.5) 
100 CONTINUE 
GO TO 1 


999 STOP 


END ^ 


Note: 1. A Title card is aer 
2. АС = Average Demand; STD = Standard Deviation of Demand. 
EP = Expected Profit; SDV= Standard Deviation of Profit. 
K=The range of Q values which may vary from one problem to another. 
PPGT = Probability that Profit will be at least T. 
. R,V,F,T are defined in the paper. 
. Input Formats are specified in the Program. 
Problems may be stacked without any separation. 


90 3 9 Ф to 
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E “Effects of Budgetary Goal | Е. 
F E on Managerial 
“Attitudes and Performance 





dzzettin Kenis 


ABSTRACT: ‘This study. ‘examines some. спаси ‘of пөш ада! к Nia of 
participation, clarity, feedback,. .evaluation; and difficulty on. job-related attitudes (job - 
satisfaction, job involvement, job tension), -budget- related: attitudes. (attitude towards 
budgets, budgetary motivation), ànd.'self-rated performance (budgetary performance, 
cost efficiency, job performance). for 169 department’ managers at the plant level who have 
budget responsibility. The results show ‘that budgetary participation and budget goal | 
clarity tend ta have. positive and significant- effects on -job-related and budget- related -` 
. attitudes-of managers. Participation’ and goal clarity, furthermore, were found to have : 
- significant influence: on budgetary performance’ of. managers. High: level of budget ‘goal . 
~. difficulty was found to have an adverse effect on attitudes and performance of managers. . . '. 


E „for control; coordination, ` comiunica- _. Furthermore, budget information helps 
"tion, performance evaluation, and moti- : upper ‘management to evaluate the per- 
"vation: Knowledge of the budgeted goals’ . formance of lower managers and dis- 
3 ' (feedforward) and information about the -- tribute'rewards and punishments. In this 
і extent to which those: goals have been..: Context, budgets represent an important 
. achieved (feédback) provides managers а, : part of the: organization’ 5 motivational 
_ basis for measuring -efficiency; indenti- ` system designed to improve managerial 
- . fying problems. апа. controlling - costs. - - attitudes and performance. . s 
In, terms- of. timing | and ` magnitude, . * The subs ubi e ndi en 
E- coordination of various functional activi- ''. viewers for or ia ts Sonia о pa 
.. fies in the: firm (sales, production, _pur- - eatlier drafts of this paper. This research уаз supported 
` chasing, cash. flows, etc.).is also accom-., bya oat from. the Resear Council of Rutgers Uni- 
`. plished:‘through: the process’ of- budget - Tn d EN эз 
“preparation and application.’ зеня Kenis i is досе Profesor of 
^A Communication: оѓ. budgeted. ‘goals: . Actounting, Rutgers, Тће` State Univer- 
еы НИ an Organization: informs _ sity of New Jersey. Camden. ` 
members: of. lower: management ‘about  - 
4. _ Wiat upper management expects of them; [—— m m 


Ed 


: ^ Effects of. budgetary evaluation and feedback on attitudes and pertomance of managers, 


| om me gther hand, were o found to be: weak or. insignificant. 


that: sets forth. .cost and: revenue. 
goals for responsibility: centers. 
within a business firm; but also. a ‘device : 


NS is ; nói nya a Anaal plan’ 


лушу. upper ашарына, ‘learns: 


~ 


E 


"about the " accomplishments and prob- 
‘lems of lower management through up- 
. ward-flowing reports. comparing bud- 


- geted goals with actual ‘performance. 
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FIGURE 1 
` A FRAMEWORK OF BUDGETARY RELATIONSHIPS 
Budgetary Goal Characteristics à : 
(Dimensions of Budgeting Style) . End Variables 


. Internal Environment Variables 







Managerial Philosophy 









Other Variables | 


All-of these aspects suggest that bud- 
gets potentially may be a useful mana- 
gerial tool. However, improperly applied 
budgets can lead to dysfunctional be- 
havior arid negative attitudes among 
organizational members [Argyris, 1952; 
- Wallace, 1966; Schiff and Lewin, 1970]. 

Most of the positive and negative 
effects of budgets on the attitudes, 
behavior, and performance of lower 
managers can be traced to the budgeting 
Style of upper management. The concept 

of budgeting style includes such budge- 
` tary goal characteristics as participation, 
goal clarity, feedback, bugetary evalu- 

ation, and goal difficulty. Indeed, upper 
management, with the help of the con- 
troller and the accounting department, 
can influence the amount and form of 
participation of lower managers in bud- 
get goal setting, the extent of clarity of 
budget goals, the frequency and amount 







* Budget Goal Difficulty 


` Job-Related Attitudes 
Job Satisfaction 


Job Involvement 














and Leadership Style of Budgetary Participation Job Tension 
Upper Level Management Budget Goal Clarity Other Variables 
Organizational Structure Budgetary Feedback 

ganizati Budgetary Evaluation 







Budget-Related Attitudes 
Attitudes Toward Budgets 
Budgetary Motivation 

Other Variables 






Performance 7 
Budgetary Performance 


Cost Efficiency. 
: Job Performance 





of feedback, the fashion in which budgets 


are used in performance evaluation, and 


the degree of budget goal difficulty. 
Budgeting style in an organization often 
reflects the leadership style and mana- 
gerial philosophy of upper management 
[Argyris, 1952; DeCoster and Fertakis, 
1968; Hopwood, 1972]. In addition, such 
organizational variables as structure (cen- 
tralized versus decentralized), size, and 
level may influence the budgeting style of 
upper management [Searfoss and 
Monczka, 1973; Bruns and Waterhouse, 
1975; Swieringa and Moncur, 1975]. 
These relationships can be illustrated in a 
framework as presented in Figure 1. 
This study presents an emipirical ex- 


amination of some effects of budgetary 


goal characteristics (dimensions of bud- 
geting style) on job-related attitudes (job 


. satisfaction, job involvement, job ten- 


sion), budget-related attitudes (attitude 


Kenis x Л 


toward budgets, budgetary motivation), 
and performance (budgetary perfor- 
mance, cost efficiency, job performance) 


‘of lower level managers in industry. The . 
following i is a. brief review of literature: 
related. to the goal characteristics in- 


cluded in the study. 
BUDGETARY: GOAL CHARACTERISTICS 


Budgetary Participation ` 


Budgetary participation refers to the 


Wf ^ extent to which managers participate in 


preparing the budget and influence the 


budget goals of their responsibility сеп- . 


ters. Many authors have suggested that 
participation in setting budgetary goals 
encourages managers to identify with the 


goals, accept them more fully, and work. 


toward their achievement [Argyris, 1952; 
Becker and Green, 1962; Wallace, 1966; 
Hanson, 1966; Dunbar, 1971]. Partici- 
pation in task-goal setting and decision 
making has also been encouraged. and 
promoted by such behavioral scientists 
as McGregor, Likert, Argyris, and Locke. 
The results of many empirical studies 
have supported the positive effects of such 
participation on subordinates' attitudes; 
with respect to performance, however, the 
findings generally have been inconclusive 
[Vroom, 1964; Lowin, 1968; Yukl, 1971]. 
Steers [1976] found positive and signifi- 


. cant relationships between participation 


in task-goal setting and job satisfac- 


. tion and jobinvolvement, but no relation- 


ship between participation and employee 
performance, 
reported little or no relationship between 


-subordinates’ participation in goal set- 


ting and their performance, goal accep- 
tance, or goal attainment [French et al., 
1966; Carroll and Tosi, 1970- Latham 
and Yuki, 1976; Ivancevich, 1976]. 

The few budgetary studies in this area 
have reported similar results. Milani 
[1975], for example, found positive and 
significant correlations between partici- 


Many other, studies. 
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pation jin budget setting and attitudes . 


_toward the job and company; but the 


relationship between participation and 
job performance. was very weak. Swier- 


“inga and Moncur [1975] found higher 


need satisfaction among managers who 
were consulted on. their. budgets than 


. those who were not consulted. Similarly, 


Hofstede [1967] reported positive atti- - 
tudes among subordinates who partici- 
pated in budgeting. 

Budget Goal Clarity — 


Budget goal clarity refers to the extent 
to which budget goals are. stated specifi- 


. cally and clearly, and are understood by 
those who are responsible for meeting 


them. Locke [1968] suggested that setting 
specific goals is more, productive than 


. hot setting goals and urging employees to 


do the best they can. He claimed that 
conscious goals regulate. behavior. Am- 
biguously stated. goals can lead to the 
confusion, tension, and dissatisfaction of 
employees. Several research studies Sup- 
port the positive effects. of task-goal 


‘clarity and specificity on the goal com- 


mitment, goal achievement, and satisfac- 
tion of employees [Latham and’ Yukl, 
1975; Steers, 1976; Ivancevich, 1976]. 
Studies. dealing with goal clarity in - 
budgeting, howey er, have been jacking. 


Budgetary Feedback 


Feedback about ‘the degree to which 
budget goals have been achieved is an 
important motivational variable. If mem- 
bers of an organization do not know the 
results of their efforts, they have no: 
basis for feelings of success or failure and 
no incentive for higher performance; 
‘furthetmore, they might become dissatis- 
fied [Becker and Green, 1962]. The few 


empirical studies on the effects of feed- 
' back on performance, however, give . 
" inconclusive ‘results. Carroll and Tosi 


1970] for example, tourd саш to 


ron ©) OM 
(REM И 


п. AF 2, А 


с 


be: positively. ташы with self rated. 


г goal attainment, ‘but not with. self-rated | 


‚ effort level. Steers [1975]. and-Kim and `; 


..Hamner [1976] also ‘reported positive | 


'and significant correlations: between feed-" 


. Баск and. performance. Studies;by Cha-^ 


-panis [1964] and Љу: Hackman and: 
Lawler [197 1];.on the other. hand, tales. i 


"to support | ‘these findings.: ;. 
`_ Budgetary Evaluation. ` 


“Budgetary. evaluation refers i the 
extent: to which budget variances аге. 
traced back to individual department. р 
© heads and used in evaluating ‘their per- · formance. 
‚ formance. The fashion in which budgets; : ^ - 
are,used in ‘performance evaluation. tend. . 3 
to influerice. the beliávior, attitudes, and . 
_ performance’ of the participants. ‘A: puni- 
tive approach, for example, сап lead to.. . 
“Tower motivation and negative: attitudes; es 
ji a supportive approach, on“ the. other’ : ; 
‘hand, may result in positive : attitudes and | 


behavior [Welsch, 1976]. ШЕ 
Вий Goal Difficulty -- М Е i 


«Budget goals тау: range.” Sr Very. inp 


оозе and easily attainable to‘very-tight - 


` and'unattainable. Easily attainable: goals ap: 
- fail to present a challenge о рагісірапіз: ; 


апа, therefore, - have little motivational 


: есі. Very tight and unattainable: goals," ' 
on the other hand; lead to feelings. of -` 
- failure, frustration, lower- aspiration lév- . ` 
` els, and rejection of the goals by-the- .- 
participants [Becker and Green, 1962; : ~~ 
. Dunbar, `1971]. -Most. budgeting fext- 
books suggest: that for. motivational; ` 
. purposes budgetary, goals should be tight. * 
. but attainable. Hofstede [1967] stated : 


. that tighter budget goals. lead to higher . 


` motivation; beyond a-certain limit, how- ~, · 
“ever, tightening. budget goals reduces: ` 
motivation; Locke [1968]-also claimed. ^ .^ < 
that ‘difficult’ task goals lead to: ‘better. a 


. performance’ than easy goals. > 


~ «Findings of. several studies failed К T 
_ Provide such clear чак: "Carroll and : 


€ е. e s PM 


Pr 


. Tosi [1970], for example; found. a posi- 
tive and significant correlation- between: 
: perceived task-goal difficulty of managers “` 
. and «their .self-rated performance. 
7. Blumenfeld’ айа Leidy [1969] also те ` 
; ported that- the performance of'salesmen 
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and servicemen. who.were assigned more ` 


tert: -HYPOTHESES. UNE 


This study: will- examine the е following ^ 
"-hypótlieses: - 


Iidan puricipation ыг Ж 


goal: clarity, ‘and ‘budgetary feed- 
. back will have-a positive effect on 


< ment, and will decrease job tension; 


-.L “budgetary evaluation -and budget 
б góal difficulty, on the- other: hand, 
` -will have 2 negative effect .on job . 


job: satisfaction тапа job involve: :. 


— satisfaction: and job involvement... - 


г. and-will increase job-tension.: 


- back will ‘lead-to better attitude 


difficulty will Jead to negative atti- 


1 


E . budgetary: ‘motivation. :;. a = 


| a Budgetary participation,- “budget Ps 


goal clarity, and. budgetary. /feed- 


_ budgetary performance, cost effi: 
2s ciency," ‘and job performance; -bud- 


к negative effect оп budgetary per- 


эз performance, ЖО; 


. Budgetary... participation, “budget e 
-goal.clarity; and büdgetary. feed- `>- 


. toward, budgets ‘and higher:bud- ~. 
..getary: motivation, whereas’ bud- ^ : 
| getary evaluation and budget goal. 


«<< tude? toward. ‘budgets + and. lower. 


back will have a’ positive effect òn . 


- .formance, eost. efficiency, and „job. s 


getary evaluation and: budget: goal . . 
difficulty, ` е ‘however, ` will һауе a, 


: difficult” ‘goals was higher than the per- ~ 

- formance of those who weré assigned ` 

t; "easy goals.. But results :of. studies -by - 
Stedry-and Kay [1966] and Steers: [1975]. 

failed to` šupport the positive effects of 

* goal amiy on: motivation and: per- 


r о < 


D 
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METHOD . 


| The Sample 


The sample.of the study consisted of 
department managers and supervisors of 
plants located in the New Jersey-Phila- 
delphia area. Twenty-eight plants em- 
ploying over 500 persons were asked to 
participate in this study, and 19 plants 
belonging to 16 manufacturing compa- 
nies agreed. Two hundred and ninety- 
eight questionnaires were distributed to 
department heads in these plants who 
were identified by the plant managers 
and controllers as having budget ‘re- 


‘sponsibility. ‘The main criteria used for 
inclusion in the sample were whether the. 


manager had a clearly defined responsi- 
bility for meeting his budget and whether 
variances were computed and reported 
to plant management for performance 
evaluation. Top plant managers and 


assistant managers were excluded from 


the sample. Because complete lists of 


managers who met these criteria were not ' 


made available, a random selection of the 


Subjects was not possible. Plant manage- 


ments determined the participants. 
In order to minimize response bias, 
the participants were provided with 


return envelopes to sénd the completed : 


questionnaires directly to the researcher. 
A cover letter explaining the purpose of 
the study assured the subjects of the 
confidentiality of their responses. 

Of the 298 questionnaires distributed, 
178 were returned, and these yielded 169 
usable questionnaires for this analysis (a 


56 percent response rate). Sixty-three ' 


percent of the respondents reported 


-holding college dégrees; the remaining 


37 percent held high school degrees, and 
usually reported some college education. 


Sixty-nine percent of the respondents, 


reported being in their forties or fifties 


and 31 percent in their thirties.. The . 
respondents reported that they had been | 


TW 


working an average of 16.8 years for 
their present employer and 5.5 years in 
their present position. The companies 
represented in the sample were in the ' 


"food, electronics, fiberglass, kitchen ap- 


pliances, and various metal. products 
industries. 
The Measurements 


Measurements of Budgetary Goal Char- . ` 


acteristics. Twenty-six Likert-type ques- 


. tionnaire items, scored from one to five, 


were used to measure the ‘budgetary goal 
characteristics. These included 10 items 
from the budget-induced pressure ques- 
tionnaire [Fertakis, 1967] derived by 
Searfoss and Monczka [1973]; 14 items 
from the task-goal attributes (participa- 
tion, ‘goal clarity, feedback, goal diffi- 
culty) questionnaires developed by Steers 
[1976], which were reworded to fit the 
budgetary goal setting environment; and 


two items which appeared to have face 


validity. V 

Factor analysis, using the Statistical 
Package for Social Sciences [Nie et al., 
1975], was employed to identify the ` 
patterns of relations among the 26 ques- 
tionnaire items. Six factors with eigen- 
values greater than one were extracted. 
These six factors accounted for 65 per- 
cent of the common. variance of the 26 
items. The initial principal factor matrix 
was rotated orthogonally (Varimax) to 
reach a final solution. The Varimax- 
rotated factor matrix is presented in: 
Appendix A; the descriptions of the 
questionnaire items are presented in 
Appendix B. 2 | 

The names assigned to the factors and 
the meaning of higher scores on each 
factor are: (1) budgetary participation— 
greater participation and influence by 


- managers in setting their budgetary 


goals; (2).budget goal difficulty—higher 
budget goal difficulty as perceived by the 
managers; (3) budgetary evaluation, gen- 


eral—use of budgets in performance 


i 
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TABLE 1 
CORRELATIONS BETWEEN BUDGETARY GOAL CHARACTERISTICS VARIABLES (INDEPENDENT VARIABLES) Bc 
| 1 P. 3 4 We. 6 А 
2 - : ——— x 
Budgetary Participation 1.00 — 008 —.023 —.01 019 068 
. Budget Goal Difficulty : 1.00 —.002 04 05 — 009 . 
Budgetary Evaluation—General 1.00 AL. OS 03 . 
Budgetary Evaluation—Punitive 1.00. . 06 -.03 
Budgetary Feedback 1.00 :905 
. Budgetary Goal Clarity 1.00 


Dap wpm j> 


All correlations not significant. at .05 level. 


evaluation in general to a higher degree; 
(4) budgetary evaluation, punitive— 
greater use of budgets in performance 


evaluation in a punitive fashion; (5). 


budgetary feedback—greater amount of 
feedback about budgetary performance 
received by the managers; (6) budget 
. goal clarity—greater clarity of budget 
goals and better understanding of the 
. goals by the managers. 
. In order to study the effects of these 
Six budgetary goal characteristics on tbe 
job-related and budget-related attitudes 
and performance of managers, standard 
factor scores were computed for each 
manager on each of the six factors [Nie 
et al., 1975]. As the interscale correla- 
tions .on Table 1 show, the resulting 
measurements "appear to be relatively 
independent; none of the correlations 
reached the .05 significance level. 
Measurements of Job-Reiated Atti- 
tudes. Job satisfaction was measured by 
the Job. Descriptive Index (JDJ) which is 
а combination of five subscales measur- 
ing satisfaction with work, supervision, 
pay, promotion, and co-workers [Smith 
et al., 1969]. Each subscale consists of 
| positive and negative statements about 
an’ aspect of the job. The respondents 
answer either “уез,” “undecided,” or 
“по.” A “yes” answer to a positive item 
receives a score of 3, “undecided” a score 
of-1, and a “no” answer is scored zero. 
The negative items are scored in the 


М 


opposite fashion. The overall job satis- со 
faction score for a respondent, which can 
range from zero to 216, is obtained by 
adding all the scores for the five dimen- 
Sions. This scale is one of the most 
widely used and carefully constructed 
measures of job satisfaction in existence 
today; it consistently has demonstrated ^ 
high reliability and validity. 

Job involvement is measured by a six- 
item scale developed by Lodahl and 
Kejner [1965]. This scale measures the 
degree to -which individuals identify. 
psychologically with their jobs and. the 
importance of the job to their self-image: 
The internal reliability [Cronbach, 1951] - 
of the scale was computed as .93. Job х. 
tension, which represents tension arising 
from psychologically stressful circum- 
stances in the job environment; was 
measured by nine items chosen from the 
job-related tension index developed by 
Kahn et al. [1964]. This scale demon- . 
strated .85 internal reliability. Even: 
though these three variables correlated 
significantly with each other, as many · 
other studies have demonstrated, they — '* 
are considered by behavioral scientists as 
independent dimensions of job-related 
attitudes. P 1 б 

Measurements of Budget-Related Atti- — 

‚ tudes. Attitude toward budgets was mea- 
sured by a four-item scale from Swieringa 
and Moncur [1975]. The scale, which 
demonstrated .77 internal reliability, 


Pe ош ko 9 08. mB 


TABIE 2 


MEANS, STANDARD DEVIATIONS AND. INTERCORRELATIONS OF THE ATTITUDE . 








m 








Intercorrelations 

2 `3 4 5 6 77 8 
.21* —.33* .23* 20*  .18**. [1]8** 1 
1:00 —.04 . .I8**  .17** 12 07 — .14 
1:00 —.19* —.09 —.28* —.28* ‘—.13 

1:00 41* 25" Il .15 

1:00 16 04 14 

. 1:00 37*  .05 
1:00 7** 

1:00 


: " 
pa - AND PERFORMANCE (DEPENDENT) VARIABLES 
х А 
n= 169 Mem SD. 1 
1—Job Satisfaction (0-216) 158.7 294 1:00 
2—Job Involvement (1-5). ' 291 57. - 
3—Job Tension’ (1-5) 2.51 66 
4—Attitude Toward Budgets (1—5) 3:13 76 
5—Budgetary Motivation (1-5) ^ 3.65 72. 
6—Budgetary Performance (1—7) 5.19 LUI 
wh 7-—Cost Efficiency (1-5) 4.07 67 
ban 8—Job Performance (1-5) 4.44. 252 


are 
N 





* Significant at .01 level. 
** Significant at .05 level. 


measures the feelings of the participants 


-about the usefulness of budgeting to 


themselves as managers. The three-item 


‘scale used. by Hackman and Lawler 


[1971] to measure intrinsic motivation 
was reworded to fit the budgetary situa- 
tion and used here to measure budgetary 
motivation. This scale, which demon- 
strated an internal reliability of .79, 
measures the extent that the participants ` 
feel personal satisfaction and self-esteem 
when they achieve their budget goals. 
Even though these two variables corre- 
lated significantly with each other, factor 
analysis of the inter-item correlations 
demonstrated that they can be used as 
separate dimensions of budget-related ` 
attitudes. | | 

All of the above-mentioned. attitude 
scales, with the exception of the job 


` satisfaction scale, were five-point Likert- 


type scales scored from one to five. Scores 


‚ on all items of each scale were averaged 


to arrive at a set of summary scores from. 
each respondent. 

Measurements of Performance Vari- 
ables. The self-rated budgetary perfor- 
mance was fneasured by asking the. 
respondents to indicate on a seven-point 
scale how often they have met their 
budget goals (have favorable variances): 


/ 


The responses ranged from never to 
always. The respondents were also asked 
to rate the cost efficiency of their depart- 
ments and their overall job performance; 
both used a five-point scale ranging from 
very poor to very good. The means, 
standard deviations, and intercorrela- 
tions of the dependent attitude and per- · 
formance variables discussed above are 


‘presented in Table 2. 


The hypotheses of the study were 
tested by using regression analysis (step- 
wise). f-statistics weré used to test the 
significance level of the regression coeffi- 
cients and F-values were used to test 
significance level of the overall regres- 


sions. R?, which represents the percentage 


of variation of the dependent variables. 
(attitude and performance) explained by 
the six independent variables (budget 
goal characteristics), and R?-Change 
which shows the contribution of the indi- 
vidual independent variables, were com- 
puted for each of the eight regressions 
(Table 3). t-statistics were also used to 
test thé significance level of differences 
between mean attitude and performance 


-scores computed for different levels of 


goal difficulty (Table 4), and. F-values 
Were used to test the significance level of 


the differences between subsample atti- 


i 


RELATIONSHIPS BETWEEN BUDGETARY GOAL CHARACTERISTICS (INDEPENDENT VARIABLES) AND 





TABLE 3 


ATTITUDES AND PERFORMANCE OF MANAGERS (DEPENDENT VARIABLES) _ 





Dependent Variables 





Job Satisfaction 

Regression Coefficients 
„t value 

R? change (R? = .28) 

Adjusted R?=.25 

F value= 10.47* 


Job Involvement 
Regression Coefficients 
t value ` 

R? change (R? = .09) 
Adjusted А2 = .06 

F value=2.73** 


Job Tension 
Regression Coefficients 
t value : 
R? change (R? .34) 

‚ Adjusted А? = .32 
F value= 13.97* 


^ Constant 
158.78 


2.92 


2.51 


Attitude Toward Budgets 


Regression Coefficients 
1 value Йй 
R? change (R? =.29) 
Adjusted R? =: .26 

F value= 10.97" 


Budgetary Motivation 
Regression Coefficients 
t value 

R? change (R? =.25) 
Adjusted R?=.22 

F value=9.21* 


Budgetary Performance 
Regression Coefficients 
t value 

R? change (R? =.27) 
Adjusted К?:= ‚24 

F value= 10.07* 


Cost Efficiency 

: Regression Coefficients 
t value 
R? change (R?=.14) 
Adjusted R?=.11 
F value=4.34* 


Job Performance 
Regression Coefficients 
t value 
R? change (R? = .06) 
Adjusted А? = .04 

. Fvalue=2.24** 


3.13 


3.65 


5.20 


407 


4.44 


* Significant at .01 level. ' 
** Significant at .05 level. 





Independent Variables 





Budgetary Budgetary ` 
Goal ^ Evaluation Evaluation’ . 
Participation Difficulty | —General —Punitive Feedback Clarity 





7.810 
3.76* 
07 


—4.602 
` 2.11** 
02 


246  -2533 
1.14 1.02 
007° 005 
070 075 
1.46 1,51 
012 010 
018 174 
39 3,52" 
00 054° 
142 078 
2.54** 1.34 
03 008 
127 158 
2.33%" 2.78* 
025 05 
249 —.276 
3.03* 321* 
04 04 
— 050 -J41 
92 2.50** 
004 03 
ои —.106 , 
24 2.3]** 
000 03 


7.101 


. 3.53* 
05 


076 
1.59 


015,` 


—.073 
1.54 
01 


1.61 


084 
1.54 
013 


Goal 


10.579 
4.97" 
13 


074 
1.60 
`.017 


—.318 
6.86* 
215 


+ 


x 


A 


20 
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tude and performance’ score variances 
[Snedecor and Cochran, 1968]. ` 
Budgetary Goal Characteristics and 

Job- Related Attitudes ' 


The regression coefficients testing the 
significance of the hypothesized relation- 
ships are presented in Table 3. The 
results support Hypothesis 1 for the 
effects of budgetary participation, feed- 


. back, and goal clarity on job satisfaction; ` 


however, the results fail to support the 
hypothesized negative effects of bud- 


getary evaluation (general and punitive) ` 


and goal difficulty on job satisfaction of 
managers. Participation, goal clarity, 
and feedback were positively and signifi- 
cantly related. to. job satisfaction 
(R?».05, p«.01, df.—162)! The rela- 


tionships of budgetary evaluation and 


goal difficulty to job satisfaction were in 
the expected direction. but were not 
statistically significant. The combined 
influence of the budgetary goal charac- 
teristics on job satisfaction of managers, 
on the other hand, appeared to be rela- 
tively strong (R?=.28, p<, d.f. — 6, 
162). 

The results generally fail to support 
Hypothesis 1:on job involvement. The 
relationships between the individual bud- 
getary goal characteristics and job in- 
volvement were either weak or insignifi- 
cant. Overall, the goal characteristics 
explain only a small percentage of the 
variation in job involvement (А? —.09, 
р<.01, d.f.—6, 162). ; 

On the other hand, a relatively strong 
association appeared to exist between 
the budgetary goal characteristics as a 
whole and job tension (R? =.34, p<.01, 
d.f. = б, 162). Hypothesis 1 on the effects 
of the goal characteristics on job tension 
is supported. in all cases, except for 
budgetary evaluation—general and feed- 
back. Of the six variables, however, 
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budget goal clarity emerged as the 
strongest.predictor of job tension; in 
fact, goal clarity alone accounted for 22 
percent of the variation in job tension. 
The contributions of participation, goal 
difficulty, and budgetary evaluation- 
punitive in explaining the variance of 
job tension, on the other hand, ranged 


:i between three and five percent (р<.01). ` 


Büdgetary Goal Characteristics and Bud- ` 
get-Related Attitudes : . 

The results suggest that budgetary 
goal. characteristics, taken as a whole, 
may play an important role in improving 
the attitudes of managers toward budgets 
(R? =.29, p<.01, d.f.=6, 162). Of the six 
goal characteristics, only budgetary par- 
ticipation and goal clarity were positively 
and significantly related to the managers’ 
attitudes toward budgets (R?>.09, 
р<.01, df.=162). Hypothesis 2, there- 
fore, is supported only for the positive 
effects of participation and goal clarity 
on the attitude toward budgets. 

The results also reveal that the goal 
characteristics tend to improve the bud- 
getary motivation of managers (R? —.25, 


. p<.01, d.f£.—6, 162). The relationships 


between budgetary motivation. and all 
of the individual goal characteristics 
variables were positive and, except for 
budgetary evaluation-general and goal 
difficulty, significant (R?>.04, p<.01, 
d.f.—162). The results, therefore, sup- 
port Hypothesis 2 for the positive effects 
of budgetary participation, feedback, 

and goal clarity on budgetary motivation. 

Contrary to, Hypothesis 2, however, а, 
positive relationship appeared to exist 
between budgetary evaluation-punitive 
and budgetary motivation (R?=.05, 


р<.01, d.f. = 162). 


1 In other words, the regression coefficients related to 
participation, goal clarity, and feedback were all positive 
and significant at .01 level (162 degrees of freedom) and 
each of these variables explain at least five percent of the 
variation in job satisfaction of managers. 
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Budgetary.Goal Characteristics and 
Performance 

As predicted in Hypothesis 3, bud- 
getary participation and goal clarity 
were related positively (R?>.06, p<.01, 
d.f.—162), and budgetary evaluation- 
punitive was related negatively (R? = .04, 
р<.01, d.f.=162) to budgetary perfor- 
mance; contrary to the hypothesis, how- 
ever, the relationship between budgetary 
evaluátion-general and budgetary per- 
formance appeared to be positive rather 
than negative (R?—.04, p«.01, d.f.— 
162). Neither feedback nor goal diff- 
culty, on the other hand, were significant 


, in predicting budgetary performance . 


scores. The results suggest that the 
budgetary goal characteristics, as a 


whole, tend to have a relatively strong ` 


influence on budgetary performance of 
managers (R? = .27, p<.01, d.f. — 6, 162). 

The overall influence of the budgetary 
goal characteristics on the self-rated cost 
efficiency of managers appears relatively 
weak (R?=.14, p«.01, d.f.—6, 162). 
Only one goal characteristic, goal clarity, 
was found to have a positive and signifi- 
cant relationship with cost efficiency 
(R? = .066, p «.01, d.f. —162). Hypothe- 
sis 3 is ‘supported by the results only for 
the positive effect of goal clarity on cost 

: efficiency. 

The association between the budgetary 
goal characteristics and job performance 
appears even weaker (А? = .06, p<.05, 
d.f. == б, 162). In fact, none of the regres- 
sion coefficients reached the .01 signifi- 
cance level. Therefore, the results fail to 
support Hypothesis 3 for the effects of 
the goal characteristics on job perfor- 
mance of managers. , 


Budget Goal Difficulty: A Closer Look 


‘ Overall, the relationships between bud- 
get goal difficulty, as a continuum, and 
the attitude and performance variables 


discussed above were found to be very: 


a 
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weak. However, when the trends of mean 
scores of the attitude and performance 
variables are examined at different levels 
of goal difficulty (about right, tight but 
attainable, too tight), non-linear relation- 
ships seem to exist between budget goal 


. difficulty and job satisfaction, .job ten- 


sion, attitude toward budgets, budgetary : 
motivation, budgetary performance, and 
costefficiency. . 

The data presented on Table 4 reveal 
that while managers who felt their budget 
goals were "about right" or “tight but ` 
attainable” reported similar levels of job 
satisfaction .and job tension, managers. 
who felt their budget goals were “too 
tight" reported significantly lower job 
satisfaction (1—3.19, p«.01, d.f. = 128) 
and higher job tension (13.35, p «.01, 
d.f. = 128). Similarly, managers who felt 
they had "too tight" budget goals re- 
ported lower frequency of meeting their 
budgets (1—2.52, p «.01, d.f.=22) and 
lower ‘self-rated cost efficiency in their 
departments (122.75, p<.01, d.f. —22) 
than those who felt their budget goals 
were "tight but attainable” or “about 
right.” The mean scores of budgetary 
motivation and attitude toward budgets 
variables, however, increase significantly 
(p «.01) and then decline slightly as the 
range of goal difficulty increases from 
“about right” to “tight but attainable” 
to “too tight" levels. - 

In conclusion, this analysis suggests 
that the “too tight" level of budget goal 
difficulty has adverse effects on the atti- . 
tude and budgetary performance of 
managers. The "tight but attainable" 


' range appears to be the optimum level of 
‘budget goal difficulty. 


_ SUMMARY AND DISCUSSION 
The results presented above suggest 
that variations in the budgeting style of 
upper management as reflected in the 
budgetary goal characteristics can have a 
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TABLE 4 


MEAN SCORES OF ATTITUDE AND PERFORMANCE VARIABLES AT DIFFERENT 
LEVELS OF BUDGET GOAL DIFFICULTY 








About Right 
: Difficulty Mean e A 
Score Range (5-Points) ` 2-3 
i EM | no39. 
Job Satisfaction (0-216) 160.33 
Job Involvement (1-3 ' 2.80 - 
Job Tension (1-5) : ў 2.34 
Attitude Toward Budgets (1—5) 2.931 
“Budgetary Motivation (1-5) 3.411 
Budgetary Performance (1-7) ` 5.46 
Cost Efficiency (1—5) | 4.08 - 
Job Performance (1—5) А 4.36 








Tight But 
Attainable Тоо Tight Overall 
3-4 4-5 
п= 109 п=21 п= 169 
161.58"! 138.90"? 158.68 
2.99 2.86 2.91 
2.48"! 2.9992 2.51 
3.26% 2.90% 3.13 
3.76%? 3.62 3.65 
5.2781 4.35% 5.19 > 
4.181 3.55 4.07 
4.48 430 4.44 


Note: Significant differences between nieans (results are the same whether tests based ori puolan variance or separate 


variances are applied): 


- p<.01 al vs. a2; bl vs. b2; cl vs.-c2; 


dl vs. d2; el vs. e2; fl vs. Р. 


р< 05 с2 увс3 


significant impact on the йө and 
performance of lower level managers. 
The budgetary goal characteristics as a 
whole appeared to have relatively strong 
influence on such managerial attitude 
and performance variables as job satis- 
faction, job tension, budgetary moti- 
vation, attitude toward budgets, and 
self-rated budgetary performance. The 
effects of the goal characteristics on job 
involvement, cost efficiency, and job 
performance, on the other hand, were 
found to be relatively weak. ; 

In particular, the findings suggest that 
managers react positively and relatively 
strongly to increased clarity of ‘budget 
goals. Upper level management, with the 
help of the accounting department; can 
increase job satisfaction, decrease job 


tension, and improve budget-related atti- - 


tudes, budgetary performance, and cost 
efficiency of lower level managers signifi- 
cantly by increasing the clarity and 
specificity of their budget goals. These 
results confirm the findings of various 
task-goal setting studies with respect to 


the positive effects of goal clarity on atti- 


tudes and performance [Locke, 1968; 


Latham and Yukl, 1975; Steers, 1976; 
Ivancevich, 1976]. : 

The results of the study also support 
the findings of many studies conducted in 


-budget-goal setting environments [Hof- 


stede, 1967; Milani, 1975; Swieringa and. 
Moncur, 1975] as well as task-goal setting 
environments [Locke, 1968 ; Steers, 1976] 
as to the positive effects of participation 
in goal setting on the attitudes of partici- 
pants. Significant relationships were 
found between budgetary participation 
and both job-related attitudes (job satis- 
faction, job tension) and budget-related 
attitudes (budgetary motivation, attitude : 
toward budgets) Furthermore, the re- 
sults reveal that budgetary participation 
tends to improve budgetary performance 
of budgeted managers. However, con- 
sistent with Milani's [1975] results, par- 
ticipation was unrelated to job perfor- 
mance. 

Only job satisfaction and budgetary 
motivation were found to have signifi- - 
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cant though Ее weak relation- 
ships to budgetary feedback: The results 
imply that feedback about the degree of 
' budget. goal achievement is ineffective in 
improving performance and only margi- 
nally effective in improving the attitudes 
of managers. These findings fail to clarify 
the mixed results of various studies which 
dealt with feedback-attitude-performance 
relationships in task-goal setting [Cha- 
panis, 1964; Carroll and Tosi, 1970; 
Hackman and Lawler, 1971; Steers, 
: 1975; Kim and Hamner, 1976]. Various 


mediating variables, such as timeliness `, 


and content of feedback and other en- 
vironmental factors might be the cause of 
these conflicting findings. 

The results related to the effects of 
budget goal difficulty, as a continuum,.on 
the attitudes and performance of man- 


agers were also inconclusive; all the : 


relationships were either weak or insig- 
nificant. The positive effects of goal 
difficulty reported by Locke [1968], 
Blumenfeld and Leidy [1969], and Car- 
roll and Tosi [1970] are not supported. 


However, further analysis of the data . 


seems to confirm the contention that too 
tight" budget goals have negative effects 
[Hofstede, 1967; Becker and Green, 
1962; Dunbar, 1971]. Managers who 
reported having “Чоо tight" budget goals 
also reported significantly higher job 
tension and lower job satisfaction, bud- 
.getary performance, and cost efficiency 
as compared to those who reported 
having "about right" or "tight but 
attainable" budget goals. The results 
also indicate that “tight but attainable” 
is the optimum level for budget goal 
difficulty. 

Finally, the budgeted managers ap- 
peared to react unfavorably to using 
budgets in performance evaluation in a 
punitive fashion (increasing job tension, 
decreasing budgetary performance). 
However, this tendency -can be dis- 


- capable of influencing the relationships 
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counted because of the apparently weak 


relationships between the variables. Bud- 
getary evaluation-general also appeared 
ineffective. | 

Taken together, the findings suggest 
that upper level management may be able , 
to improve the attitudes and budgetary ‹ 
performance of lower level budgeted 
managers by emphasizing clarity of bud- ` 
get goals, by soliciting participation of 
the managers in the determination of 
goals, and by stating the goals at a “tight.” 
but attainable” level. Providing feedback 
about budget goal achievement and using 
budgets in performance evaluation seem 
to havelimited consequences. 

The findings of this study, however, 


Should be considered in the light ‘of its- 


limitations. The scope of the study -is 


` limited by its sample size, organizational 


level, and industrial coverage; only mid- 
dle management at the plant level in 


. manufacturing companies was covered. 


The results might have been different if 
managers from other manufacturing and ~ 
service industries and other levels’ of 

management had been included in the 

sample. Also, response bias might have | 
arisen from the self-selection of the re-. 
spondents. The responses of the non- 
respondents might have been different. 
Another bias might come from the fact 
that performance was self-rated; mea- 
surements based on formal performance 
reports or evaluations by superiors might 
have given different results. The Likert- 
type attitude measurements used might: 
also have produced some response bias. 
Finally, no mediating situational vari- 
ables were included; personality and 
needs of the managers, goal acceptance, 
reward expectancy, and some organiza- 
tional and environmental variables are 


aa aaam dau 


studied here. 
Therefore, future research i in this area 
might be directed to studying the relation- 
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ships к] їп this. sudy in. other * “ment etai also be investigated, as well 
industries. The influence of matiagerial, _ asthe influence of mediating variables on 
organizational, and other environmental - воа] cHiardicteristics-attitude- performance 
variables on budgeting style of ` mahage- a cr | ; 
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I. Budgétary Participation ` `° ° SEDET йй i 
1. I am allowed a high’ degree of influence i in the détermination of my budget pats: ©: 
2. 1 really have little voice in the formulation of my budget-goals (reverse item). 
3.. The setting of my budget goals is pretty much under my control. 
4. My superior usually asks for my opinions and thoughts when чар my budget goals. е 
5. My budgèt is not finalized until Таш satished. with it. I 
IL Budget Goal Difficulty ў 
‚1. I should not have too much difficulty in reaching my budget goals. They appéar to be fairly easy (reverse item). 
2. мушк epla aga quits пощи паш. n. 


G " ЖЕЕ; V „же t- 
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3. My budget goals require a great deal-of effort from me to achieve them. Я 
4. It takes a high degree of skill and know-how on my part to attain fully my budget oil ` 
5. In general, how would-you characterize the budgetary goals of уош unit? —— too loose; — fairly loose; 
~. Loc just right; — tight but attainable; —_—-to tight. : 
III. Budgetary Evaluation—General ` S 
1. My superior has mentioned budgets while talking to me. аБош my efficiency as a supervisor. 
2. Budget variances in my unit have been mentioned during performance evaluation interviews by my superior. 
: 3. Budget variances in my unit have been mentioned by my superiors as factors in considering me for pay raises. 
^ -4. My superior has held me personally accountable for budget variances in my department (unit). . 
IV. Budgetary Evaluation— Punitive 4 
‚1. My Superior has been dissatisfied with my explanation of budget variances in my unit. 
2. My superior has spoken to me about increasing production to meet budget goals. 
3. My superior has expressed dissatisfaction to’ me about results i in-thy unit (dept) when the budget has not t been 
.: met ` 
4. Large budget variances in my unit have ровая comments from my Зори to the effect that my performance 
has been poor. : 
5. My superior has bitie angry about budget variances in my unit. 
: 6. I have had to explain to my superior budget items over which I have no control. arr? 
V. Budgetary Feedback ў z 
- 1. I receive a considerable amount of feedback about my achievement concerning my budget goals. 
2. Tam provided with a-great deal of feedback and guidance about my budget variances. 
3. My boss lets me know how well I am doing in terms of achieving mv budget goals. . 
VI. Budget Goal Clarity | ; 
1. My budget goals are very ' clear and specific. І know exactly what my budget goals are. 
:/2, I think my budget goals are ambiguous and unclear (reverse item). 
” 3. I understand fully which of my budget goals are more important than others. I have а clear sense of priorities 
on these goals. * 


` 
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An Analysis of Differences Between 
Non-major Oil Firms Using 
Successful Efforts and Full 
Cost Methods 


Edward B. Deakin III 


ABSTRACT: Subsequent to the issuance of FASB Statement 19 mandating the adoption 
of successful efforts accounting in the oil and gas industry, a number of full cost companies 
appealed to the SEC to permit the continued use of full cost accounting. One of the 
primary arguments raised by these full cost companies was that companies using each 
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alternative method are so different that dual accounting methods are appropriate. The 
full cost companies argued that they were more aggressive in exploration, newer, and in 


greater need of external funds than successful efforts companies. An analysis of data for 
companies using each method indicated that full cost companies wêre not more aggres~ 
sive in exploration than their. successful efforts counterparts. Full cost companies were 
more highly leveraged. This result indicates a relatively greater use of outside capital, but 


the cause of His greater use could not be determined. 


Т NJ uly 1977, the Financial Accounting 
I Standards Board proposed the adop- 
tion ofa uniform financial accounting 
rule in the oil and gas industry based on 
the successful efforts concept. The result- 
ing Statement (SFAS 19) was adopted in 
December 1977. Opposition to SFAS 19 
was unprecedented in intensity and re- 
sulted in appeals by full cost companiés 
before several administrative and legis- 
lative bodies, including. the Securities 
and Exchange Commission (SEC). One 
‘of the primary arguments advanced by 
these full cost companies was that there 
are significant differences between com- 
panies using each accounting method 
сапа that these differences would justify 
continued use of both accounting 
methods. 
The debate raised the question of 
whether the recent trend towards elimi- 


D 


nation of accounting alternatives could 
be sustained and what basis would justify 
a determination that alternative account- 
ing practices could be justified. Pro- 
ponents of SFAS 19 argued that since the 
discovery ofa dry hole was the same event 
for all companies, a uniform accounting. 
treatment was necessary. For example, 
Staats noted: 
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We [the Comptroller General’s Office] be- 
lieve the standard setting process should 
eliminate accounting alternatives where the 
facts and circumstances are the same. While 

' oil and gas producers do vary in size, breadth 
of ownership, and diversity, these differences 
do not change the relevant facts and cir- 
cumstances surrounding their exploration 
and production transactions and do not 
justify different accounting, concepts (U. 5. 
Comptroller General, р. 2). 


Like the FASB, Staats focused on the 
nature of the transaction, that. is, the 
abandonment of a specific prospect 
should be treated in a uniform manner: 
one group of companies may not call the 
associated costs an asset while another 
group calls them an expense or loss. 

The U. S. Department of Justice, how- 
ever, suggested that the comparability 
argument should focus on the similarity 
or differences in the entity. They note: 


However, uniformity as a goal can only claim 
superiority where like entities are being com- 
pared. If two entities or groups ofentities were 
significantly .dissimilar, attempts to draw 
simple accounting comparisons would only 
confuse the analysis (U. S. i of. 
Justice, p. 18). 


They go on to note E opponents of 
SFAS 19 have alleged that their com- 
panies are: different because they are 
more heavily engaged in exploration than 
companies using successful efforts ac- 
counting and expressed concern that 
SFAS 19 could negatively affect compe- 
tition and exploration in the iridustry. 

. To sustain the allegations that differ- 
ences in entities exist that would justify 
the use of dual accounting methods, one 
must demonstrate that those differences 
are identifible. Indeed, one would expect 
to be able to construct a model that would 
discriminate between the two groups of 
companies using the variables that have 
been advanced as justification for dual 
accouriting methods. This paper presents 
an examination of the hypothesis that 
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full cost companies are different from 
successful efforts companies along the 
dimensions suggested i in testimony before 


' the SEC. 


Subsequent to the hearings, the SEC 
decided that neither full costing nor suc- 


: cessful efforts could be supported. In- 


stead, the Commission ruled that a new 
method of accounting must be developed 
for the industry based on recognition of 
the value of discovered reserves. Since an 
interim period of at least three years has 
been allowed for the development of the 
new accounting method, and since there 
is strong opposition to the use of value- 
based financial statements, it is likely that 
this accounting issue will.remain unre- 
solved for some time. The resolution of 
this accounting controversy and the 
choice criteria that may be established as 
justification for alternative methods will, - 
to a great extent, depend on further re- 


search and analysis. For this reason, an 


empirical test of the hypothesis that non- 
major petroleum companies using full 
cost or successful efforts accounting are 
significantly different along the dimen- 
sions suggested in testimony before the 
SEC is useful. The results should be 
viewed as possible inputs to policy 
makers' decision processes, and not as 
policy conclusions. 


PROPOSED DIFFERENTIATING VARIABLES 


‚ As indicated in analyses by Sunder 
[1976] and Myers [1974], the use of full 
cost accounting will, through the deferral 
of costs associated with unsuccessful 
prospects, tend to show higher and 
smoother earnings series for companies 
that. are expanding their exploration 


' activities. In addition to the effect‘ of 


increasing income, companies expanding 
their exploration efforts will tend to show 
greater asset values and greater share- 
holders' equity due to the capitalization 
of unsuccessful prospect costs. To the 


` 
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extent that company managements per- 
ceive the need to report higher, smoother 


income .and greater asset and equity. 


values, it may be expected that compa- 
nies with expanding exploration activities 
will employ full cost accounting. 


In testimony before the SEC, many of. 


~the full cost witnesses indicated that they 

: were, in fact, more aggressive in explora- 
tion than their successful efforts counter- 
parts. In addition, they indicated that 
smooth earnings and greater asset and 
equity values were necessary to obtain 
new capital from debt and equity mar- 
kets.! The full cost advocates also alleged 
that they tended to be smaller than the 
nonmajor successful efforts companies 
and, therefore, unable to diversify the 
risks of exploration as effectively. Finally, 
these full cost companies indicated that 
they were generally newer companies in 
the exploration business and, therefore, 
did not have a base of established pro- 
ducing properties which would provide 
sufficient revenues to reduce the relative 

. income effect of the costs of unsuccessful 
prospects. 

On the basis of the testimony before 
the SEC and the U. S. Department of 
Energy, four factors were derived which 
were considered to be dimensions for the 
differentiation between nonmajor full 

. cost and nonmajor successful efforts 


companies. These factors are: (1) ag> - 


gressiveness in exploration; (2) the need 
for external capital, (3) size, and (4) age.? 

Selection of the specific variables to 
represent each of these factors was also 
derived from materials submitted in the 
proceedings. 


SPECIFICATION OF DISCRIMINATING 
VARIABLES 
The measurement of aggressive explor- 
ation is'a difficult task. In his testimony 
before the Department of Energy, Erick- 
son indicated that aggressiveness in ex- 


SN 
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ploration may be measured. by an exami- 
nation of three variables: 


1. offshore exploration on the outer 
continental shelves, | 

.2. drilling to greater depth i in onshore 
areas, and 

3. drilling in remote or new onshore 
areas. [Erickson, p. 16] 


Of these three variables, quantitative 
data on a per-company basis is available 
only on drilling depths. The average 
depth of exploratory, wells was stated as: 
one variable to aid in the determination 
of differences between full cost and suc- 
cessful efforts companies. 

Exploration aggressiveness may also 
be measured in terms of the number of 
exploratory wells drilled relative to some 
measure of the size of the company. As 
asserted by a number of the full cost pro- 
ponents, such companies commit a 
greater proportion of their resources to 
exploration. While direct data on funds 


spent on exploration were not available . 
- on an individual company basis for many 


companies, data on the number of explor- 
atory wells drilled was obtained and used 
аз a surrogate. Since the extent of ex- 
ploration is likely to be affected by com- 
pany. size, exp:oration effort was ex- 
pressed in relative terms by using. each 
company’s revenue as a deflator. 

It was also asserted that successful 
efforts firms may do more development 
drilling rather than the exploratory drill- 


! This point of view was supported by the testimony of 
several leading investment banking firms which under- 
write substantial volumes of securities for companies in 
the oil and gas industry. 

2 It may be asserted that other variables may exist 
which would explain differences between the companies 


in a manner consisteat with positive economic theory ~ 


(e.g., differences in incentive compensation plans, debt 
agreements and similar measures). While an investiga- 
tion of these dimensioas might provide a different insight 
from this study, the dimensions included in this analysis 
reflect the arguments presented before public ae 
making bodies. 
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ing which i is.considered to be more con- 
sistent with providing an increased na- 


tional energy: supply. .А development . 


drilling ratio was constructed by dividing 


development wells by total wells drilled. 


to represent this activity. 


- investment bankers that full cost com- 
panies have a greater need for capital. . 


. Thesize of company was also Е Д 


as a method of differentiating between 
full cost and successful efforts companies. 


"The company size argument holds that 
‘smaller companies are less able to diver- 


sify their portfolios of exploration pros- 
pects in a given period of time. However, 
they do face-the same long-run economic 
equilibrium conditions as do larger com- 
panies. That is, their total costs must 
equal total revenues from oil and gas 
exploration. To represent this relation- 
ship properly for a smaller company, 


-it was alleged an accounting method must 


allow the smaller company to average its 
unsuccessful efforts costs over several 
time periods. As was pointed out by 
Deakin [1978, pp. 72-80] and. by the 
FASB [1978, pp. 3-25 and Appendix A] 
as well as by Deakin and Porter [1978, 
pp. 8-24], size alone is not a distinguish- 
ing characteristic between full cost and 
successful efforts companies. 

. Finally, it has been asserted by several 


from outside investors than do the suc- 


cessful efforts companies [Frelinghuysen, ` 


1978]. This allegation is based on a belief 


that full cost companies are newer and . 


thus have a smaller base of established 
reserves on which to raise debt or equity 


` capital.. Moreover, the perceived aggres- 


sive exploration program leads to a 


greater need for funds to finance explora- . 


tion. “A greater exposure to. adverse 
income effects from unsuccessful explora- 
tory efforts exists for these firms under 
successful efforts accounting because the 
firm has relatively more of its assets 
employed in exploration efforts. 
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` Frelinghuysen. [1978] presented data 


intended to show that full cost companies 


. made greater use- of external capital 
markets and that, in the àggregate, their: 


ratio of capital expenditures to internally 
provided resources was greater than for 
their successful: efforts counterparts. . 
Other full costers testified that since they 
were newer companies and more aggres- 
sive in terms of their commitment to 
exploration, they had a greater need.for 
access to external capital markets. Full 
cost accounting is alleged to enhance a 
company's ability to obtain external 
capital at a reasonable cost becáuse full 
costing provides greater reported asset 
amounts and more stable earnings num- 
bers. While these arguments are contra- 
dictory to the concept of market efficiency 
and contain a degree of circularity, they 
contain some plausibility since it is not 
possible to reconcile the earnings and ` 
reported asset numbers across methods. 
It may also be posited that management 
will change the way it acts if it perceives 
adverse effects from the accounting 
change even if such effects are not real 
(see Rappaport and Prakash [1975]). 
Moreover, the U.S. Justice Department 
[1978]. and the U.S. Federal Trade Com- 
mission [1978] indicated that the issue of 
differential need for. funds’ warranted 
consideration in the SEC’s deliberations. 
The components of the relative need 
for funds argument give rise to three 
additional variables along the dimensions 
suggested by Frelinghuysen: (1) age of 
company, (2) debt as an indicator of Ше. 
extent to which the company has lever- 
aged. its activities, and (3) relative capital 
expenditures. The company age was ob- 
tained as one variable. Since reported 
operating cash flow data have different 
interpretations for full cost than success- 
ful efforts companies due to the different 
treatment of unsuccessful prospect costs, 
it is not possible to compare the groups ' 
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on the basis ofa debt-to-cash-flow ratio. 
Moreover, for-an individual firm, debt 


.may be raised on only an infrequent . 


basis. Thus, comparisons based on debt 
raised in a period to funds flows in that 
period would not be meaningful. The 


ratio of long-term debt outstanding to 


revenue was used as a surrogate measure 
of leverage. Relative capital expenditures 
were determined according to the rela- 
tionship of those expenditures to reve- 
nues for scaling purposes. 

The list of variables used for the 
analysis is presented in Table 1. There 


TABLE 1 
DISCRIMINATING VARIABLES - 





Indicators of aggressiveness in exploration . 
v e -Average depth of exploratory wells 

e Number of exploratory wells/revenues 

e Development wells/total wells 


Indicators of need for external ccpital 
e Debt/revenue 
e Capital expenditures/revenue 


Size indicator | 
e Revenue 


j Maturity or age variable 
e Age of company in years 


‚аге seven descriptive variables, of which 


four have revenues.as either a numerator 
or denominator of the ratio. The prob- 
lems which may arise from the use of 
variables constructed in this manner have 
oeen described by Sunder and Lev [1977]. 
However, attempts to conduct this analy- 


‘Sis without adjusting related statistics for 


size differences resulted in discriminant 
models that had little statistical signifi- 
cance and less ability to differentiate 
between companies than the models used 
in this research. Moreover, the correla- 


` tion between each of the specific com- 


V 


ponents of the constructed variables and 
revenue was so great that one cannot 


‘determine whether the lack of ability to 


discriminate is due to. an absence of 
differences between the two groups of 
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companies or whether size alone is not a 
good variable for discrimination pur- 


\ poses. A priori evidence would support 


the latter reason. 
CONSTRUCTION OF THE MODEL 


A determination of differences between 
companies that would suggest that alter- 


native accounting methods are appropri- 


ate must be viewed on both a theoretical 


‘and empirical level. It may be posited 


that one or more variables can each be 
used to distinguish between companies. 
Alternatively, although each of the vari- 
ables may not be significant in a statistical 


` or theoretical context when taken alone, 


some arithmetic combination of the 
variables may present compelling evi- 
dence of differences. In the former case, 
logical arguments must be developed to 
show why each variable alone is indicá- 
tive of differences between companies 
that are sufficient to allow continuation 
of dual methods. In the latter, multivari- 
ate case, the logical arguments must be 
developed on the basis of the effect of the 
variables taken together. 

For purposes of the research, it is 
hypothesized that one can distinguish 
full cost and successful efforts companies 
on the basis of aggressiveness in explora- 
tion, perceived need for access to public 
markets, size, age of company, and rela- 
tive extent of development drilling. Mul- 
tiple discriminant analysis (MDA) has 
frequently been used in the literature to 
test hypotheses which seek to distinguish 


between groups on the basis of one or 


more. predictor variables  [Eisenbeis, 
1977}. The technique appears suitable to 
construct a model for апар to 


? For a successful efforts company, operating cash 
flows are net of unsuccessful prospect costs, whereas for 
the full cost company, operating cash flows are reported 
before deduction of unsuccessful prospect costs. The full 
cost companies include these. costs in additions to 
property plant and ecuipment. Sufficient data are not 
reported to permit an adjustment of the data from ‘one 
method to another. 
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distinguish full cost companies. from 
successful efforts companies using the 
variables suggested in this article. A 
model constructed using MDA may be 


analyzed by examining the significance of . 


the model and of each of the predictors 
included in the model. 

In addition, the constructed model 
should -result in a better than chance 
classification of companies as full cost or 


successful efforts. Ideally, no companies, 


., would be characterized along the aggres- 
ye siveness, equity need, size, age and 


development’ well activity dimensions 
with one group of companies (e.g., 
successful efforts) when the company is. 
using the other method of accopnting 
(e.g., full cost). | 

In an empirical study, it is unlikely that 
such a pure classification is possible due 


to frictions in changing accounting 


method in response to changes in the 


company along the stated dimensions or - 
. due to other factors not captured in the 


model. However, departures from the 


ideal may indicate that these stated. 


operating differences cannot be used to 
distinguish between companies. How- 
ever, misclassifications may also be in- 
dicative of companies that did not choose 
their accounting method on the basis of 
the dimensions captured in the model or 
which have not changed methods in 
response to changes in their own opera- 
tions. Establishment of a rule along the 


dimensions represented in the model may 


indicate that ,misclassified companies 
would be required to change accounting 


` method, although it is not advocated 


that any model developed herein be used 
for requiring one (or another) accounting 
method. 

There are a number of potential 
problems that can appear when multiple 
discriminant analysis is used for classifi- 
fication purposes. Eisenbeis [1977] noted 
that empirical data from a business en- 
vironment may violate assumptions of 
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multivariate normality and/or equality 
of. dispersion matrices, and that sample 
classification rates derived üsing models 


- based on the same data used to construct . 


the model may prove overly optimistic. 
Since the sample size in this study was 
limited by data availability, tests of these 
assumptions could not be made. As an 
alternative, Beaver's [1968] dichotomous 
classification test was used to classify the 
companies on each of the model variables 
to provide a separate estimate of the 
ability to classify these companies. 


SAMPLE SELECTION AND 
DATA GATHERING 


Construction of the MDA model and 
subsequent testing required a selection 
of data that offered a reasonable chance 
of providing discriminating ability fol- 
lowing the dimensions suggested, in the 
testimony before the SEC. The oil and 
gas industry may be characterized as 
comprising a number of widely different 
segments that are difficuk to compare 
directly [Déakin and Porter, 1978, pp. 

8-22]. It appears that there are approxi- 
mately 24 major integrated companies 
that engage in exploration, production, 
transportation, refining and marketing 
of oil and gas and related products. In 
most of these major companies, the 
impact of SFAS 19 would be relatively 
small. Moreover, the ability to differenti- 
ate between groups would be hampered 
because the majors employ successful 
efforts accounting with only few excep- 
tions. In addition, the majors derive 
most of their revenues from sources 
other than exploration. Thus, ratios 
based on exploration activity relative to 


- revenues would tend to be biased. 


A second group of companies engaged 


* Analysis was conducted using models that included 
major companies. Ás expected, revenue-related data 
were distorted, and the results of the discriminant 
analysis and the classification tests were almost entirely 
dependent on the size variable alone. . 
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in exploration are the public utilities and 
pipeline companies. Due to mandated 
full cost accounting. by the Federal 
Power Commission and by a number of 
state utility regulatory commissions, this 
group predominantly uses full cost ac- 
counting. As with the majors, explora- 


tion and production of oil and gas аге. 
generally a small part of these compa- · 


nies' activities. Data-gathering and com- 
parative measurements would tend to be 
biased with the inclusion of this group in 
that these predominantly full cost com- 
panies would show relatively small ex- 
ploration-to-revenue ratios. | 

Exploration is also carried out by a 
substantial number of diversified indus- 
trial companies. These companies are 
about evenly split in the use of each 
alternative accounting method, but data 
on the.oil and gas exploration activities 
of these companies are often scant 
because their oil and gas operations are 
often not material in relation to their 

_ overall operations. 


There are non-major ‘oil and gas: 


exploration and production companies 
that derive a substantial portion of their 
revenues from oil and gas operations 
even though they may have other activi- 
ties as well (i.e., refining, other extractive 
operations, and. other minor diversified 
activities). Since this latter group pro- 


vides the most likely source of relatively’ 


uncontaminated comparative data, at- 
tention was directed to these companies 
for data-gathering purposes. 

The 1977 Energy Management Survey 
listed 127 oil and gas producers, including 
major companies. Data’ on company 
revenues, capital expenditures, debt, and 
. the number of exploratory and develop- 
ment wells for 1976 were available for a 
totàl of 69 companies. Depth data for 


exploratory wells for these companies. 


were obtained from the American Pe- 
troleum Institute/American Association 
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of Petroleum Geologists’ exploratory 
drilling tapes. Of the 69: companies, 16 
were major companies as generally de- 
fined (i.e, among the largest 24 compa- 
nies in oil and gas exploration and having 
integrated oil and gas operations). Of the 
remaining 53 companies, 28 were suc- 
cessful efforts companies and 25 em- 
ployed full cost accounting. A list of the 
companies by major/non-major classifi- 
cation and by accounting method is pro- 
vided in Table 2. 


А ' TABLE 2 
GOMPANIES INCLUDED IN THE SAMPLE 











: Non-major Companies 
Successful Efforts 
Companies . Full Cost Companies 
Quaker State Husky of Delaware 
Superior Mesa 
Louisiana Land & Houston Oil & Minerals 
Exploration Tesoro 
Murphy g ; Great Basins 
General American McCullough 
“Noble Affiliates ' Flying Diamond 
Energy Reserves Wainoco 
Maynard Oil & Gas Mitchell Energy 
Kerr-McGee Coquina 
Woods Petroleum Inexco 
American Petrofina Dyco Petroleum 
Mapco KRM 
Hilliard Oil & Gas Buttes Oil & Gas 
Flynn Energy Galaxy 
Crystal . Petro-Lewis 
Eason Hamilton Brothers 
American Quasar Petroleum 
MGF : Universal Resources _ 
Beard Petroleum Patrick Petroleum 
Crown Central Williams Companies 
Rainbow Resources Argo 
Marion Corp. Worldwide Energy (WECO) 
Ocean Oil & Gas Amarex i 
Texas American Oil Consolidated Oil & Gas 
Ada Resources Tejas Gas 
United Refining 
Clark i 
Gulf Energy & 
Development 


Using a similar definition, Deakin and 


.Porter [1978, pp. 15-21] identified 99 


successful efforts companies that were 
non-majors and were predominantly en- 


> à 


аб 


‘companies in the U.S. The resulting . 


уг 


x1 
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gaged in oil and gas exploration and ' 


production compared with 67 full cost 
companies with similar operating charac- 
teristics. The FASB [1978] identified 56 
successful efforts “exploration and pro- 
duction" companies and 51 such full cost 


sample for this study represents, then, a 
substantial portion of companies engaged 
predominantly in oil and gas exploration. 
The selection bias that may have resulted 
due tc data availability cannot be as- 
sessed and served to limit the generaliza- 
bility of the resülts. | 

In addition, other differences between 
the companies in each group may appear, 
yet they are not accounted for in the 
variables included in the discriminant 
model. For example, there may be sub- 
stantially more companies with refining 
operations using one accounting method. 
If the refining operations affect the vari- 
ables used in this analysis, the reported 


` results may indicate that the model is 


better at distinguishing between. the 
compénies than would occur without the 
disproportionate distribution of the un- 
related refining operations. 


Thé results of the data selection process ' 


should provide the greatest discrimina- 
tion between full cost and successful 
efforts companies that is likely to be ob- 
tained. Since the quantity of available 
data precluded use of a holdout sample, 
the classification results may be viewed 
as more accurate than is likely to occur 
if the model were extended to other obser- 
vations that are not a part of the sample. 
These limitations must be kept in mind 
when reviewing the results. ; 


RESULTS OF MODEL DEVELOPMENT 


Summary statistical data for the dis- 
criminant model which were developed 
from all of the variables listed in Table 2 
are presented in Table 3. The results of 
model development indicate that the 
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model is significant at the .01 level based 
on a chi-square statistic of 18.2. The 
canonical correlation coefficient for the 
model is .56 and may be interpreted 
similarly to R in multiple regression. 
Thus, although the model indicates that 
one may distinguish between full cost 
and successful efforts companies on the 
basis of a statistical model, the differ- 
ences between companies explained by 


` the model represent only a small portion 


of the. total differences between com- 
panies. 
Of greater interest, though, is the struc- 


ture of the differences. A review of the 


computed means on each variable for 
each group indicates that oh average, 
full cost companies are more aggressive 
in exploration, smaller, newer, more 
highly leveraged and spend more on 
capital expenditures per revenue dollar 
than do those in the successful. efforts 
group. However, none of these differ- 
ences is statistically significant except 
the difference in age, leverage, and ratio 
of capital expenditures to revenues. 

In the discriminant model which in- 
cludes all of the indicated variables, the 
relative importance of the individual 
variables in the model may be obtained 
by ranking the absolute value of the 
standardized coefficients. In this model, 
the most important variable is the ratio 
of exploratory wells to revenues. The 
greater this ratio, the more likely the ' 
company is using full cost accounting. 
However, the second most important 
variable is the relationship of develop- 
ment wells to total wells. The more devel- 


: opment wells as a percentage of total 


wells, the more likely the company is à 
full cost company. These two variables 
result in conflicting signals, since the 
higher ‘ratio of exploratory wells is 
indicative of aggressiveness in explora- 
tion, but the greater incidence of develop- 
ment wells to total wells is more indicative 
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expenditures ratio gave results that were 
equally significant and had equal total 
correct classification- rates, as did the 


model with all of the posited variables - 


included. 


distinguished by the differences in the 
ratio of their debt to revenues and in the 
proportion of each dollar of revenue 


. TABLE 3 
SUMMARY OF DISCRIMINANT MODEL DATA ye 
Means i 
| - Standardized 
; Variable SE Firms FC Firms Significance Coefficient 
A. Average Depth 8247.00 9123.40 ns ~13 
B. Exploratory Wells to Revenue 53 . 185: ns —238. 
C. Debt to Revenue А0 76 05. —.66 
D. Capital Expenditures to Revenue · 38 61 05 09 
Е. Revenue 289.64 145.88 . ns : 16 - 
F. Age 27.46 ` 16.64 05 o 61 
G. Development to Total Wells * -96 95 пз | —269 `. 
‘(ns—not яшан) | | к | . | 7: 
; Group Centroids: SE Firms .63 : : 
-FC Fims —.70 , 
Correlation Matrix 
(Letters correspond to the variable labels in the first part of his table.) 
A B C D E F G 
A 1.00 м 
В —.16 1.00 
C -05 —.10 1.00 
" D -1 21 53 1.00 
E —02 —12 ~30 -.39 100 . 
F 01 -19 -20 -37 -33 1.00 А 
G 17 -35 01 —-24 21 -J9 100 
z | - , M 
of companies that are turning their From the standpoint of model develop- 
drilling activity to less risky development ment, then, it appears that full cost and 
activities. Since these two variables are successful efforts companies cannot be 
highly, but inversely, correlated distinguished on the basis of measures 
(r= —.95) it is not possible to draw of aggressiveness in exploration alone. 
conclusions based on these measures. In The two groups are not significantly 
subsequent analysis, attempts were made different on the basis of univariate analy- 
to construct models that deleted one or ses. The discriminant models which А 
both of these variables. When only one. contain aggressiveness measures give 
` of these two variables was used, the mixed results when the models include 
model had no statistical significance and other variables. Discriminant models 
gave poor classification results. However, which contain cnly exploration aggres- 
when both of the variables were excluded ^ siveness indicators are not statistically 
from the model, the statistical signifi- significant. | | 
cance was improved and classification However, from the standpoint of model 
results were also improved. A model that development it does appear that full cost 
included only the debt and the capital and successful efforts companies can Бе ү 


which goes to capital investments of all - 


types (i.e. exploration and non-explora- . 


rac 
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tion). Full cost companies are also 
generally younger than successful efforts 
companies, although neither group can 
be characterized as new. The mean age of 
the full cost group is 16.6 years. 


RESULTS OF CLASSIFICATION ANALYSIS 


The test of a.discriminant model is the 
ability to classify companies compared to 
alternative classification methods. If the 
error rates arising from the use of the 
model are low, then one may have found 


~ dimensions along which rules could be 
established to classify companies for 


accounting rule-making purposes. Of 
course, the ability to do this depends on 
the assumption that companies are using 


" the accounting method that is most 


appropr.ate for the economic conditions 
identified by the model as characteristic 
of the group to which the company 
belongs. Classification errors indicate 
that the company in one group (i.e., 
successful efforts) has more of the charac- 
teristics of a company in the other group 
(i.e., full cost) in terms of the factors 
captured in the model. f 

The results of the classification of 
companies in the sample for the model 
including all of the posited relevant 
variables are presented in Table 4(a). 
These results appear to indicate that 
while inclusion of all posited variables is 
statistically significant from the stand- 
point of model development, fully 28 
percent of all companies in the sample 
have characteristics of companies using 
the opposite accounting method. The 
error rate for each group is slightly 
different with 32.1 percent of the suc- 
cessful efforts companies classified - as 
full cost companies, and 24.0 percent of 
the full cost companies having character- 
istics more similar to the successful 
efforts companies in the sample. 

When using only the debt and capital 
expenditure dimensions (in Table 4(b)), 
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TABLE 4 
CLASSIFICATION RESULTS 
(a) Model with all posited variables 
|» Predicted Group 
Successful Full 
Efforts Cost 
Successful 19 9 
S ^ Efforts (67.9%) (2429 
x : b 
S Full Cost . 6 19 
E: (24.0%) (76.0%) 
x 71.7% correctly classified overall . 


(b) Model with debt/revenue and capital expenditures/ 
revenue variables 


Predicted Group 
Successful Full 
Efforts Cost 
a Successful 23 5 
8 Efforts * (82.1%) ` (17.9%) 
Š . f 
3 Full Cost 10 , 15 
3 (40.075) (60.0%) 


71,7% correctly classified overall 


the overall error rate is the same (28 per- 
cent), but the distribution of the classifi- 
cation errors is quite different. While 
17.9 percent of the successful efforts 


companies have, characteristics of the 


full cost group under this model, 40.0 
percent of the full cost companies are 


‚ more like successful efforts companies on 


this set of dimensions. 


Тнв DICHOTOMOUS CLASSIFICATION TEST 
The dichotomous classification test 


calls for a ranking of each observation 


(firm) according to the value of the vari- 
able used for classification purposes. In 
this case, all 53 firms are ranked accord- ` 
ing to each one of the model variables. A 
cut-off is established according to the 
relative number of companies of each 
type in the population. Thus, for vari- 
ables on which full cost companies are 
presumed to have greater values (such as 
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drilling depths), the 25 highest ranked 
companies are considered classified as 
full cost companies and the remaining 28 
companies are classified as successful 
efforts companies. The reverse holds for 


variables on which successful efforts | 
companies are posited to have larger . 


values (e.g., age of company). 

A classification matrix is, prepared 
showing the companies classified cor- 
rectly on the diagonal and erroneous 
classifications on the off-diagonal ele- 
ments. The overall correct classification 
rate indicates the extent to which one 
could expect correct classification given 
an arbitrary cut-off value of a specific 
variable. 

Results of the dichotomous classifica- 
. tion test are presented in Table 5. In 
general, the test performed poorly on all 
of the variables except the debt/revenue 
ratio. The results using the debt/revenue 
ratio are slightly better than the results 














TABLE 5 
RESULTS Ustnc DICHOTOMOUS 
CLASSIFICATION METHOD 
(a) Average Depth ; 
Predicted Group 
Successful Full 
Efforts Cost | 
g Successful 13 15 
P „Efforts 
© 
Y Full Cost 15 10 
= 43.4% correctly classified overall 
(b) Exploratory Wells/Revenue 
i A Predicted Group 
Successful Full 
Efforts Cost \ 
8 Successful 18 10 
& Efforts 
etus 
3 Ful Cost 10 15 
UM 62.3% correctly classified overall 
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TABLE 5 (Continued) 

















(с) Debt/Revenue Y 
Predicted Group 
` Successful Full T 
Efforts Cost 
À Successful — 21 7 
x Efforts 
© 
S Full Cost 7 18 
x 73.6% correctly classified overall 
(d) Capital Expenditures/Revenue i 
. Predicted Group - | 
Successful Full * 
Efforts Cost a 
& Successful >, 19 9 
2 Efforts 
$ A 
3 Еш Сон 16 
3 64.0% correctly classified overall 
(e) Revenue 
: : Predicted Group р 
v 
Successful Full 
Efforts Cost 
& Successful 16 12 a 
P Efforts ++ 
© 
S FullCost - 12 13 
x 54.7%, correctly classified overall i 
(f) Age ; „ 
Predicted Group ` 
Successful Full 
Efforts . Cost 
& Successful 17 11 
8 Efforts 
eo 
3 Full Cost 11 14 
x 58:574 correctly classified overall, 
f 
(g) Development Wells/Total Wells 
Predicted Group 
Successful Full 
Efforts Cost 
rem 
S Successful 14 14 * 
5 Efforts 
3 Full Cost 14 п - 
ч 


47.2% correctly classified overall 
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` using the discriminant model.5 It appears 


+ << that the extent to which full cost com- 


A 


panies tend to be more highly leveraged 
may be considered the best classificatory 
variable for differentiating between the 
two groups, or is at least as good as 
models composed of more. than one of 
the posited predictors. 


This observation confirms the results · 


of the discriminant analysis in that the 
ability to differentiate between full cost 


. and successful efforts firms on measures 


of aggressiveness in exploration, size, or 
age cannot be supported by this analysis. 
With two exceptions, the classification 
rates obtained in the dichotomous classi- 
fication test are not. statistically better 


‘than those obtainable by random assign- 


ment. The ratio of capital expenditures 
to revenues is significant at the .05 level 
and provides a 64.0 percent overall. cor- 
rect classification rate for the sample 
data. The debt/revenue ratio provides the 
greatest ability to classify. Although 
there is still an error rate of 26.4 percent, 
the classifications are significantly better 
than obtainable by random assignment 
(at the .01 level amg a оазе test). . 


LIMITATIONS AND CONCLUSIONS - 

The results of this study depend on. the 
analyses conducted on the sample data 
and are limited thereby as noted in the 
discussion. The variables selected were 
designed to represent dimensions along 
which discrimination between compa- 
nies using alternative accounting meth- 
ods were posited at the SEC hearings on 
SFAS 19. It may well be that the persons 
appearing at the hearings baséd their 
presentations on dimensions which were 


N- designed to appeal to the Commission 


and other interested parties rather than 
on dimensions which might be deduced 
from a positive economics framework. 
Nonetheless, the position papers of the 
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U.S. Department · of Justice, the U.S. 
Department of Energy and the U. S. 


. Federal Trade Commission indicated 


concern that SFAS 19 might discrimi- 
nate against full cost companies because 
of differences between entities along the 


` dimensions cited. Investigation of the 


empirical validity of the arguments may 
be useful to support or refute the argu- 
ments advanced. 

Keeping the limitations noted in the 
paper in mind, it appears that the hy- 
pothesis of ability to distinguish: com- 
panies in the oil and gas business on the 
basis of accounting method using indi- 
cated measures of aggressiveness in ex- 
ploration cannot be supported. However, 


it does appear that discrimination can be 


supported on the basis of debt leverage 
and capital expenditure levels ór on the 
basis of a combination of these two 
variables with measures of age and ag- 
gressiveness in exploration. 

The. results of this test indicate that it 
would be difficult to establish a rule for 
companies to choose between full cost 
and successful efforts based on the dimen- 
sions indicated in testimony before the 
SEC without requiring a substantial 
number of companies to switch method. 
The. dimension which appears to offer 
the greatest ability for discrimination 
(debt ratio) appears counter-intuitive as a 
basis for the formulation of asset ac- , 
counting rules. 


5 It should be noted that the lowest-ranked value of 
the full cost companies on this ratio equaled .4441, while 
the highest value of the ranked successful efforts com- 
panies was .4400. The range for the debt/revenue ratio 
was from 0. to 2.6875. Moreover, the dichotomous 
classification method forces the classifications into the 
same membership proportions as is known ex post while 
the discriminant classification allows the relative propor- 
tions to vary. Therefore, it would appear that the dif- ` 
ference in classification rates between the debt/revenue 
ratio alone and the discriminant model is not significant 
in an empirical sense. 

"EE 
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. Value and Events Approaches tc to 
Accounting: An Experimental 
. Evaluation 
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‘ABSTRACT: This paper presents the results of an empirical test of the value/events 
hypothesis first presented by Sorter. The paper places the value and events approaches 
ta information generation in an overall information systems framework, by simultaneously 
examining the accounting approaches and the psychological type of the decision maker. 
The experimental results indicate that Sorter's events approach has considerable merit 
when coupled to the psychological type of the decision maker. 


INTRODUCTION 

EORGE Sorter [1969] began the 

first investigation into two funda- 

mentally different approaches to 
the rote of accounting in the presentation 
of information to decision makers. His 
aim was to stimulate research into the 
value and events approaches to account- 
ing. Sorter characterizes the "'value" 
approach as the traditional one used by 


accountants: This approach assumes that 


users’ needs are known and sufficiently well 
specified so that accounting theory can deduc- 

., tively arrive at and produce optimal input 
values for used and useful decision models. 
[Sorter, 1969, p. 12] 


He and other proponents of the events" 

approach take a different viewpoint 
based on the premise that often the 
accountant may know little about how 
data are used by the managers. They sug- 


gest that 


the purpose of accounting is to provide in- 
formation about relevant economic events 
that might be useful in a variety of possible 
decision models....Instead of producing 
input values for unknown and perhaps un- - 


knowable decision models directly, account- 
ing provides information about relevant 
economic events.that allow individual users 
to generate their own input values for their 
own individual decision models. [Sorten 
1969, p. 13] 


Sorter also emphasizes that one major 


difference between the two approaches 


lies in the level of aggregation which is to 
be provided in information presentation. 
Use of the “events” approach suggests 
that less aggregation is appropriate by 
the information provider because the 


.user should determine the nature and 
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extent of the desired level of aggregation. 
The “events” approach was analyzed 


in more detail by Johnson [1970]. John- 


son commented further on the aggrega- 
tion issue, placing it in a general context 
of summation. He delineated three types 
of summation: (1) aggregation, both. 
temporal and sectional ; (2) combination; 
‘and (3) composition. He also suggested 
that verification of the “events” approach 


would require empirical studies. Various - 


other authors such as Colantoni er al. 
[1971], Lieberman and Whinston [1975], 


Haseman and Whinston [1976], and. 


Everest and Weber [1977] proposed 
models and computer implementation 
structures for the “events” approach. 
Although it has now been ten years 
since the publication of Sorter’s paper, 


to date there has been no attempt to 
place these two accounting approaches . 


' within the general context of-an infor- 

mation systenr framework, such as the 
one proposed below by Mason and 

Mitroff: 
An information-system consists of at least one 
PERSON of a certain PSYCHOLOGICAL 
TYPE who faces a PROBLEM within some 
ORGANIZATIONAL CONTEXT for which 

: he needs EVIDENCE [i.e., information gen- 
eration] to arrive at a solution (i.e., to select 
some course of action) and that the evidence 
is made available to him through some ' 
MODE OF PRESENTATION. [1973, p. 
475] ` ; 


The nature of the decision environment 
may affect the decision on which ap- 
proach to adopt. For example, the 
“value” approach may be тоге suitable 


for systems of a programmable nature . 


where it is relatively easier to understand 
. the decisions made and decision models 
- which are used. The "events" approach 
may be more appropriate in the more 
non-programmable types of situations 
. where the decisions are less structured. 

Тһе psychological type of the decision- 


.ing Association Committee on Human 


-information search and selection. . . . All 


: interest. Such studies could eventually 


The Accounting Review, October 1979 


maker тау also affect Р. en on 
which approach, “events” or “value,” to 
adopt. This reasoning is supported by a 
recent report of the American Account- 


А ye a 


Information Processing. This report pro- 
poses three basic strategies for improving 
human decisions. One is relevant to this 
study: “...(1) The information set ' 
upon! which such decisions are based may 
be altered. This alternative emphasizes 


three alternatives require an understand- 
ing of the variables and processes in- 
volved in human information processing 
and decision making" [1977, pp. 1-2]. 
This paper, following the above strategy, 
experimentally evaluates the “value” and 
"events" approzches within the context 
of the psychological type of the decision 
maker. An understanding of how psycho- » 
logical type may influence information 
use behavior is not only of academic. 


i 


lead to better information system design 
based on an understanding of the users’ 
characteristics. 

Another aspect not yet developed ade- 
quately is the relative value or effective- — .» 
ness of the two approaches. Although the 
above authors who have discussed the 
"events" approach present arguments as. 
to its advantages over the “value” ap- 


, proach, there has been no empirical, 


comparison of the two approaches to 
validate their prior beliefs. The nature 
and effectiveness of the two approaches T 
may be analyzed by conducting experi- Í 
mental studies under various organiza- 
tional and managerial settings. It is. thé 
purpose of this paper to present an 
experimental investigation evaluating 
certain aspects of the “value” and 
“events” approaches in an inventory 
control/production scheduling environ- 
ment. 


* 


Benbasat and Dexter 
EXPERIMENTAL FRAMEWORK , 


Two variables of the Mason and 
Mitroff framework [1973]—one relating 
to infermation generation and the other 
relating to psychological type of the 
decisicn-maker—were analyzed. The fol- 


lowing variables of the framework were 


held constant: 


(1) the organizational context—an in- 
ventory/production decision- 
making setting; and : 

(2) the mode of presentation—an і in- 
teractive on-line оппой sys- 
tem. 


A simulation experiment was designed to 
determine the extent of the relationship 
between two independent variables and 
three dependent variables. The inde- 
‘pendent variables weré: 


(1) Method. of information genera- 
tion, “value” or. "events" . ap; 
proach;and ^ ` 

(2) Psychological type of the decision- 
maker, low or high analytic. 


The dependent variables were: 


(1) Profit performance, 
(2) Time spent for decision а КЕ 
А -and 
` (3) Report request behavior. 


In order to test the relationships between : 


the independent and dependent variables, 
a production decision making environ- 
ment which depicted a simple yet realistic 
business setting was chosen. This appli- 
cation is at the operational level of 
management.. It is reasonably under- 
stood, although not completely program- 
mable, and is an.important application 
common to many businesses. A combi- 
nation production level and inventory 
ordering decision problem for decision 


makers in a multi-period game was de- 
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veloped. At each decision point subjects 
were’ presented with certain types of 
reports and made decisions. To minimize 
Observer bias, experimental data were 
automatically captured by computer pro- 
grams which were part of the simulator. 
depicting the decision-making setting. 
The data gathered from this experimental 


. Setting were used to test the relationships 


between the independent and dependent 
variables. In the next sections, the vari- 
ables, their hypothesized relationships, 
and the experimental setting are dis- 

cussed. | 


THE INDEPENDENT VARIABLES 


One of the independent variables con- 
cerns information generation, while the 
second .concerns the коны їуре 
of the decision maker. 


(1) Methods of Information Generation 


The different methods of information 
generation used in the experiment were: 


(a) a database inquiry capability 

' (*events" approach; see Appen- 

dices 1 and 2), and 

(b) structured/aggregate reports 
(“value” approach; see Appendix 
3). ) 

Lieberman and Whinston [1975] pro- 
vided the following description of the 
events-accounting information system. 
The Events-Accounting Information Sys- 
tem proposes to allow users to make 
inquiries of a database. An inquiry is a 
request for information; a database is 
simply the collection of raw data.. In- 
quiries may range from the simple re- 
trieval of data items as they were origi- 
nally stored, to advanced inquiries that 
retrieve.and process data items according 
to a set of user-stated conditions. 
^ The data inquiry system used in the 
experiment is a relatively simple one (see 
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Lieberman and Whinston [1975] and 
Everest and Weber [1977] for descrip- 
tions of more sophisticated “еүепіѕ”” 
approaches). For example, this database 
inquiry system does not have the capa- 
bility to model complex data relation- 
ships, such as hierarchies or networks. 
The database inquiry capability (Ap- 
pendix 1) allows the user to choose any 
or all of the data elements contained in 


the database. The user may look. at - 


whatever information elements he/she 
thinks is useful for solving the problem 
at hand. In this system there is no aggre- 
gation over time; every piece of data 


“generated by the simulated decision : 


setting is available to the user. The user is 


not told which of the data elements are’ 


more useful or valuable than the others 
nor in which order to examine the data 
‘elements. In order to acquire any one of 
the data elements shown in Appendix 1, 
the user has to indicate the desired data 
category and time range (from 20 to 50 
past days). Appendix 2 shows a sample 
demand history output for 20 days. 

The structured/aggregate report (Ap- 
pendix 3) contains aggregate information 
(from 20 to 50 past days). This type of 
summation is [Johnson, 1970, p. 645] a 
temporal aggregation; for example, the 
sales are simply summed to get the 
aggregate for the period desired. Every 
data element in this report could be 
generated by a person who had access to 
the database inquiry system, but obvi- 
ously the reverse is not possible because 


of the temporal aggregation. The struc- | 


tured/aggregate report is broken down 
into four main sections. The first three 
sections are designed to directly fit into 
the decision-making structure of the 
experimental game. Part I, the “raw 
materials" section, is useful for making 
raw material order point/order quantity 
decisions. Part II, the-“‘finished goods" 


section, is useful for making the produc- ` 
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tion-scheduling decisions. Part III, the | 


"sales, during period” section, gives the 


user an indication of the nature of the 
demand distribution for the firm’s prod- 


лісі, which is useful for both inventory 


acquisition and production-scheduling 
decisions. Part IV, the 
cost” section, is an indicator of decision 


. performance. In order to acquire the 


structured/aggregate report, the user had 
to indicate the desired time range (from 
20 to 50 days). Since this report did not 
fit on a single cathode ray tube (CRT) 
display screen, Part I-II were shown 
first. When the user hit the return key at 
the terminal, Part IV appeared (see 


Appendix 3). 


The structured /aggregate report has a 
certain structure that we, as information 
providers, think is “useful” under the 
given decision-making environment. This 
report generates information based on 
the information provider’s concept of the 
decision environment and is classified 
under the “value” approach described 
by Sorter [1969]. The database inquiry 
system relates to the same decision 
environment. The relevant data included 
in both systems are determined by the 
decision environment. The difference 


` between the two approaches is a matter 


of degree. With the database inquiry 
system, the fact that the data are neither 
structured nor aggregated implies less 
knowledge on the part of the information 
provider concerning the perceived de- 


- cision model of the user. It is expected- 


that this system is more representative of 
the “events” approach described by 
Sorter. The structured/aggregate report 
has a certain organization that implies 
more knowledge on the part of the in- 
formation provider about the decision 
model of the. user. Therefore, this infor- 


"revenue and ` 


<: 
y 


mation system is more representative of _ 


the "value" 


approach described by 
Sorter. : 
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(2) Psychological T. ype oft the c 


p Decision-Maker ze 


What is information for one Е [of decision- . 
maker] will definitely not bé information to 
another. Thus, as designers of MIS [Man- . 
agement Information Systems], our job is not ., 
to get (or force) all types to conform. to опе, · 
but to give each type the kind of information ' 
he is psychologically attuned to and will use 
most effectively. [Mason and Mitroff, 1973, 
p.473] - 


- A survey, of the human information 
Ф "рг 


є 


et al., 


ocessing research findings (see Driver 
and Mock [1975] and Benbasat and 
Taylor [1978]) dealing with décision- 
making styles, tends to support Mason 
and Mitroff's contention that the psy- 


chological type of the decision-maker , 


should be considered in information sys- 
tem design. For example, Mock et ‘al. 


[1972] found that decision styles ex-. 


plained variances in information value; 


` Dermer [1973a] found that subjects with 
Jess tolerance for ambiguity prefer more 


information; and Huysmans [1970] 
found that decision-making styles influ- 
ence the type and content of the reports 
chosen by decision makers. 

The psychological type variable which ` 
is analyzed in this experiment was the 
low/high analytic dimension, which has 


' gained most attention in experimental 


research (see Huysmans [1970]; Mock 


‘et al. [1972]; Doktor and Hamilton 


[1973]; Benbasat and Schroeder [1977]; 
and Vasarhelyi [1977]). This dimension 


` focuses on how decision makers organ- 
. ize their decision-making activities. Low 


analytic individuals tend to use hypothe- 
sis testing, feedback, and trial-and-error 
approaches to reach solutions. High 


analytic individuals tend.to approach a 


problem by structuring it in terms of 


. some planned method which will.gener- 


ally lead to a likely solution. 
The Embedded Figures Test [Witkin 
1971] measures an individual's 
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ability to break a complex figure into its 
simpler parts. It was developed to mea- 
sure two behavioral styles called field 
dependence and field independence. 


In a field dependent mode of perceiving, per- 
ception is dominated by the- overall organiza- 
tion of the field; there is relative inability to 
perceive parts of a field as discrete. This 
global quality is indicative of limited differ- 
entiation. Conversely, a field independent 
style of perceiving, in which parts of a field 
are experienced as discrete from organized 


. background, rather than fused with it, is a 


xus differentiated way of function- 
. [Witkin et al., 1967, pp. 291-292] 


poen the basic task in the Em- 
bedded Figures Test seems to be associ- 
ated with perception, Witkin et al. [1962, 
1971] state that the ability to “break-up” 
& basic configuration will manifest itself 
not only in straight forward perceptual 
situations but in problem solving situa- 


. tions as well. These contentions are sup- 


ported by findings which show that: 


(а) The’ significant relation frequently re- 
‘ported between measures of field de- 
. pendence and total standard intelligence 
test scores is “carried” largely by those 
portions of intelligence tests which require 
‘analytical functioning. In other words, the 
relation is baséd on the expression of a 
particular style of field approach in 
Бош. [Witkin et al., 1962, p. 80] 


(b) The finding of a linkage between analyti- 
cal and structuring abilities suggested that: 
the cognitive style involved was even 
broader than implied by the “global- 
analytical" concept. This broader cogni- 
tive style may be described as follows: At 
one extreme, when the field is structured, 
there is a tendency for its organization, as 
given, to dictate the manner in which both 
the field as a whole and its parts are ex- 
perienced ; when the field lacks structure, 

_ experience tends to be global and diffuse. 
At the other extreme there is a tendency 
for experience to be delineated and struc- 
tured, even when the material lacks inher- 
ent organization; parts of a field. are ex- 

грегіепсей as discrete and the field as а 
whole as organized.... The cognitive- 
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style concept approaches perceptual and 

_ intellectual activities from the perspective 
of the person engaged in them. Pursuit of ' 
this approach has demonstrated that an 
individual shows the same characteristic 
ways of functioning across these activities, ^ 
suggesting that the classical division be- 
tween the perceptual and the intellectual 
needs to be relaxed. [Witkin et al., 1971, 
pp. 7-8] 


Based on the broader interpretation that 
a field-independent style also implies 
higher analytical reasoning, Lusk 
[1973a], Doktor and Hamilton [1973], 


and Bariff and Lusk [1977] classified : 


field- dependent subjects as low analytics 
and field-independent subjects as high 
analytics.! We used the same approach 
to differentiate between low and high 
analytic subjects. In addition, as sug- 
gested by Mock et al. [1972], a post-game 
questionnairé was used where subjects 
described their decision approach to test 
the validity of using the. Embedded 
Figures Test as a measure of psychologi- 
cal decision-making style. The post-game 
questionnaire findings áre supportive of 
the use of.the Embedded Figures Test in 


a more extended interpretation. The sub- - 


jects were asked to rate their decision 
‘approach on a seven-point scale which 
ranged from “highly stable; fixed- strat- 
egy” on one end of the continuum to 
"highly flexible, changing strategies" 
the other. Analysis of variance showed 
that the high analytic subjects indicated 
a more stable, fixed strategy approach 
. compared to the low analytics (significant 
at the .01 level) This difference was 
attributable to psychological type only; 
ie. the information system did not 
contribute to a. change in decision ap- 


proach. This finding confirms the model - 


of a high analytic who uses a relatively 
structured approach to solving problems. 


.  THs DEPENDENT VARIABLES 
* (1) Profit Performance 
Profit performance is one of the well- 


(2) Time Spent for Decision-Making, 
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accepted goals when decision effective- 
ness or performance is discussed in an 
inventory/production setting. It is an 
economic measure of the impact of the 
information system. In the experimental 
game, profit performance was measured 
as the amount of sales revenues less pro- 
duction, carrying, ordering and raw 
materials costs (see Part IV in Appendix 
3). - i i 


‚ Time performance was measured by 
the amount of time which a subject de- 


voted to information acquisition and 


decision making. Since managerial time 
is a valuable commodity, the objective of 
the information system designer is to 
design systems which, ceteris paribus, 
reduce decision time. Time performance 
often may conflict: with. profit perfor- 
mance. For example, a study by Chervany 


. and Dickson [1974] has shown. that, 


given statistically summarized data; de- 
cision makers made better quality de- 
cisions, but took longir to make them. _ 


(3) Report Request Behavior 


This variable was analyzed in two 
ways: number of reports requested and 
number of historical days of data per 


at . reportrequest (from 20 to 50 days). There 
are several reasons why this dependent’ 
. variable was of interest. The information 


system designer should understand the 
conditions (task, information system, 
and behavior) that lead to excessive 
requests for information. In general, as 


. the amount of historical data available to 


a decision maker increases, so. do the 
data processing and storage costs. More 
importantly, providing the manager with 


more data than necessary increases the. 


` 1 Dermer has raised some objections to using this ap- 
proach. The exchange between Lusk [1973b] and Dermer 


[1973b] would be of-interest to researchers working in 


this area. f 


Pr 


› 
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managerial analysis time required, and 


may also create information overload . 


which reduces the manager’s capability 
to absorb or process the reports. There- 
fore, it is the designer’s responsibility to 
know the information load which will 
suit the task and the user environment 
and especially how these factors relate to 
the user’s psychological type. 


THE EXPERIMENTAL SETTING 


Forty-eight subjects, all of whom were 
volunteers and interested in the problem, 
participated in the experiment. The sub- 
ject population consisted of 24 account- 
ing majors at the University of British 
Columbia, 20 members of the Faculty of 
Commerce and Business Administration, 
and four professional accountants. The 
professors and accountants had both the 
theory and practical business experience 
to operate effectively in the experimental 
game. Students enrolled in an advanced 
accounting seminar volunteered for the 
experiment. These students had the the- 
oretical, if not the practical, background 
to make decisions in the given environ- 
ment. The game was complementary to 
their previous classroom lessons. All of 
the students had the goal of joining pro- 
fessional accounting firms following their 
graduation. 

Each subject acted as the inventory/ 
production manager of a hypothetical 
firm which was simulated by a computer 
program. The interaction with the simu- 
lator was in conversational mode through 
Cathode Ray Tube (CRT) display units. 
Response time to subject requests was 
between one to three seconds. An inter- 
active simulator of this type is superior to 
a batch system, since excessive turn- 
around times in batch systems may cause 
subject boredom and lack of interest in 
the experimental game. The decision 
setting used was a multiperiod decision- 
making game. The model depicted a 
setting where a firm buys raw materials, 
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manufactures a product, and sells it 
daily to retailers. 

The experimental game was divided 
into 15 decision points, where the sub- 
jects requested information and made 
decisions. There were 20 simulated days 
between each decision point, making the 
total duration of the experimental game 
equal to 300 simulated days. At each 
decision point, after they had looked at 
the historical reports, the subjects made 
three decisions: set an order point; set 
an order quantity; and set the daily pro- 
duction figures for the next 20 days. The 
subjects were not told the duration of the 
game to avoid end-of-game strategies. 
Each subject had the objective of maxi- 
mizing the total profit of the firm. Sub- 
jects were provided with game instruc- 
tions a week prior to their participation. 
The instruction set explained how the 
various cost elements were calculated 
and how the profit figures were derived. 
The only information not available to 
the subjects prior to the game was the 
nature of the two exogenous variables: 
demand and lead time. 

Before the subjects played the experi- 
mental game, they were allowed a 45- 
minute practice session to familiarize 
themselves with the CRTs, and under- 
stand how commands were entered and 
reports retrieved from the simulator. This 
was done to reduce the learning effects 
that normally take place during the early 
stages of a game and which could reduce 
the validity of experimental findings. The 
demand and lead time distribution in the 
practice session were different from the 
ones in the actual game, and the subjects 
were made aware of this. On average the 


. Subjects took about two hours to play 


the experimental game (i.e., make 15 sets 
of decisions). 

The subjects were provided with his- 
torical information at each decision 
point before they made their decisions. 
The information made available to each 


742 


subject depended on the treatment group. 
Each subject was aware of only his or her 
information system; the subjects were not 
told that other subjects had different 
information. B 

The subjects in the structured/aggre- 
gaté group received only one report (see 
Appendix 3). The database inquiry sub- 
jects received detailed reports generated 
by the information system (see Appendix 
1 for a list of these reports and Appendix 
2 for an example). Both information sys- 
tems allowed the subjects to review from 
20 to 50 days' historical data at a time; 
however, only the detailed reports pro- 
vided day-by-day data. 

Detailed report requests were volun- 
tary; each subject could request any 
report desired and thought to be neces- 
sary for determining problem areas and 
making decisions. The order in which the 
reports were requested was left up to the 
subject. Each subject viewed the reports 
one at a time, then decided either to 
request another report or to make a new 
set of decisions. 


‚ In order to get the student subjects ` 


interested in the game and have them 


making the best decisions possible, a . 


monetary incentive scheme was devised. 
The 24 subjects having the best per- 
formances, that is, highest total profits, 


received a money prize which decreased : 


linearly with the subjects’ performance. 
The best performance was awarded $24, 
the second best $23, and so on down to 
the 24th best performance, which was 
given one dollar. This kind of a scheme 


was thought to be superior tó one where- 


only the first or first few performances 
were given prizes. If only one prize were 
given, most subjects would give up if they 
felt that they were not doing their best 
and had no chance of being the best per- 
— former. With 24 prizes, each participant 
'had a chance to win, and since the win- 
nings increased with better performances, 
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it was assumed that the subjects would: 
constantly be on the alert to make their . 
best decisions. It was felt that it would be 
inappropriate to award the non-students 
in the same fashion. They were told that ' 
the top 10 would receive a prize. 


RESEARCH HYPOTHESES 
A) Profit Performance Hypotheses 
Hypothesis 1: There will be no dif- 
ference in profit performance at- 
tributable to the method of informa- 
tion generation: 


Proponents of the "events" theory 
have claimed the superiority of this 
approach, however, the production/ 
inventory decision environment used in 
the experiment was relatively structured 
or programmable in nature. In such 
environments, it is easier for the infor- ` 
mation provider to understand and. 
specify inputs for the user's perceived 
decision model compared to specifying. 
them. in non-programmable environ-.: 
ments. We, therefore, expect the Subjects. 
with structured/aggregate reports to per- 
form equally well as the subjects with . 
database inquiry systems. In previous: 
experimental work [Chervany and Dick- 
son, 1974] in similar decision environ- 
ments, it was found that subjects given ` 
statistically summarized information per- - 
formed as well as subjects who were . 
given non-summarized information. 


Hypothesis 2: High analytic subjects 
will have higher profit performance 
than low analytics. 


An inventory control/production 
scheduling environment, because it is 
relatively structured, seems better suited ·. 
for subjects of the high analytic psycho- 
logical type. A structured environment^ is 
more readily modelable, and high ana- ` 
lytics have greater aptitudes for strüctur- : 
ing tasks. This reasoning is consistent 


e 
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with. the broader view of увс 


` capabilities in structured decision. прос 


[Witkin et al., 1971; p: T). | 
H 'ypothesis 3: There will bë an СЕ : 


action effect between the informa-; а 


tion systems approach ‘and рѕусһо- 
logical type on profit performance. . . 


Ер Low analytics using the database in-. 
quiry system will have higher profits than : 
their counterparts with the strüctured/ .. 
aggregate reports. According to Witkin: - 
et al. [1962], low analytics exhibit “the - 
inability to perceive parts of the fields аѕ . 


discrete." This inability will cause low 


analytics to have difficulty. in compre- . 


hending the impact. of individual 


elements of the structured/aggregate re- . 
port, resulting in a lower profit per- ` 


formance. This reasoning is consistent 
with another. study [Bariff and Lusk, 


. 1977], which reported that low analytic 
‚ decision makers preferred disaggregated - ` 
: reports (to graphs or histograms) with ` 

'raw rather than transformed data. Witkin 

: et al. [1971, p. 7] further state that the 

high analytics have the ability to “impose. 


structure on a field and so perceive it as 


organized, when the. field has little 


structure.” High analytics can also ,ex- 


‚ perience in an articulated fashion and 


- . can perceive items as discrete from their ` 


Е backgrounds. Therefore, no profit dif- 


‚ ferential is: anticipated for the high - 
. мере, group. ‘between information ge : 
. » tems. ` 


B) Time E И 
Hypothesis 4: Subjects with data- ` 


` v. 


“be LN 


basei inquiry systems will spend more 
time in making decisions than sub- . 


` ‚ jects having | hdi qu Ed 


reports. 


Since it takes. more tine to ВТЕ ТА | 


individual reports and integrate the data 


P elements from a large number of indi- 
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| Nidual reports, subjects given the data- 
`- base inquiry: ‘system will take longer to - 
` таке decisions, compared іо. ‘subjects 
? with. structured /aggregate: reports, - 


`+ Hypothesis 5: High analytics- will 
· take less time to make decisions than 
„low analytics. . 5 


"The same reasoning used in nons 


Ses 2 and 3 is applicable here. i 


"Hypothesis 6: There will be an inter- 
action effect between the informa- 


`- ‘tiom systems approach and psy- 


x chological type on time performance. 
19 was previously hypothesized that 


-the subjects using the database inquiry 


system will take longer to make decisions 
than the subjects using the structured/ 


` aggregate report, and that the structured/ 
aggregate report is unsuitable for low 
“analytics. Ordinarily, the structured/ag- 


gregate report should save the deciston 


‘maker’s time; however, the unsuitability © 
of the structured /aggregate report for 
low' analytics will cause them to take 


relatively more time in comprehending 


- the impact .of the individual elements. 


The structured/aggregate-high analytic 
subject: combination will take the least 
amount of time, compared to all others. 


С) Report Acquisition Behavior 
The reports provided by the database 


inquiry system provide day-by-day, his- 


torical information, whereas the struc- 
tured/aggregate report does not provide 


this capability. A 50-day history report ` 


for subjects having the structured/aggre- 


‘gate. treatment would confound the 


‘events which take place over three 
separate decision periods. Therefore, 
asking for a longer historical range when 


- requesting a structured/aggregate report 


will result-in a coarser information sys- 


- tem. Consequently, the perceived value 
: of additional history for these subjects 
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is expected to be less, compared to sub- 
jects with the database inquiry system. 
For this reason the report acquisition 
behavior within the two sub-groups was 
analyzed separately : 


(i) Subjects who received struc- 
tured aggregate reports; and 

(ii) Subjects who received the 
database inquiry system. 


Hypothesis 7: Under a structured/ 
aggregate reporting system, low 
analytics will have more report re- 
quests than high analytics. 


Witkin et al. [1962; 1971], suggest 
that low analytics will have difficulty in 
disembedding the required information 
in the structured/aggregate report. Be- 
cause this report requires two. display 
screens, the low analytics will have to 
repeat their information search; i.e., in 
order to re-examine the first screen, they 
will have to make additional report 
requests (see Appendix 3). 


Hypotheses 8a and 8b: Under the 
database inquiry system, high ana- 
lytics: 
a) will ask for more reports, and 
b) will ask for more days of his- 
torical data per request than 
low analytics. 


As previously mentioned [Witkin et al., 
1971, p. 7], high analytics are more likely 
to impose structure on a field and so 
perceive it as organized when the field 
has relatively little inherent structure. 
Therefore, high analytics will be able to 
structure more pieces of data than low 
analytics. 


STATISTICAL MODEL 


The following model was used for 
statistical analysis of hypotheses 1-6: 


Y— fo Xo B,X,4- B; X5 B4X,X,4-E 
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where: 


Y =the response variable: repre 
the resulting behavior of th 
pendent variable. Тһе г 
model was run once for ea 
these dependent variables: | 
performance and time peri 
ance. The Statistical Packas 
the Social Sciences (SPSS) A 
sis of Variance (ANOVA) 
gram [Nie et al., 1975] was 
for computations. 

о =the overall mean 

f,-the main effect of psychok 
type 

f,=the main effect of inform 
generation method 

Вз =the interaction effect of the г 
variables 

Е = Һе experimental error term 

X 077 1 | 
_ JO if low analytic 
1 if high analytic 
0 if structured/aggregate г 

(value approach) 

1 if database inquiry sy 

("events" approach) 


1 


Х,= 


T-tests for differences іп means were 
to test hypotheses 7, 8a, and 8b. 


EXPERIMENTAL FINDINGS 
Measurement of Psychological Type 


Using the Witkin Group Embe 
Figures Test [Witkin et al., 1971 
subjects with scores of less than 14 
classified as low analytics, and 35 
jects with scores greater than or equ 
14 were classified as high analytics.‘ 

After the subjects were classifie 
their psychological type, one half c 

2 The same cutoff point was used by Lusk | 
and Doktor and Hamilton [1973]. Witkin et al. 
found 13 as a median. Studies of 481 business stuc 
the Faculty of Commerce and Business Adminis 
at the University of British Columbia resulted in г 
of 14.2. 3 
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TABLE 1 


SUMMARY OF RESULTS — 





Levelof | Hypothesis 
Significance Supported 


_A) PROFIT PERFORMANCE 


H1: Information System NS 
H2: Psychological Type 003 
H3: Interaction Effect 020. 
B) TIME PERFORMANCE 
H4: Information System .001 
H5: Psychological Type 048 
H6: Interaction Effect NS 
C) REPORT REQUEST BEHAVIOUR 
H7: Structured/Aggregate Report; 006 
Number of Reports Requested 
H8a: Database Inquiry System; NS 
Number of Reports Requested 
H8b: Database Inquiry System; .001 
Number of Daysof Historical 
Data per Request 





b 


Description of Results 


No profit difference between information sys- 
> tems. 
High analytics had higher profits than low 
- analytics. 
Low analytics with structured/aggregate re- 
ports had the lowest profit performance. 


yes 


a d 


- Subjects using the database inquiry system took 
more time to make decisions. ` 
' High analytics took less time to make decisions 
than did the low analytics. 
No time difference related to interaction ef- 
fect. А 


4 


3 К 


no 


- Low analytics requested more structured/ 
' aggregate reports than high analytics. 

no No difference in number of reports requested. 

High analytics asked for a greater number of 
days of historical data per request than low 
analytics. 





low (high) analytic subjects were ran- 
domly assigned to the structured/aggre- 
gate report treatment, while. the other 
half received the database inquiry system 
treatment. 


-Discussion of the Findings 


The experimental findings are sum- 
marized in Table 1. Tables 2, 3, and 4 
present the detailed findings.? The results 


in Table 1 are presented by categorizing ` 
the independent variables by dependent. 


variable groupings. 

As hypothesized, no differences in 
profit performance between information 
systems were found. It is clear that in this 
environment the “value”. approach to 
accounting should produce at least as 
good results as the “events” approach, 
since it is possible for the information 
provider to understand and specify user 
information needs at the structured oper- 


° 


ational level. However, subjects using 
the database inquiry system took longer 
to make decisions. The disaggregated 
nature of the reports caused subjects to 
spend more time scanning the data. 

The results indicated that psychologi- 
cal type had a strong impact in determin- 
ing which of the two information genera- 
tion approaches, "value" or "events," 
would be more suitable in the given 
decision setting. The findings show that 


.Structured/aggregate reports are- better 
suited for high analytics, while the data- 


base i inquiry system is pence suited for 


3In ode to find out if the findings owed in Table 1 
would have been affected by the backgrounds of the 
subjects, we ran additional statistical analysis using back- 
ground (student versus nonstudent) as a blocking factor. 
This analysis showed that nonstudent subjects, that is 
faculty and professional accountants, had better profit 
performances, took less time to make decisions, and re- 
quested fewer historical data. However, blocking did not 
effect the hypotheses-test outcomes shown in Table 1. 
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TABLE 2 TABLE 3 
AVERAGE PROFIT PER DECISION AVERAGE TIME PER DECISION y 
(000s) (seconds) а 
Ж Database . Database $ 
Structured} _— Inquiry Structured/ Inquiry 
Aggregate System Aggregate System 
Si oe 
296.0 (24) 317.2 (24) -3766 (24) 5118. E? x 
TABLE 4 
REPORT REQUEST BEHAVIOR 
i E Ga" 
| High Analytic Low Analytic 
a) Structured] Aggregate Reports . 
‘Average Number of Days of Historical , 22.5 ' 236 
Data Per Report Request (7) (7) Я 
' Average Number of Reports Requested 129 p 2.03 
.. Per Decision Period (17) (7) 
b) Data Inquiry System 7 < ИЮ 
Average Number of Days of Historical 425 29.3 ay 
Data Per Report Request (18) ` (6) 
Average Number of Reports Requested 6.6 7.8 
Per Decision Period (18) . | (6 
Я 5 y 
low analytics. In terms of profit, low both prefer and perform better with dis- | 
analytic subjects who used structured/ aggregated reports. High analytic sub- 
aggregate reports had the poorest per- jects performed equally well in terms оѓ. 
formance.* The inability on the part of profit with either system. 
the low analytics to “break up” the struc- High analytics who utilized the data- 
tured report to understand the impact of base inquiry system asked for 50 percent 
the individual elements would cause this ` more days of historical data per report 
result. request than their low analytic counter- 4 


Furthermore, the low analytics with 
the database inquiry system, performed 
as well as the high analytics with this 
system. This finding is consistent with 
another study [Bariff and Lusk, 1977] 
which reported that low analytic decision 
makers (as measured by the [Witkin 
et al., 1971] Group Embedded Figures 
Test) preferred disaggregated reports. 
Therefore, experimental findings .sup- 
. port the notion that low analytic subjects 




















‘parts. This result did not occur with the 


aggregate/structured report (see Table 4). 


Low analytics, when given the struc- 


tured/aggregate report, requested 50 per- 
cent more reports than their high analytic + 


* The Scheffé method [Neter and Wasserman, 1974, 
Chapiers 18 and 19] far contrasts was used to compare 
the mean profit level of low analytics using the struc- 
tured/aggregate report to the combined average of the 
three other cells (see Table 2). The level of significance ' 
was .01. 


ч 
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‘counterparts. Both groups asked for 


about 20 days of history per request, 
indicating that they understood the con- 
founding effect of overlapping decision 


` periods, as stated under the discussion of 


report acquisition behavior hypotheses 
(see Table 4). 


CONCLUDING COMMENTS 


The results of this study on a com- 
parison of the "value" and “events” 
approaches to providing accounting in- 
formaiion contribute additional evidence 
to support the findings of previous re- 
search that the'psychological type of the 
decision maker has an impact on infor- 
mation system design. These results are 
of interest both to practitioners and 
academics. 

The Sorter hypothesis in the’ oper- 


ational level inventory control/produc- ` 


tion scheduling area was examined in this 
study. For this type of relatively pro- 
grammed decision environment, the 
structured/aggregate reports (“‘value” ap- 
proach) did not lead to better profit 
performance but were preferable, in 
general, because they led to less decision- 
making time. However, the findings 
indicate that the psychological type of 
the decision maker is an important factor 
in determining what type of information 
system to provide. Structured/aggregate. 
reports are preferable for high analytic 
decision makers, and database inquiry 
systems (“‘events” approach) are prefer- 
able for low analytics. 

In addition to psychological type, the 
information provider needs to consider 
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_the decision environment as a con- 


tributing factor in the design process. 
As the environment approaches the 
programmable end of the decision con- 


'tinuum or as the uncertainty in the de- 


cision environment decreases, the “value” 


approach seems warranted. On the other. ,+- 


hand, as uncertainty about the control- « ` 


lable factors in the environment increases 
or if the decision-making process is not 
well understood, the “events” approach 
may be more suitable. These assertions 
should be tested in future research. 

The findings concerning the Sorter 
"events" hypothesis are a useful first 
step. Although the database inquiry sys- 
tem in this particular environment was 
not found to be superior overall, further 
research in this area is necessary. À full 
test of the Sorter hypothesis which 
examines the “events” approach at stra- 
tegic, tactical, and operational levels of 
the organization plus the programmed/ 
non-programmed decision continuum 
would be desirable. Another research 
area would be to examine the impact of 
different design approaches to the 
"events" theory, such as the relational 
approach suggested by Everest and 


.Weber [1977] versus the hierarchial 


approach suggested by Leiberman and 
Whinston [1975]. There have been quite 
a number of papers written in this area 
without corresponding research studies 
to evaluate the different approaches, 
which leads us to conclude that a compre- 
hensive analysis of the "value" and 
"events" theory would be a valuable 
contribution to accounting research. 


APPENDIX 1 
DATA ELEMENTS AVAILABLE IN THE DATABASE 


Demand History 

Lead Time History 

. Inventory of Raw Materials on Hand 

. Inventory of Finished Goods on Hand 
Raw Materials Ordered - 

Raw Materials Received 

Quintity of Demand Lost 

Quantity of Goods Produced 

Quantity of Back-orders Placed 

Quantity of Outstanding Back-orders 


SO оорз@ л р шю 


— 


11.,Quantity of Outstanding Orders 
12. Sales History 

. Raw Materials Carrying Costs 

. Finished Goods Carrying Costs 
15. Ordering Costs 

. Receiving Costs А 

. Profit Before Taxes 

. Production Costs 

. Back-ordering Costs 

Total Costs 
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APPENDIX 2 
Report No. 1 DEMAND History Psriops | то 20 
310 : 6. 304 11. 319 16. 311 
325 : 7. 318 12. 313 17. 331 
293 8. 330 13. 306 18. 305 
310 9. 324 14. 317 19. 313 
317 | 10. 318 15. -327 20. 336 
: APPENDIX 3 
PERIODS | TO 20 
SCREEN ! 
I. RAW MATERIALS (RM) : | 
RM Inventory—Beginning 
RM Received: . 
^t RM Orders Outstanding Beginning 0. 
+RM Ordered during Period 6,000 
—RM Orders Outstanding—Ending 1,800 
RM Available for Production 
Less RM Used in Production 
Ending’Raw Materials Inventory. 
NOTE: Average lead time was 6.44 days. 
IL FINISHED GOODS (FG) 
‚ЕС Inventory— Beginning 500 
- Production 4,960 
FG Available for Sale ~ 5,460 
Sales 5,460 
Ending Finished Goods Inventory - 0 
IH. SALES DURING PERIOD 
Back-orders-- Beginning |. 
+ Demand during Period 6,327 
Total Demand during Period 6,327 
— Back-orders—Ending 329 
— Lost Sales during Period 538 
Sales during Period 5,460 
|^ > SCREEN 2 
IV. REVENUES & COSTS ($) - р 
Sales Revenues 1,638,000 
Raw Material Carrying Costs: 611. 
Finished Goods Carrying Costs: 1,409 
‘Ordering Costs: 1,000 
Receiving Costs: 1,200 
Ráw Materials Used Costs: 421,600 
Back-ordering Costs: 480 Е 
Production Costs: 831,289 
Total Cost: 1,257,589 
Profit before Texas 380,411 

















E 


z 


Benbasat and Dexter · . 749 


D 
\ 


REFERENCES. 


— American cepe dis Association, “Report of the 1976-77 Committee on Human Information Process- 
ing" (August 1977). 
Bariff, M. L. and E. J. Lusk, "Cognitive and Personality Tests for the Design of Management Information 
A Systems," Management Science (April 1977), pp. 820-829. 
Beibusst I. and R. G. Schroeder, “Ап Experimental Investigation of Some MIS Design Variables,” 
Management Information Systems Quarterly (March 1977), pp. 37—50. 
Benbasat, I. and R. N. Taylor, “The Impact of Cognitive Styles on Information System Design," Manage- 
ment Information Systems Quarterly (June 1978), pp. 43-54... ` 
Chervany, N. L. and G. W. Dickson; *An Experimental Evaluation of Information Overload in a Produc-. 
tion Environment," Management Science (June 1974), pp. 1335-1344. 
Colantoni, C. S., R. P. Manes, and A. Whinston, “A Unified Approach to the Theory of Accounting and 
Information Systems," Тнк ACCOUNTING Review (January 1971), pp. 90-102. 
c Dermer, J. D., (19732) “Cognitive Characteristics and the Perceived Importance of Information,” THR 
~~ AccouwTING Review (July 1973), pp. 511-519. 
‚ (1973b) “Discussion of Cognitive Aspects of Annual Reports: Field Independence/Dependence,” 
Empirical Research in Accounting 1973, Supplement to the Journal of Accounting Research, pp. 203-204. 
Doktor, R. H. and W. F. Hamilton, “Cognitive Style and the Acceptance of Management Science Recom- 
mendations,” Management Science (April 1973), pp. 884-894. 
Driver, M. J. and T. J. Mock, “Human Information Processing, Decision Style Theory, and Accounting 
Information Systems," Tae ACCOUNTING REviEW (July 1975), pp. 490—508. 
Everest,.G. С. апа R. Weber, “A Relational Approach to Accounting Models,” THE ACCOUNTING REVIEW 
(April 1977), pp. 340-359. 
Haseman, W. D. and A. B. Whinston, “Design of a Multidimensional доош System,” THE Ac- 
M COUNTING Review (January 1976), pp. 65-79. 
Huysmans, J. H. B. M., "The Effectiveness of Cognitive-Style Constraint in Implementing Operations 
Research Proposals," Management Science (September 1970), pp. 92-104. 
Johnson, O., “Toward an Events Theory of Accounting, ” THE ACCOUNTING REVIEW (October 1970), 
we pp. 641-653. 
Lieberman, A. Z. and A. B. Whinston, “A Structuring of an Events- Accounting Information System,” 
THE ACCOUNTING Review (April 1975); pp. 246-258. 
Lusk, E. J., (1973a) Cognitive Aspects of Annual Reports: Field Independence/Dependence," Empirical 
Research in Accounting 1973, Supplement to the Journal of Accounting Research, pp. 191-202. 
, (1973b) “А Reply," Empirical Research in Accounting 1973, Supplement to the Journal of Ac- 
counting Research, pp. 215-224. 
Mason, R. O. and I. I. Mitroff, *A Program for Research on Management Information Systems," Man- 
agement Science (January 1973), pp. 475-487: 
Mock, T. J., T. L. Estrin, and M. A. Vasarhelyi, "Learning Patterns, Decision Approach, and Value of 
Information," The Journal of Accounting Research (Spring 1972), pp. 129-153. 
Neter, J. and W. Wasserman, Applied Linear Statistical Models, R. D. Irwin, Inc. (1974). 
Nie, N. H., C. H. Hull, J. G. Jenkins, K. Steinbrenner, and D. H. Bent, Statistical Package for the Social 
Sciences, McGraw-Hill Book Co., Second Edition (1975), | 
Sorter, G. H., “Ар Events Approach to Basic Accounting Theory,” THE ACCOUNTING REVIEW (January 
t 1969), pp. 12-19. | 
Vasarhelyi, М. A., “Man-Machine Planning ‘Systems: A Cognitive Style. Examination of Interactive 
Decision Making, ” Journal of Accounting Research (Spring 1977), pp. 138—153. 
Witkin, H. A., R. G. Dyk, H. F. Patterson, D. R. Goodenough, and S. A. Karp, Psychological Differentia-: 
tion, John Wiley and Sons, Inc. (1962). 
‚Р. К. Oltman, E. Raskin, and $. A. Karp, A Manual For The Embedded Figures Test, Consulting 
-%- Psychologists’ Press, Inc. (1971). . 
, D. К. Goodenough, and S. A. Karp, “Stability of Cognitive Style from Childhood to Young 
Adulthood, ? Journal of Personality and Social Psychology, Vol. 7, No. 3, Part 1 DE 1967), 
pp. 291-300. ` 














THE ACCOUNTING REVIEW 
Vol. LIV, No. 4 
October 1979 


, Owners Equity, The Anachronistic 


Element | 


"d Richard A. Scot 


ABSTRACT: An exposition of the principles of division, nomenclature, and definition i is 
undertaken, as synthesized from other disciplines such as logic, biology and social. 


science. Applying these principles to the credit side of a balance sheet it becomes clear ^ 


that the existing basis of classification for the credit side and its coordinate subdivisions 


is deficient. The concept of equity does not provide a basis for articulating categories that 


are exhaustive and mutually exclusive. The rationale explaining these categories is con- 
-tradictory, internally inconsistent and invalid: A proposal is made for a new basis of 
classification. It is based upon a pervasive characteristic possessed by all items on the 
credit ‘side of a balance sheet; they represent sources of capital invested in recorded 
assets. Sources of capital are in turn, demarcated into transitory and standing sources. 


NE of the most deep-seated and 
O incontrovertible concepts em- 

braced by accounting theory is 
that of *owners' equity." It is a concept 
that seems to be held universally, there 
being little attention directed specifically 
to its critical evaluation in the accounting 
literature. The FASB Conceptual Frame- 
work Discussion Memorandum [1976, 
` par. 187-191] presents thè element of 


- be met. by this process are stated as 


principles of division, nomenclature, and 


: definition. The concept of equity, and 


owners’ equity in a way that makes it 


appear closed to: discussion from the 
outset, except for how it is affected by 


income determination. Elsewhere in the . 
literature, the concept is also generally ” 


accepted as a truism. Owners’ equity is a 
subset of the extant classification system 


employed in accounting. It is not, how-: 


ever, a part of the only conceivable basis 

for classification and so its validity, as 

well as that of the system of which it is a 
‘subset, ought to be scrutinized and 
evaluated. 

. In the sections that follow, an analysis 
“of the process of constructing and em- 
,ploying classification systems will be 
undertaken. The conditions that should 


`- Richard A. Scott i is Associate Professor 
of Accounting, McIntire School of Com- -.. 
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particularly owners’ equity, is then ex- 
amined in light of the tenets of classifica- 
tion and typology theory. ` Finally, a 


Pe 


y 


proposal i is offered for a different classifi- 
cation scheme. ; 


CLASSIFICATION AND CATEGORIES `! ` 


Even though the process of classifi- 


cation and the use of categories is per- · 


vasive in accounting, there has been-less 


effort devoted to their systematic analysis . 
and theoretical rationalization than in ` 


many other disciplines; An- abundant 
literature on this topic exists in anthro- 
pology [Washburn, 1963], biology 
[Blackwelder, 
and the. -social 


merce, University of Virginia. 
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1967; Simpson, 1967], . 
' . logic [Searles, 1968], 


"y= 


Scott 


sciences [Hempel], 1963]. There are theo- - 


ries and principles apropos to accounting 
that can be borrowed to its айап 
A synthesis follows. 

The subjects with which we work snd 
that are to be classified are discrete, 
objective events or units. They are known 


as transactions in accounting and speci- 


mens in the natural sciences. Each object 
that is a candidate for classification is 
unique; in a sense, every single object is 
somehow different from every other. 
Were there no facets of objects that cor- 
respond to those of other objects, classifi- 
cation would not be possible. It-is the 
correspondence of some feature, attri- 
bute, or property between objects that 
permits grouping and makes possible the 
ensuing generalizations of description 
and prediction. An objective of descrip- 
tion is to indicate the relationship, by 
kind and degree, between groups or 
classes. That, in turn, implies the creation 
of at least two, and. possibly several 
coordinate categories, each forming an 
enclosure for objects with a correspon- 


. dent attribute. The attribute that demar- 
. cates and distinguishes one coordinate 


category from another is known as its 
differentia. Thus, a particular attribute 
serves both to unite some objects as well 


-as to segregate those allied objects from 


other congregations. 
If all objects were strictly viewed as 
being unique, it would be difficult to 


‘attach significance to their observation 


or measurement. They take on far more 
significance when comprehended as the 
constituency of a population that is 
related by some common feature and 
identified as belonging to a category. 
Because of the multiplicity of character- 
istics possessed by objects, it is possible 
to divide a population into subsets based 
upon a commonality of still other char- 
acteristics and for which lower-order 
categories are then created. This is ac- 
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complished by specifying additional at- 
tributes to that which initially established 
the higher-order category. A lower- 
order category, therefore, is based upon 
and implies population members that 
possess both a correspondent attribute 
that makes them part of the higher- 
order population, and a differentia attri- 
bute that distinguishes them from those, 


‘members in the other lower-order cate- 


gory. 

A hierarchic system of categories is 
formed by expanding the number of 
specified, identifying characteristics that 
a population to be classified must possess. 
The more extensive the specification of 
characteristics, the narrower in scope a 
category becomes and the more exact- 
ingly described is its member population. 
And so descriptive power is enhanced. 
At one extreme, each object could be 
classified in a category based on all of its 
characteristics. One category for every 
single object would result, providing in- 
formation virtually devoid of its power 
of generalization. At the other extreme, 
were only a single category established 
for all objects, it would be so lacking in 
its power of specificity as to be virtually 
devoid of informational value. , 

Exactly what constitutes an optimum 
number of categories, and how are the 
characteristics selected that will serve to 
distinguish population members? The 
selection. of distinguishing attributes 
hinges on how the information is to be 
employed. Any one of a number of dif- 
ferent attributes possessed by an object 
may be chosen to serve in some special 
inquiry. Soil possesses a pH factor that is 
of importance to a farmer, a mineral 
content that is of importance to a metal- 
lurgist, and a weight-bearing capacity 
thatis of importance to an architect. User 
needs and interests determine which 
characteristic or attribute of an object is. 
to be identified. Similarly, the number of 
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categories in a system is a function of the 
nature and objective of the activity that 
brought about observation of classifiable 
objects in the first place, subject to the 
requirements of systematic fruitfulness 
and parsimony. Categories will be fruitful 
if they facilitate sound descriptive gen- 
eralization and serve well in the process 


of prediction. The fewest meaningful or - 


significant major categories possible 
should be created to cover the greatest 
number of observations if the mandate 
for parsimony is to be fulfilled. The 
structure of a classification system is not 
‚ inviolable, however. Change can create 
the need for a different system or basis of 
classification; change in the form of new 
knowledge, differing circumstances, phy- 
logeny of population members, etc. 
Certain principles apply to cafegoriza- 
tion in addition to those of systematic 
fruitfulness and parsimony: 


1. Categories must be exhaustive, or - 


comprehensive. Each and every 
member of a population can be 
classified in one of the categories 
that have been established. All of 
the sub-categories add to the total 
of the next highest order of class. 
Ideally, then, there ought to be no 
objects left over, or incapable of 
being classified. 

. 2. Each object ought to be classified in 

only one category. Coordinate cate- 

gories should be mutually exclusive. 


3. A coordinate category should be: 


differentiated on the basis of a single 
characteristic, or fundamentum divi- 
sionis. The basis of division should 
be explicitly stated and of central 
importance to the purposes of the 
activity. 


Аз an example, biologists have devised | 


a classification system for the animal 
kingdom [Collingwood, 1965, p. 30]. The 
principal-category exhaustively includes 


' tion, 
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all animals and will not include any vege- 
tables or minerals. Articulating sub- 
categories (subphylum) further .divide 
certain animal members in accordance 
with whether they have a spinal column 
into vertebrates (with backbone) and 
invertebrates (without backbone). 


NOMENCLATURE AND DEFINITION _ 


A concomitant aspect of division, or 
category creation, is their designation 
with appropriate nomenclature. There 


are certain principles that apply to no- € " 


menclature and the definition of terms, 
or titles used in classification systems. 
Clearly a category must have an appela- 
tion, or descriptive label for identifica- 
differentiation, and analytical 
purposes. These designative titles, or 
terms, have semantic implications that 
are important to accounting theory. In 
addition, the designative terms used to 
label categories must be defined as a 
corollary aspect of a classification system. 

Let us examine the requirements for 
category titles and title definitions in that 
order. 

Linguistic rules require that terms have 
the same meaning for both parties, 
sender and receiver, and that they operate 
as a referent to the thing or concept being 
portrayed by a category. In other words, 
ideally, the content of a category ought 
to be unambiguously revealed to the 
message participants by its title. Class 
terms and common nouns (e.g., man, 
horse, accounts payable) have two types 
of meaning: connotative and denotative. 
The denotation of a term is all of the 
specific objects, class members, or'actual 
things to which the term applies and the 


class of these cbjects constitutes its ex- . 


tension. For example, ‘owners’ equity” 
denotes all members of the class: capital 
stock, additional-paid-in-capital, and re- 
tained earnings. These members in turn 
constitute an extension.of the term 


K 


^ 


Y 


em 
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"owners! equity." The denotative ca- 
pacity of a term relates to the principle 
of classification requiring that all cate- 
gories should be exhaustive. 

A term also has a connotative value. It 
captures and identifies that set of essential 
characteristics or attributes that hold for 
all the members of a class. These essen- 
tial, defining characteristics are a term's 
intensional meaning. Because terms or 
titles have this trait, category labels can 
be expected to refer to the characteristics 


. that are the basis for correspondence and 


` differentia of member populations. It 


appears reasonable to ask that category 
titles employed in accounting be con- 
sistent with their class or population by 


expressing the distinguishing attributes . 
‘of the class and exhaustively extend to 


all of its members. 

· A category label, despite its connota- 
tive and denotative meanings, should be 
explicitly defined. Definition of the desig- 
nation given to a category ought to com- 
ply with rules of definition. These rules 
are outlined by Searles [1968, pp. 47-49]: 


I. It should state the essential attri- 


butes or, characteristics (corre- ^ 


spondent and differentia) of the 
population that is to be classified in 
the category. 


2. It should be exactly equivalent to 


- the class of objects being defined: 
neither too broad nor too narrow. 

3. It should not contain the name or 
label of the category being defined. 

4. It should not be negative when it 
can be affirmative. 

5. It should not be expressed in am- 
biguous, obscure, or figurative lan- 
guage. - wo uo 
ACCOUNTING CLASSIFICATION 

' Classification in accounting can be 
readily observed in: (a) data collection, 
(b) account posting, and (c) financial 
statement preparation. Classification and 
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the use of categories takes place at other 
levels and in other accounting activities, 
but those just enumerated are particular- 
ly relevant to our discussion. - 

Data collection involves two concur- 
rent aspects: observation of a unit to 
identify its distinguishing attribute for 
purposes of categorization, and, sec- 
ondly, measurement of the magnitude of 
that attribute. It is useful in analysis to 
maintain a conceptual distinction be- 
tween the two phases of attribute identifi- 
cation and attribute measurement that 
take place in accounting data collection. 
For example, a problem of measurement 
may exist even though a "correct" 
attribute has been identified, and, con- 
versely, a measurement may be “correct” 
but the attribute identified is inappropri- 
ate. In both cases, the outcome is flawed; 
the explanation for the imperfect out- 
come, however, is quite different. 

Summarization of data takes place and 
is eventually recorded in accounts, which 
are themselves categories. Accounts are 
then employed—as is, or upon further 
aggregation with other similar accounts 
—to construct financial statements. Fi- 
nancial statements can also be conceived 
as sets of categories with each statement 
containing its own compartments such 
as assets, owners’ equity, operating ex- 
penses, etc. It is financial statement cate- 
gories, and in particular the credit side . 
of a balance sheet, that are the subject of 
what follows. : 

The categories of “‘owners’ equity," 
“liabilities,” and their sum, the balance 
sheet credit side—a category in itself— 
will be made subject to the principles of 
division (categories), nomenclature, and 
definition discussed earlier and evaluated 
accordingly. The law has been a signifi- 
cant influence in the evolution of account- 
ing, especially for owners' equity. This 


. analysis proceeds with an awareness of 
. the role of law but also recognizes the 
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desirability of evaluation according to` 


precepts of theoretical propriety. Ac- 
counting theory and practice already 


reflect departures from strictly legal ` 
considerations, as, for example, in the . 


case of consolidated financial statements, 
the recording of executory contracts such 
as capital leases, and the realization of 
revenue prior to or after the passage of 
title (precious metals; cash receipts basis). 
Nor would it seem a reasonable proposi- 
tion. that- because of law, theoretical 
inquiry should either cease or remain 
within limits iniposed on the accounting 
discipline by legal prescriptions. 


` THE BALANCE SHEET CREDIT SIDE 


‚ A balance sheet is demarcated into a ` 


debit side where assets and contra assets 


are classified, and a credit side where ' 


other real accounts are classified. The 
discriminate segregation of items into one 
side or another, and the dollar equality of 
the two sides, establish-the idea that these 
are categories. As a category, the bal- 
ance sheet credit side is subject to the 
principles of division, nomenclature, and 
‘definition: The credit side itself is divided 
into sub-categories which are also subject 
to the same principles. Furthermore, 
' because measurement aggregations as 
well as attribute groupings are involved, 
it should be expected that the attributes 
are not only capáble of being measured 


‘but that the measurements have some 


logical association with assets. 
It is fairly common, in practice as well 
as in the literature, to observe the credit 


_ Side of a balance sheet. without a label . 


identifying what this category is. "Lia- 
bilities and Owners’ Equity" does ‘not 
identify the credit side itself, only its two 
‘major sub-categories. The sub-category 


titles do not make it clear which is the ` 


'-correspondent attribute and which the 
differentia. Paton [1922, С.`2, 3, and 4] 


recognized these requirements and identi-. 
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fied the credit side as “equities” (the 


correspondent attribute). He also called 
attention [p. 54n] to a practice of the day 
which was to denominate the entire 
credit side of a. balance sheet as .“‘liabili- 
ties.” In the absence of consistent, wide- 
ud ‘use of a category title, we could 
look to definitions or explanations of 
what the balance sheet credit side repre- 
sents. However, a more efficient mode of 
analysis can be undertaken by drawing 
on some of the ideas developed earlier. 


yu n 


The two major sub-categories, liabili- ©” 


ties and owners' equity, ought to be based 
: upon a single characteristic or attribute 


which they. share in common, because 
they are subordinate components of the 
principal category, the balance sheet 
credit side. That correspondent charac- 
teristic should be the fundamentum divi- 
sionis that is possessed’ by all members. 
In addition, the two major sub-categories 


- should be demarcated by differentia— 


attributes exclusive to the populations of 
each. The connotative meaning of each 
category's title should indicate its dif- 
ferentia and correspondent characteris-, 
.tics and can serve as a point of departure. 


In short, by analyzing the sub-categories ` 


-of liabilities and owners’. equity and 
evaluating them with the standards for 
division, nomenclature, and definition, 
we cah simultaneously draw conclusions 
regarding the balance sheet credit side 
category. | 
^ . Owners’ EQUITY 

In the literature of accounting, owners' 
equity is usually described as being a 
representation of owner rights or claims. 
It is also viewed as a residual interest 


-[FASB, 1976, par. 187; AICPA, 1970, 


> 


_ par. 132], the “residual” being а result of 


© regarding it as a difference between the 
categories "assets" and “liabilities.” An 
"interest" is a legal share, a right or a 
claim. The balance sheet credit side has 


m 
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also been described [AAA, 1957, p. 7] as 
being made up of creditor equities (inter- 
ests, claims) and shareholder equities 
(interests, residual claims) in the same 
way as Paton had described it [1922, p. 
53]. We-can explore the validity of 
“equity” as the.attribute jointly pos- 
sessed by all members classified in -the 


balance sheet credit side, and owner. 


versus creditor as designations of the 


attributes that serve to demarcate that, 


side into its two major divisions. 

Claims and rights are essentially 
equivalents, both being legal concepts. 
Black [1957, p. 313] describes a claim as 
being “legal capability to require a posi- 
tive or negative act of another person." 
Kohler [1963, p. 86] defines "claim". asa 
demand under law. He also equates claim 


with equity, which in turn is defined by 


him as a right or claim to assets. If own- 
ers’ equity is equivalent to the rights or 
claims of owners, then those rights 
should not only be subject to quantifica- 
tion but they should also be linked with 
assets both in amount and through logi- 
cal association. These requirements 
would seem to be implied by the fact that 
a variety of individual “‘owners’ equity" 
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accounts are created and the magnitude 
of each is measured, throughout which 
accountants purposively and .pains- 
takingly maintain а balance between 
assets and “equities.” As a case in point 
the rights of shareholders will be ex- 
amined, although’ by the time this paper 
is finished, it will be apparent that the 
conclusions drawn’ extend to- all legal 
forms of business ownership. . 

The rights of shareholders. have been 
enumerated (see Figure 1) by Dewing 
[1953] and grouped accordingly as rights 
to management, rights to the corporate 


' property, and rights to pass on changes 


in the original contract. Rights to pass on 
changes in the original contract (C), and 
to management (A) are neither reducible 
to quantitative values in any objective 
way, nor are they logically correlated 
with assets in a manner that would 
justify a proposition such.as the basic 
accounting equation. For example, one 


would be hard-pressed to ‘substantiate 


that “X” number of dollars in share- 
holders’ equity is a.measure of the right 


_to demand financial statements, to elect 


directors, or to pass on changes in the 


bylaws or charter. Furthermore, as a 


FIGURE 1 
SHAREHOLDER RIGHTS: 


4 


A. Rights to Management \ 
` 1. To elect directors. (Certain state statutes also vest in the shareholders the right to lect certain officers.) 
2. To inspect certain books—and in most jurisdictions, to demand financial statements. 
3. To approve or disapprove of certain extraordinary transactions, such as the sale or mortgage of important cor- 


ж. 


porate property. 


4. To review, in general, the fiduciary action of directors bya plenary power of řernoval or action in equity for abuse 


of the discretionary power of the directors. 
B. Rights to the Corporate Property 


к” 


. 1. To receive dividends when, as and if declared by the directors: \ 
2. To receive a proportionate share of the corporate ош Ыы the =e is wound up, or its property 


sold or exchanged. 
C. Rights to Pass on Changes of the Original Contract ` 


1. To pass on changes in the purposes for which the corporation was organized. 


. 2. To pass on changes in the charter. . 
3. To pass on changes in the bylaws. 


4. To subscribe to all subsequent issues of stock, subject to restrictions by state statutes or the provisions of cor- 


porate charter. 


. Source: Dewing [1953, p. 106]. 
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' practical matter, the value of most of 


these rights is questionable. Of the rights . 


to management, all but the election of 
directors are seldom exercised, and the 
'election of directors is of dubious signifi- 
cance. Voting is for a single slate of direc- 
. tors that is submitted by a nominating 
committee often dominated by the direc- 
tors themselves, a number.of whom may 
be members of executive management. 


The vote is either for or against, is seldom - 
'cumulative, and is frequently exercised ' 


. by proxy. Changes in the original con- 
tract are uncommon. The scope of allow- 
able. corporate activities is ordinarily 
stated in broad terms to provide for 
change or expansion without shareholder 
consent. Many capital stock issues do not 


contain a preemptive right (C4), and 


even. when present it often has been 
voluntarily surrendered. 

Nor is shareholders' equity an expres- 
sion and valuatiori of rights to corporate 
property (B). The right to dividends is not 


classified as shareholders’ equity. Once a . 


dividend is declared, it is a terminable 
obligation of the firm, and is classified as 


a liability. The right to share in liquidat- ` 


ing proceeds from sale of the firm's 
' assets after settlement of all liabilities, is 

contrary to an assumption of the going 
concern as expressed in the postulate of 
' continuity [Moonitz, 1961; pp. 38741]. 
` It would be incongruous to report on a 
right which, it is assumed, will not be 
exercised. Even where exercise is the 
intention, valuation of such a right 
certainly would.not be based on acquisi- 
tion costs of assets, but rathér on liquida- 
tion values. Obviously, no attempt is 
being made to measure this possibility 


in contemporary general-purpose finan- . 


. cial statements. 

An additional right absent from Dew- 
ing's 15115 the legal right of a shareholder 
to take his certificate and transfer it at 
his pléasure. This right is an abstraction 
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which is perhaps reducible to valuation 


by reference to current market values for 
the shares, but market values are equal to 
book values only.by sheer coincidence. It 
is doubtful in any case that the market 
price of shares would relate solely to this 


single right. 


The idea that the shareholders" equity 
category and its associated valuation is a 
representation of shareholder rights has 
no substance. Rights are either abstrac- 
tions that defy objective valuation, or are 
valued only by reference to amounts 


' obtainable on liquidation, or in the 


market transfer of: shares. The latter 
valuations are either contradictory to the 


x 


basis of valuation fora going concern, or - 


are irrelevant to accounting for the en- 
tity. Lastly, rights and claims are invoked 
by shareholders when they turn to the 


courts for redress. That is an occurrence · 


that is neither in keeping with the usual, 
expected course of events, nor is it conso- 
nant with assumptions of enterprise 
continuity. 

Equity has an additional connotation 
to that of rights or claims. It is also held 
by Black [1957, p. 634] to be the amount 
or value of a property above the total 


liens or charges." Itisa concept of wealth . 


which is commonly used in conjunction 
with real property ownership [Boykin, 
1975, p. 49], or life insurance policies 
[Levy, 1968, p. 180]. In both cases, refer- 
ence is made to the current amount of 


resources that could be obtained upon: 


liquidation of those assets. When applied 
to corporate shareholders, the concept of 


residual wealth can be interpreted in 
' different ways. One might base such a 


measure on either the market value of 
outstanding shares or the liquidation 
value of net assets. Quite obviously, 
neither of the two possibilities is germane 


to the issue at hand since the former is 


irrelevant to measurements about the 
corporate accounting entity and the 


H 
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latter is a conteidiclioa of the edis 


= concern assumption. 


. counted present value of all future net . 


. Thereis a third concept of the residual 
wealth of shareholders. In theory, if the 
net assets of an entity reflected the dis- 


cash flows, owners' equity would repre- 
sent the shareholders’ residual wealth. 
However, the historical cost model and 


: current cost models are based upon 


“y 


9 


ҹ 


entry price valuations of net assets. The 
discounted present value of future cash 
flows is an exit price basis of valuation. 
Conceptually the two are different, and 
consequently it would be theoretically 
incorrect to contend that an entry price 
valuation model will generally reflect 
shareholder residual wealth, Further- 
` more, the discounted present value. of 
future cash flows from recorded net 
assets will not equal the same sort of 
measure of present value for the entire 
entity. And finally, it is generally con- 
ceded that a present value model of the 


firm is not yet capable of being imple- ` 


mented. It is apparent that shareholders’ 
residual wealth is not portrayed in the 


‚ traditional balance sheet. There are addi- 


* 


tional flaws in the received rationale 


attending owners’ equity that have to do. 


with it as.a category within a system of 
categories. They will be discussed in the 
next section, where "liabilities" will be 
analyzed. | 


ТИЙЕ 


We are immediately confronted with a 
question: Is this category "creditor equi- 


ties" or “owner liabilities?" The title is. 


ambiguous; it does not clearly indicate 
the essential attributes of the population 
(correspondent and differentia), and it is 
not equivalent to the class of objects 
being classified, .as we will soon see. 
Moonitz [1960] called attention to the 


disparity between a legal definition of. 


liability and what was implied by. ac- 
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counting practice. Although he did not 
suggest that the category label be 
changed, it is apparent that the meaning 
he attached to the title is not confined by 
law but instead is an economic concept 
concerned with commitments (‘‘obliga- 
tions") to future resource outflows. 
The meaning of liability in the law is 


‚ either very broad and general, or quite 


specific, being tantamount to debt. The 
former interpretation—an obligation to 
do, pay, or make something good—goes 


beyond the boundaries of accounting and 


economic affairs. The notion of debt, in 
turn, is too restrictive to explain the 
variety of balances that are classified as 
liabilities but are not unconditional 
promises to pay a fixed or determinable 
sum at a specified time, including interest. 
Persistent efforts to describe this category 


-as liabilities, which is basically a legal 


concept, have led to conflicts in the past 
that were very difficult to resolve and 
which raised questions about the ‘‘fruit- 


fulness" of such a category. For example, 


the recording of executory contracts such 
as capital leases and unfunded pension 
cost liabilities was resisted on the ground 
that they were not liabilities or “legal 
debt." But they were commitments taken 
on by the firm that would call for re- 
sources in the future, and that, in the final 
analysis, was a more important and 
relevant consideration than legal status. 
Rather than holding out this category as 
a representation of liabilities, can it be 
held to be creditor equities? If so, it 
would corroborate the proposition that 
the credit side of a balance sheet repre- 
sents claims or rights, 

It is difficult to conceive of creditors 
having.any claims or rights with respect 
to the debtor firm other than those 
afforded by the courts. Legal rights are 
those which give the creditor an ability 
to demand that the terms of a contract be 


. fulfilled, or to receive indemnification for 


. + 
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damages suffered because of non-per- 


formance. However, in the usual course: 
of events, especially when operating un- : 


- der the assumption of a goihg-concern, 
a firm will virtually always discharge its 
. obligations without creditors having to 

‘invoke their legal rights. It would seem 
-“teasonable to believe that financial state- 
‘ments purport to communicate some- 
thing more than that which ‘is highly 
unlikely to occur. | 

In addition, the notion of rights or 
claims has returned us full-circle to a 
legal basis for classification essentially 


' equivalent to “liability.” We have already ` 


pointed out that financial statements 
customarily include accounts such as 
capital lease contracts payable and un- 
funded pension costs payable, which are 
` not rights, claims, or legal liabilities. The 
.same is true of estimated warranty costs, 
deferred profit on .certain installment: 
sales, and deferred investment tax cred- 
its, among others. A principle of logic 
stipulated by Werkmeister [1968, p. 168] 
states that, “what is true universally, i.e. 
' what is true of each and every member of 
a.given class, is true of any given member 
of that class." This condition is also cited 


as a necessary property of a rational. 


classification: system by an American 
Accounting Association: committee 
[1977, p. 77]. It is illogical to contend 
' that all species in a category, such as’ 
claims, are claims, when in fact some are 
not. It is not only the category label that 
is. deficient—be it liabilities, claims, 
rights, or equities—the category itself 
fails the criterion of being exhaustive. 

: The category also suffers from another 
‘shortcoming. Lazarsfeld and Barton 
[1951, p. 157] explain that, “а an articu- 
Jated set of categories those on.each step 
. must be exhaustive and mutually exclu- 
^ sive.” Because owners’ equity and liabili- 
ties are coordinate categories, this re- 


quirement pertains to both with equal 
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. force. A cursory examination of balance 
sheets is sufficient to reveal items, seem- . 


ingly adrift in a “no-man’s land" between 
liabilities and owners’ equity, such- as 
Minority Interest, 
Taxes, and Deferred Investment-Tax 
Credits. Is the Excess of Unallocated 


: Book Value Over Cost arising out of a 
: bargain purchase business combination 


a liability or an element of owners’ 
equity? Although accountants are dis- 
posed to claim that they are concerned 
more with economic substance than 
legal form, it is likely that a bond in 
perpetuity would be classified as'a lia- 
bility. By the same token, convertible 
debentures with underlying shares whose 
market price has risen well beyond their 
conversion price threshold would remain 
in the liabilities category along with 
other terminable obligations, and pre- 


ferred shares with a mandatory retiré- - 
ment provision would: be excluded be- . 


cause they are legally members of the 


. “ownership equity" group. Distinctions . 
such as these do not rest on substantive. 


differences but rather on legal technicali- 
ties which inordinately stretch the bound- 


aries of common sense. In large measure, . 


this shortcoming is a fault of a classifica- 
tion system based on equities and liabili- 
ties, categories which are not exhaustive 
and not mutually exclusive. 


| A RECOUNTING | 

From the preceding analysis of the 
balance sheet credit side and its major 
sub-divisions, the TEE conclusions 
can be drawn: 


l. The attributes presumed to charac- 
terize.the categories in question are 
legal qualities. It is very question- 

- able that in the course of observing 
transactions an analysis is made of 
whether a change has occurred in 

` the asserted legal rights of share- 
holders: rights to manage; rights to 


Deferred Income - 


X 


Ue 


Ф) 


& 
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pass on changes in the original con- 
tract, or; rights to corporate prop- 
erty upon liquidation. It is dubious 
that accounts, or the categories of 
which they area part, could portray 
qualities such as these. — 

2. Legal qualities (attributes) are- ab- 
stractions that do not lend them- 


‘selves to measurement in dollar. 


terms. - 


3. There are members Беш classified - 


that cannot be explained as possess- 
ing the attribute of “equity of credi- 
tors" (e.g., warranty cost, certain 
executory contracts). Therefore, the 


category being identified by the title · 
is not exhaustive, and the title itself 


. - fails in denotating class members. ` 


4. The categories of liabilities and - 


owners’ equity are neither exhaus- 
tive nor mutually exclusive. Balance 
sheets are readily observable which 

. contain credit side members that are 
not in either category (e.g., deferred 
credits, minority interest) or that are 
factitiously classified (e.g., preferred 
stock with mandatory retirement 
provision, convertible bonds with 
prices that make conversion almost 
inevitable). 

5. A representation of equities would 
be irrelevant to the accounting 
entity as a going concern since legal 
claims and rights are not resorted to 
under normal eircumstances. Fur- 
thermore, even if that were what 

. was being presented, the basis of 
valuation would logically be some 
form of liquidation price, not entry 
prices. 


Principally because of these reasons, 
it is concluded that owners' equity and 
liabilities (and equities in total) are not 
valid bases of classification. An alterna- 


tive basis will now be proposed. 


759 
A DIFFERENT CLASSIFICATION BASIS . 


Several writers [Marple, 1962, pp. 
57-60; Goldberg, 1965, p. 171] have 
posited that a balance sheet can be viewed 
as a reflection of economic resources or 
capital (intangible as well as tangible) and 
the sources of capital: The balance sheet 


‚ is not only a financial statement. but a 


category as well. It is a category whose 
correspondent characteristic is resources, 
with subdivisions that reflect the compo- 
sition (debit side) and sources of capital 
(credit side). Paton [1922, pp. 44, 76] 
referred to equities as "sources of funds” 
and “investments.” Only assets that 
accountants аге able:to record are com- 
prehended by the term “economic re- 


Sources." The entry process that. takes 


place when assets are initially acquired 
identifies the asset and its source. Subse- 
quent events and decisions may bring 
about substitutions and shifts in both the 
composition of assets as well the sources 
of capital, but the basic nature of neither 


‘is thereby altered. 


It is understood, therefore, that the 
sources of capital presented on a balance 
sheet are not necessarily the’ original 
providers of capital to the firm. Capital 
obtained originally from customers or 
creditors for example, may be committed 
for conveyance to the government or 
employees. Although the latter parties 
did not supply the capital originally, we 
may attribute to their willingness to 
forego immediate collection, credit for 


„the firm holding more in assets than 


would otherwise be the case. There is no 
intention to purport that all of the various 
sources: are either original suppliers or 
original creators of capital. The entity 
has assets (capital) because sources have 
furnished them directly, or suspended 
temporarily their prerogative to with- 
draw them. Nor is it intended to suggest 
that the specific assets presented on a 
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“balance sheet came. from’ any а 


- source, or even from these reported: , 
“sources for that matter. For example, a 


" specific asset may-have been secured with.. | 


‘proceeds from sale of another asset. . 


5 "Sources of capital" is a. lassificatioii - | 


` basis for the credit side of a: ‘balance sheet ` 
"that is rational, consistent,’ exhaustive, 


^: and which clearly identifies the common: 


"characteristic - shared ` by. vall.. included 
'. accounts. Fürthermore;. it is ‘linked“with. ` 


- assets (capital) both in amount. and. . 


through logical-association: Note, "also, 
that this. basis..of classification ‘relates. . 


directly to Ше entity. unlike ‘owners’. 
: equity" which incongruously attempts to. 


"make а. representation about. another; 
~ outside entity (shareholders). ‘How it may. 
‚ be divided into mutually exclusive. cate- 

. gories will be demonstrated shortly. 
Many ‘accounts: are evident and. self- . 
explanatoty sources of capital. This is 


- apparent in the case of trade credit, notes; N 


bonds, mortgages, lease contracts; cus- 
‘tomer deposits, donations, capital stock, .. 

and retained earnings. Others are not and. 
therefore call for some further explana-. 
- tion, At. first glance dividends payable ` 
;. may not appear to be a source of capital. 


because they are born out of à declaration `. 

. bythe Board of Directors. If we rephrase- 
the wording. of the account ‘to. “profits - 
awaiting. distribution -to shareholders,” : 
` Ше source of capital-becomes clearly evi- -` 
‘dent. Estimated product warranty costs ^ 


arise when product sales are recorded , 


, and it is recognized that there will.be a. ` 

" fütüre-use of resources to carry out repair i c 

_ Services. In setting product price, a factor ` ^ ` 
. is taken into consideration to provide for. 


"repair services: so that revenues are, ій 
‚рай, resources obtained'in advance from 
* customers for: fulfillment ОЁ warranty. . 


“contracts. ‘Therefore, the presence of a : 


Warranty sold in conjunction with a prod- ` 
uct results in capital being obtained Бу... 


> théfirm. Similarly, because income taxes’ 


. economical collection’ and payment”. of: , 


am 
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are TM on to customers, taxés payable e d 
сап also beidentified with that source.’ | t^ 
: Accrued liabilities and employee with- ` <- 
. holdings have been labeled by Hunt et | з c 
> 1971, рр: 203-8]. as "spontaneous," о S RU 
"'self:generating "sources of credit. These M d 
'- liabilities: would call-for immediate pay- ..: 
- ment. were. it not for institutionalized |... 
' procedures, established for the sake of- '- " 


‘obligations: In theory, payment of taxes, <<", 
salaries; interest, and fees: соша Ње re- . ;2,.: 
= quired daily instead of at longer intervals. “< ' 
: -The “expense ‘and effort necessary to’. >: 
+- Accomplish’ this ‘kind of arrangement с ^ 
* would: be. inordinate.- Consequently, the. 
: designated recipients of these resources, -` 
by leaving them with the: firm pending: 
payment аге; in`essenċe, sources of capi- . .. 
tal. The reasoning underlying a liability ^.^ 
. for an'adverse-legal:;judgment is, corre- -` f." 
© spondingly based-upon the court's. defer- te 
ence in.collecting the decreed amount. ^. | 
How all accounts оп the credit side of m 
<a balance sheet ate alike has been ex-: | 
Gu ;This uod) can.now be de- > оз 
: D of Capital: A designation accorded | ЯТ 
эф credit side of a balance sheet. It'is a - ©; 
category that: portrays. the entity’s acquisition 
of capital i in past. transactions which is how 





' ;invested' or held in various asset formes and І 


; the magnitude thereof, . 


"We may now inquire into Bow. some ^. 
accounts: are different from ` ‘others’ in 
^ orderto move on to anew set of mutually eat: 
сие i ee 210 


А New Division. кы Br 
Of ds Several characteristics that’ are EOM: 

‚ possessed by different sources of: capital, · 

; the oné which seems to, be of. paramiount ES 

. interest to ‘financial statement. users is > ' 

whether or riot, as the firm now views it; 


7 they will be settled by conveying assets. 


The conveyance of. assets is a critical 


А event. ошаш it will be шш | E | 


r 
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in the form of cash, and so provision 
must be made for an appropriate altera- 
tion in the composition of assets. Then 
assets have to be obtained to replace . 


- those liquidated and disbursed, or a con- 


` traction of operating levels must take 


: place. This theme is keynoted in the . 


Ég 


FASB Statement of Concepts on objec- 
tives of financial reporting [1978, par. 
37]. The extent to which sources of 
capital are transitory or not is relevant to 
many users of financial information. 
Some sources are transitory while others 
are. not, in the sense that an entity has 
recognized and made commitments! to 


_a future outflow of resources as a conse- 


quence of past events or transactions. 
Fundamentally, in reporting liabilities 
an entity is recognizing that a critical, 
interrelated series of asset transforma- 
tions, cash flows, and refinancing-rein- 
vestment activities will have to take place 
which requires. careful balancing and. 
timing. At the heart of these cyclical 
phases in а corporation’s life are’ asset 
flows. Conversely, some sources of capi- 
tal do not impose the same sort of 
exigencies. They are standing sources of 
capital devoted to an investment in re- 
sources which are not now committed to 
a future outflow. It is cognizance of the 
permanence, or lack of permanence of 
sources of capital which can serve as the 
basis for demarcating a balance sheet 
credit side into two mutually exclusive 
categories. These categories will be re- 
ferred to hereafter as “Transitory Sources ` 
of Capital” (TSC) and “Standing Sources 
of Capital" (SSC). The basic accounting 
equation thus becomes: 
(Assets) A = SC, and SC = TSC + SSC 
_ TRANSITORY SOURCES OF CAPITAL 
Those items which are customarily 
classified as liabilities are for the most 


part terminable obligations, and there- 
fore should be classified as Transitory 


€ 


i 
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. Sources of Capital. Liabilities which are 


unconditional promises to pay or deliver 
a sum certain are included as are obliga- 
tions of estimated amount even when the 
other party is not specifically known. A 
necessary proviso is that all obligations 
are from past transactions [Cf. Moonitz, 
1960]. In addition to liabilities, other 


‘accounts representing a source of capital 


which is transitory would be classified in 
this. category. An issue of preferred 
shares that will be retired either because 
of a mandatory provision in the contract, 
or because the firm intends to exercise an 
optional call provision, is an example of 
such an item. Other items which are now 
conventionally reported as liabilities— 
often because it is difficult to reason that 
they are components of “owners’ equity" 
—would be classified in the Standing 
Sources of Capital category. We can now 
explicitly define the basis of this category 
as follows: ` 


Transitory Sources of Capital: А designa- 
_tion accorded one of the two coordinate divi- 
sions of the category, Sources of Capital. It 
represents an entity’s commitment, and the 
magnitude thereof, to satisfy future demands 
on resources that are certain, or highly likely 
to occur (subject to close estimation) resulting 
from past transactions. | 


STANDING SOURCES OF CAPITAL 


In contrast to those sources that are 
transitory, the remaining items are char- 
acterized as being uncommitted to meet 
future demands on resources coming 
from outside the firm. They consist of an 
assortment of items which represent 
standing sources of capital invested in 
recorded assets, whether or not they are 
owner sources. Standing Sources of 
Capital does not mean that there is a 
permanent and inviolable source of capi- 

1 The Committee on External Reporting [AAA, 
1969, p. 98] took the position that a balance sheet is a 


source of information on -stocks of resources" and 
“resource commitments.” 
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tal which will never be РТР upon. 
It can be diminished by reason of future 
losses, distributions of future dividends 
in excess of profits, or other disinvest- 
ments. However, itis not now earmarked 
as a source which will result in an outflow 


- of resources and as such is intrinsically - 


different from Transitory Sources of 
Capital. Numbered among the constitu- 


-ents of the Standing Sources of Capital 


group are: contributions by majority and 
minority shareholders, except for those 
cases: where repayment is anticipated; 

donations; warrants capitalized as out- 


-standing or because they expired; re- 


tained earnings; convertible bonds when 
conversion is anticipated and probable; 


- the excess of unallocated book value | 


over cost; bonds in perpetuity; and hold- 
inig gairis or losses.” 

Treasury shares carried as a contra to 
the shareholders’ capital account can be 
interpreted as an amount of capital re- 


. turned to a particular source. A more : 


consistent application of the sources of 
capital concept would be to treat the 
shares as if they had been formally 


retired by an. appropriate reduction of . 


accounts. By the same. token, a deficit 


should be reported as a reduction of the . 


total sources of capital to indicate the 


. extent to which resources obtained by 


the entity have been depleted due to un- 
profitable activities. 


A technical problem arises out of Ше. 


convention of capitalizing retained earn- 
ings when stock dividends and certain 


split-ups (which are essentially stock , 


dividends) are effected. In these cases, an 
amount is deducted from retained earn- 
ings and added to the capital stock, and 
possibly to the additional-paid-in-capital 


` accounts. This aberrant transfer distorts 


the valuation of each of the respective 
source-of-capital accounts. Presenting 
each of the paid-in capital accounts as 
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being comprised of two elements, that 
actually paid in and that trarisferred in, 
would allow us to preserve the integrity 
of source valuations. In conclusion, a 
definition can be stated as follows: 


Standing Sources of Capital: A designa- 
tion accorded the second of two coordinate 
divisions of the category, Sources of Capital. . 
It represents the source and magnitude -of 
capital arising out of past transactions that is 
presently uncommitted to the settlement of 
obligations and, therefore, is devoted to a 
standing investment in assets. 


CONCLUSION 


The existing basis of classification for 
the credit side of a balance sheet and for 
its sub-categories is deficient. It is not 
exhaustive nor are the articulating cate- 
gories mutually exclusive. Owners’ equity 


` is incapable of being satisfactorily ex- 


plained, and its measurement is an 


Am 


У 


enigma. The rationale offered to explain ` 


what this category represents is contra- 


dictory, internally inconsistent with other 
aspects of accounting theory, and invalid. 
An entirely new basis of categorization 


T 


is needed that is founded on principles ` 


of classification and which is consonant 
with, a coherent accounting theory for 
modern-day entities. The one which is 
developed here is rooted in a pervasive 
characteristic possessed by all credit- 
balance items on the credit side of a 
balance sheet—they represent sources of 
capital invested in recorded assets of an 
entity. An important distinction between 


these various sources of capital provides ' 


.the basis for their demarcation into 


Standing Sources and Transitory 0089 
of Capital. 


Pa 


2 The author takes no position in this paper on the. 


question of whether holding gains аге determinants of 
income. It is simply recognized that some accounting 
models consider them to be capital adjustments, and 
provision has to be made for such an account. 


^ 
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REVIEW ARTICLE 


Canning’ 5 The Economics of Accountancy— 
After 50 Years 


R. J. Chambers pd 


` À COLLEAGUE, on hearing that I was to 
я А review Canning's work “fifty years 
later,” inquired: How does one do 

. justice to work done in the circum- 
stances and the state of the art so long 
ago? None of the answers I can frame is 
entirely satisfactory. One may be aware 


` of the antecedent literature and to some 


-extent of practice at that time. But there 
is the risk that linguistic habits may have 
changed, the risk that the opinions of 
` others on the work may cloud one’s 
judgment, and the risk of interpreting the 
work in the light of events and debates 
subsequent to its publication. To be 
aware of these possibilities is at least of 


some help. So also is the distance in time; 


for one can be,rather more objective and. 
dispassionate about matters in which one 
was, not personally and actively engaged. 

Some of the pitfalls may be avoided by 


considering the systematic quality of the * 
work. As Canning's book is the result . 


. of a “comprehensive study of accounting 


. theory and practice," even though from . 


the viewpoint of "the professional stu- 
dent of economics" (p. iii), I shall be 
concerned with its systematic quality. As 
Canning found it necessary to invent or 
borrow terms not commonly used in the 
literature, I shall need to quote his own 
‘words frequently, in the hope of avoiding 
misinterpretation. 
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Even then there are difficulties. First, 
Canning was anxious that economists 
should be more fully aware of what 


accountants were doing, since many of. 


them made use of what accountants pro- 
duce. Though he was critical of the litera- 
ture and practice of accounting in many 
respects, in others he seemed to be more 
generous and tolerant. than the evidence 
warranted. Second, though one would 
like to take the work as an exposition of 
accounting theory and practice with 
clearly distinguished ameliorative Sug- 
gestions, it is not always easy to distin- 
guish Canning's interpretation of “the 
professional accountant's" ideas from 
his own ideas. It is rather like trying to 
reconstruct a knight's move given only 


‘its present position on a chess: board. 


Canning's work was one of the earliest 
analytical studiés of accounting that came 


to my notice when, 15 years after. its 
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publication, I became seriously interested 
in what stood as the theory of the subject. 


It delighted me, perhaps because his - 


observations tallied with many of my 
own. He pointed out the "great lack of 


uniformity" (p. 5) in practice. The dicta - 
‚ of early writers were amazingly positive 


and their argument as amazingly inconse- 
quential” (p. 8). Writers and practi- 
tioners proceeded by “а sort of patch- 
work and tinkering...there was little 
going back to fundamentals for a fresh 
start” (p. 9): Instead of one general rule 
for inventory valuation “there is in 
reality a myriad of diverse rules” (p. 10). 


Definitions of asset were “confusingly © 


diverse” (p. 13). “The accountants have 
no complete philosophical system of 
thought about income” (p. 160); 

... divérse valuations of diverse 
things are added to find an asset total 


that, dollar for dollar, cannot possibly © 


have a common significance” (p. 319): 
These critical observations were 
enough to indicate the potential fruitful- 
ness of a comprehensive study of theory 
and practice; enough to suggest to any- 
one whose mind is not closed against the 
analysis and criticism of his art, a whole 


‚ series of matters deserving re-exami- 


nation and reconstruction. Yet, 50 years 
later, many of these observations may 


. Still be made of accounting theory and 
practice. Indeed, in that interval, there 


has been such a proliferation of alterna- 
tive rules, definitions and practices, that 


the diversity of which. Canning com- ' 
plained has become greater rather than’. 


less; and much of the debate that rages 
consists of argument which, to one party 
or the other, is still “amazingly inconse- 
quential." 

Canning was, by training and for much 
of his life, a statistician and economist: 
His close attention to accounting appears 
to have spanned the decade of the 1920s, 
during which he was in charge of the 
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the division of accounting in the Depart- 
ment of Economics of Stanford Univer- 
sity. The Economics of Accountancy was 
published in his forty-fifth year. Not only 
did he bring to bear a point of view and 
a background different from those of 


' accountants; he also brought his own 


brand of mild but nonetheless acute im- 
patience with vagueness and indecisive- 
ness, and his own often-pungent diction | 
to clothe it in. If the outcome was not 
itself free of solecisms, the reason lies 


"almost assuredly in the fact that there 


were few, if any, others of like ёотре- 
tence and interests; few, if any, who were 
able and willing to venture into the com- 
mon but uncharted borderland of eco- 
nomics and accountancy. 


Two Disciplinary Ideas 
Two features of The Economics of 


` Accountancy deserve special notice, for 


they havea general bearing on theory and 
practice. The first is the attempt to define 
rigorously the terms used in exposition 
and argument. All valid argument de- 
pends on specified definitions. Vague or 
loose definition leads to inconclusion. 
Canning attempted valiantly to make 
good some of the omissions and to reduce 
some of the laxity he found. With what . 


- success I shall presently consider. The 


second is the specification of the rules . 
relating to the “merging by summation or 
otherwise" of "individual measures." 
Accounting is necessarily aggregative. 
Canning found that its literature and 
practice abounded with examples of | 


. different competing formulas ог tech-. 


niques of valuing. Little attention had 


. been given to the effects of this on the 
' meaning of financial statements; and 


almost nothing had been done “іо dis- 
cover to what extent a common, general 
method might be expected to enhance the 
usefulness of the principal statements" 


- (p. 206). This condition needed rectifying. 
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The propositions which Canning set 
down are the ordinary rules for aggrega- 
tive measurement. But they were new to 
the accounting literature. Though they 
appeared in a chapter on asset valuation, 
they are equally applicable to income 
calculation or measurement. Briefly, in 
Canning’s language, they are: 


1. “[T'Jhe individual things measured . 


should belong to a common popu- 
lation... L] all... sensibly alike 
with respect to the property .. 
under investigation." 
2. "[T]he unit of measure must have a 
' sensibly common significance 
throughout the measuring." 
3. “[T]he unit of measure must either 
. be uniform in magnitude through- 
out the measuring, or all units em- 
ployed must be convertible into the 
unit in terms of which the measures 
are merged." 
4. "[T]he method and circumstances 
of measuring should be as nearly as 
possible common to all measures.’ 
*[T]he degree of error...should 
not significantly vary as between 


5a.” 


one variate and another” (рр. 199— 


200). 


Many have quoted from Canning, but 
it has amazed me for years that this sec- 
tion has escaped notice. If individual 
measures are to be merged, it is useless 
from the outset to define or make indi- 
vidual measures which are “sensibly 
unlike." Understanding and acceptance 
of the rules would impose an unavoidable 
limitation on the invention or adoption 
of “individual measures" of unlike prop- 
erties where the individual measures are 
` to be aggregated or related. But, as we 
shall see, Canning himself at a number of 
points overlooked this limitation. 


Assets, Liabilities and Proprietorship 


` The analysis begins with the "funda- - 


mental equation of accounts,” discuss- 
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ing, in turn, assets, liabilities and pro- 
prietorsbip, net income, and financial 


. position. In the chapters on income, 


Canning makes clear his debt to Profes- 
sor Irving Fisher. But the influence of 


' Fisher is apparent at a much earlier 


stage. 
The “professional accountant’s im- 


. plied definition" of asset was said: to be 


“any future service in money or any 
future service convertible into money . 
the beneficial interest in which is legally 
or equitably secured to some. person or 


“the entire beneficial interest of a holder 
of a set of assets in those assets” (p. 55). 
Thus, in.the case of a company, propri- 
etorship is the interest of the company in 
‘its assets, not the interest of any other 


_ party. The value (or amount) of assets is 


identical with the amount of gross pro- 
prietorship (p. 48). A liability is “a 
service, valuable in money, which a 
proprietor is under/an existing legal (or 
equitable) duty to render to a second 
person . . ." (рр. 55-56). Net proprietor- 


RN 


3 


е 


set of persons" (p. 22). Proprietorship 15 . 


E. 


ship "cannot be qualitatively defined"; . 


itis the difference between the sum of the 


liabilities and the amount of the propri- - 


etorship (p. 56). 

This set of definitions is oriented to the 
future. It may be granted that the amount 
or value of an asset. at a stated ‘date is 
serviceable information only if it is in 
some way pertinent to the future. But it 
does not follow that that value shall be 
obtained by reference to future services. 
Fisher [1906, p. £2] had described income 
as a flow of services through a period of 


time; and one of his definitions of the . 
“capital value" of an item of wealth was - 


"the present worth of the future income 


from the specified capital” [Fisher, 1906, 


р. 202]. (I shall call this net present value ` 


or NPV.) Canning appears to have 


supposed that a flow of future services . 


could not be obtained unless a stock of 
such services was already in-existence at 
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some prior date. We may agree with him 


that services (products, or generally 
income), not agents (items of wealth), 
are wanted (p. 235). But “to want” is not 
to have or to hold at a specified date. The 
_ Services of any durable .good cannot be 
acquired “in infinitesimal increments con- 


tinuously supplied" (p. 235). But it is . 


nothing more than a figure of speech to 
assert that those services "must ‘be ac- 
quired in stocks." The holder of a ma- 
chine does not hold a stock. of machine- 


¥ hours of service. He holds a machine 


which will not deliver its service. except 
over a long period; and not at all without 
а power supply and material and labor 
inputs. Fisher seems to have been much 
closer to the mark in describing assets, or 
the property-right in assets, as "the right 
to the chance of obtaining some or all of 
the future services" of those assets 
[Fisher, 1906, р. 22]. 

“As for the value of the assets of a pro- 
prietor, Canning affirms that *'[t]here is 
no rational mode of dividing all future 
money receipts among the component 
services" of which those receipts are the 
resultant (p. 237). There is thus no way of 
finding the “future services in money" of 
‚ identified assets. Since accountants did 
assign money amounts to identified as- 
sets (objects, or items of wealth), and 
seldom if ever (in Canning's time) on the 
basis of their present values, it cannot be 


properly held that Canning's definition - 
of asset is implied by accountants' prac- 


tices. Ireturn to the matter later. 


: Income 


'  Canning’s search of the literature dis- 
-© closed “ап astonishing lack of discussion 
of the nature of income" (p. 93). “The 
accountants have no complete philosoph- 
. ical system of thought about income; nor 
is there evidence that they have ever 


/ greatly felt the need for one. Their gener- . 
. alizations . 


. are too inchoate . . . to 
permit one to suppose that they ‘have 
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ever ‘seriously put their minds to the 
philosophical task" (p. 160). That being 
the case, it might be expected that the 
income calculation practices of accoun- 
tants would come under rather severe . 


‘censure; for without systematic thought 


there would be little prospect of syste- 
matic practice. Canning noticed some 
oddities. But his general view on the 
measurement of income by accountants 
was almost laudatory. “The accountants 
can properly be said to adhere to one 
highly unified and intricately articulated 
theory”! (р. 143). If that were the case, the 
content, structure, and purport of the 
theory could have been readily described, 
for a unified and articulated theory is far 
simpler to describe than a partial theory 
with qualifications and subsidiary ad hoc 
propositions. But the -task was not 
simple. 

The .discussion of income, Canning 
found, was limited to the measuring of 
the income of *'a particular time-period 
that is past" (p. 94). The emphasis (in the 
original) seems to suggest that there is 
something amiss in calculating a past 
income. Canning's exposition begins with 
the notion of ultimate total income, 
which “qualitatively fit [s] that which the 
accountant will ultimately have treated as 


: income” (p. 94). Ultimate total income is 


the “final fruition in money" of enter- 
prise assets and other services. At the 
termination of a venture, all the facts are 
in; the final fruition is certain. 

Periodical income has no such cer- 
tainty; but the task of computing it must 
be faced. By gross operating income 
accountants mean “the fruition in money 
(or the equivalent of money), effected 
within the period, of all those elementary 
services which are the components of 
enterprise operations” (p. 101). Gross 
financial income is the “hire earnings” 


.arising from loans. Gross income is the 


sum of these amounts. Net income cannot 
be described qualitatively; "[i]t is a 
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wholly quantitative thing” (p. 126). It is 


equal to gross income less deductions, 
an expression that “comes perilously 
near being meaningless" (p. 127). 


"There is indeed a "qualitative differ- _ 
between gross income and the’ 
deductions. Gross income represents only. 


ence" 


: “favorable aspects of events" in a period; 
. but it does not represent all favorable 
aspects. Except in the case of ventures 
which value inventories on a selling price 
basis, no effect is given to the "increase in 
the spread between cost and selling: 
prices" (p. 134). Fixed assets may in- 


crease in value, bùt noaccountis taken of | 


the increase. On the other hand, unfavor- 
able aspects of events are recorded “аз 
soon as their likelihood is foreseen.” 
Neither the favorable nor the unfavorable 
aspects are therefore measures of con- 
temporary events of a specific period. An 
approximation to the “ideal statistical 
treatment of income” would be obtained 
if net income were taken as the algebraic 
sum of receipts and disbursements, ap- 
preciations and depreciations in “true 
capital value,” and increases and’ de- 
creases in the book value of assets that 
cannot have a true capital value (p. 135). 
The meaning of “true capital value" 
emerges in Chapter VIII. 


That chapter, on the measurement of | 


income, presents “a comparison and 
contrast of the accountant's theory with 
an econoniist's" (emphasis added). Econ- 
omists, said Canning, have put forward 
many different theories. He did not at- 
tempt to analyze them; rather he chose 
Fisher as the economist whose work on 
the subject was “the most exhaustive," 
and whose book, The Nature of Capital 
‘and Income, in Canning’s opinion, had 
many parallels with the ideas and the 
: language of accountants. For one reason 
or another, views similar to those of 
Fisher have repeatedly been described 
since Canning’s time as the economist's 


: wealth . 
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notion of income. This is not the place 
for demonstration of the fact that econo- 


mists generally did not or do not cóncur- 
. with Fisher's concept. It is worth noting 


that Canning did not represent Fisher's 


. views as views of economists generally, 


or the economist’s view. But the influence , 


of Fisher is marked. | 

То ;demonstrate that influence, we 
must consider the essence of Fisher's 
exposition às Canning portrays it. Wealth 


consists of material appropriated ob- 


jects, and property of rights in those 


' objects. Services are the benefits of 


wealth. Prices are ratios of exchange 
between quantities of wealth, property, 
or services; and value is the price of 
material objects multiplied by the quan- 
tity. In general parlance, and in the 
usage of economists as far back as Adam 
Smith, and including Fisher (see Fisher 


- [1906, p. 11]), the price referred to is а 


selling price. In a passage not cited by 
Canning, Fisher used * 'capital-value" of 
the stock “of existing instruments of 
. When all articles are measured 
ina common unit" [Fisher, 1906, pp. 

66-67]. .(I shall call this discovered Or 
"observed capital value" (OCV) to dis- 
tinguish it from computed capital value, 

NPV.) Fisher noted that the businessman 
ordinarily uses “capital” in this sense of 


> 


capital value, a usage he adopted. The ` 


“capital account” (which in ordinary 
usage would be described as a balance 
sheet) is “‘a statenient of the amount and 


value of the property of a specific owner 


at any instant of time" [Fisher, 1906, p. 
67]. 


To return to Canning's summary— А 


there is one primary measure of income 


and of outgo called “realized income." . 


The time-schedule of the money valua- ' 


tions of "successive desirable events pro- 
ceeding from a wealth source" consti- 
tutes a measure of gross realized income. 
If against this time-schedule there is set 


dy 


| 
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x 
off a time-schedule of the money valu- 
ations of "disservices," net realized in- 
come is obtained. The time-schedules 
referred to may cover periods of any 
length “not in excess of the duration of 


the wealth source." At any point of time, · 


most if not all of the components of the 
time-schedules will be future items. The 


use of "realized" is thus vastly different . 


from the usage óf the term by accoun- 
tants. To avoid confusion it would have 


. been better to use some other term than 


one that generally denotes a past event. 

‚ There are two “derivatives” of realized 
income: “capitalized income" (or capital 
value) and "earned. income" (or earn- 
ings). The capital value referred to here is 
obviously the computed capital value of 
Fisher. If the components of the time- 
schedule of net realized income are dis- 
counted to a given date and aggregated, 
the sum is “at once the capital value of 


the item of wealth and the capital value . 


of the income from it" (p. 155). The dif- 
férence between the capital values.at the 
beginning and the end of a period is the 
realized netincome of the period. If to the 
realized net income of a period is added 
the change in the “capital value" of an 
item of wealth in a period, the earned 
income or earnings of the period is ob- 
tained. “In other words, net receipts plus 


appreciation or minus depreciation, isthe . 


measure of earnings from a given source 
during a period” (p. 155). 

This is confusing. Let ЕРО) be the 
capital value of an asset, and МРУ, (1) 
the capital value of the expected income 
from it at t;. Then, from the third sentence 


of the previous paragraph, NPV,(A) . 
| = МРУ (І). Let RY, be the realized net ` 


income of the period ended t,. Then 


NPV(A) — NPV(A): | 
= NPV) — NPV,(I) = КҮ, 


Let E, be the earnings of the period; 
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then, by the definition of earnings above, 
СЁ, = КҮ, + [NPV,(A) — NPV,(A)] 


. Which is clearly a case of double-counting. 


The fallacy arises, it seems, from Fisher's 
use of "capital value" in two different 
senses, as capitalized income and as the 
product of selling price and quantity. I 
have elsewhere noted the confusion to 
which this gives rise [Chambers, 1971]. 
Apparently Canning missed the two dif- 
ferent usages. si 
The solecism can be avoided by giving 
to "capital value" a different meaning 
in the derivation of earnings than is given 
to the resultant of the discounting calcu- 
lation. Let ОСУ, (А), OCV;(A) represent 
the selling prices (observed capital values) 
of the item of wealth at t, and tj; we may - 


then write an expression for earnings 


which does not have the defect of the 
previous expression : 


Е, = RY, + [OCV,(A) — ocv aN | 


But there is still room for terminologi- 
cal confusion. Canning said, “in other 
words,” earnings equals net receipts plus 
appreciation or minus depreciation. The 
ordinary meaning of net receipts of a 


‘period is not the same as realized net 


income, КҮ,. If net receipts were given 
its usual meaning (ascertained cash in- 
flows less outflows, or more generally, 
operational inflows less outflows of 
monetary items), and the selling prices of 
assets were ascertained, the amount of 
earnings would be determined objec- ~ 


‚ tively, without recourse to the speculative 


exercises necessary for the calculation of 
capital value in the capitalized income 
sense. Canning's description of earnings 
as net receipts plus appreciation or minus 
depreciation, in fact, came closer to 
accounting practices of the time than the 


‘form of calculation from net present 


values; for the practice of recording 
appreciation had not Pars One under - 


AARE EN 
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proscription: (see pp. 76, 161n).. There < 


was certainly little evidence, if any, in the 
mainstream of the literature and practice 


of accounting, of support for the mode of -*. 
. calculation he had described just previ 
^. balance sheet, does reflect or disclose an- |. 
"But is the-calculation of: income or ` hM 


‚ ошбу to his sentence “їп other words.” 


- earnings by reference to. net’ present 


: values superior to a calculation basedon . 
, the experienced past? In- one sense the: . 
- question is pointless; the- two- things are: 
` qualitatively different. That’ apart, the | 
feasibility of calculating periodic income : 
„от earnings in. the manner suggested by - 
-- Canning is open: to serious. doubt. As T, 
. have noted, , опе -of the rules of aggre- - 
· gative measurement is that the measuring "i 
must be done under common 'circum-: 
stances. The same: applies of course: to’ 
. “subtractive” measurement:.The. NPV - 
calculations at the beginning ‘and end ofa. 
© period cannot be said to be made under : | 
' + examination of financial position by way · 
of an extension of the previous: discussion, 
` of assets, -liabilities, and proprietorship. 
‚ But just as naturé proverbially abhors a 
vacuum, .so apparently did Canning 
* abhor. the idea of a-dated state or position. _ 
- Almost. everything: is. described: as pro- A 
“cess, or flux. —. 
. If financial boson тізі be'a a кое 
with: respect both to.fund procurements . 
“and fund distributions, should it repre- _ 
'sent what has occurred up to a balance 
. date, or procurements and distributions” 
that are expected to occur? The difficulty : 


common - circumstances. The, external 


conditions which affect expectations of `: 
future revenues. or incomes, will -have - 
; changed; ‘there is no way of being assured’ ` 
‘that: the ‘calculations yield: magnitudes. 

‚ which are qualitatively alike. Further, the" 
"approximation. to the "ideal statistical `: 
treatment of income’ ” mentioned above: .: 
_ entails the aggregation of three qualita-^ А 
tively different. kinds- of amounts—re-" ` 
‘ceipts and disbursements which are ас. 
tual; "changes in “true capital - value” 76 
. which аге 'expectational, and changes i in: 

~ book values which are neither: factual. : 
nor expectational.. -The aggregate пиві 
. therefore come under the same interdic- ` 

:tion-as Canning applied to the accoun- . ' 
tant's practices— "dollar for dollar" the 


Separate components and their aggregate 


cannot have a common St canes t Pen 


Financial Position” 


: Canning. found that "financial posi- = 
tion" was. not ‘defined in the literature, . 
Я Е that “the Se 
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of. financial position" was “the ‘ace - 
| countant's chief objective" (р. : 179). He. 
' sought to give tlie term a meaning andto’ 


show "how and to what. degree the 
major. end-product оё accounting, the 


existing financial position” (p. 179). 


Financial position seemed to him to E 


refer to the status. of ań enterprise with | 


respect to procurement and distribution 


of funds (p. 180). Now, certainly, busi- 
; ness enterprises in the course of business . 


engage in. the procurement. and - distri- 


bution of funds. But.a-financial ‘position’ 


of opting for what-has occurred is that it 


` would entail presenting total receipts : and- 
payments since the founding of the enter- - 
: prise; апа obviously the. balance sheets '' 
"made up, by accountants did not show ` 
~- that. Canning therefore chose thë alterna- 
' tive: | 


Financial position as i disclosed i in i the balancé = 


sheet means [with respect to procurement of 
' funds] "regarded from this date, future fund 
| procurements ы means e enterprise ер 


+. 


"is not descriptive of such prócesses. It — 
may be the resultant of those procésses - 
 inthepast, and the point of departure for 
- further like processes in the future; how- 
‚ ever, neither a: resultant nor а. point: of ;. 
` departure is'a process, Having associated : 

. balance sheet with financial position, it . 
is odd that Canning did not begin the . 


i 


> ж 
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tions will occur to the extent of the directly 
valued assets. Toward the procurement of 
further future funds there are certain cor- 
rectly, but indirectly, valued assets,- future 
necessary services now subject to control, in 
the amounts set out.” In general, financial 
position is a position with respect to asset 
valuation and constitution rather than with 
respect to capital value of the enterprise 
(p. 191). 


Now, to consider financial position or 
a balance sheet as representing “ргосше- 
ments and disbursements expected to 
occur" is less tolerable than the option 
rejected. For if all movements of funds 
are to be embraced by a statement of 
financial position, it is at least feasible to 
do that for the finite and known past of 
an enterprise; it is impossible to do.the 
same for the unknown and potentially 
open-ended future. The dilemma was of 
Canning's own making. If he had not re- 
ferred to procurements and distributions, 


and had alluded to, say, funds available . 
. at a stated date and the respective inter- 


ests of the creditors and the enterprise in 
those funds, the upshot may have been 
much closer to what, in other contexts, 
would be understood by position. 


Indeed, to assert that financial position. 
is “а position with respect to asset valu- 


ation and constitution" is to state only 
part of what a balance sheet represents. 
From time to time companies find them- 
selves in “‘financially difficult positions." 
This phrase, or any phrase like it, can 
have no meaning with reference only to 
asset valuation and constitution. A diffi- 
cult or unsatisfactory financial position 
occurs when a company is, or appears to 
be, unable to meet its debts and ongoing 
outlays out of its assets. Position might 
reasonably be held, therefore, to have 
some connection with the relationship 
of assets to debt. When discussing liabili- 
ties, Canning made passing reference to 
the ratio of current assets to current 
liabilities (p. 67). But apparently he did 
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not regard this (and other such balance 


sheet ratios) as indicative of aspects of 


financial position. Had he done so, he 
may have arrived at a quite different 
definition of financial position—and a 
quite different view of asset valuation. 
For it is certain that no enterprise can 
meet its debts as they fall due out of the 
calculated present values of its assets. 


. Amounts presently owing and the capi- 


talized value of income prospects are not 
“sensibly alike" with respect to a com- 
mon property. ` 


Asset Valuation 


The discussion of valuation occupies 
four chapters and almost one-third of the 
work. Whether accountants subscribe to 
any theory of value is not known, said 
Canning. But they do practice valuation 
(p. 198). There are two valuation proce- 
dures—direct and indirect valuation. 

Direct valuation is possible only when 


‚ “a realized money income exists and is 


statistically determinable” (p. 207). Real- 
ized money income is here used of calcu- 
lated present value, which entails setting 
off the series of expected money outflows 
against the series of expected money in- 
flows and discounting the net inflows to 
a present date. “Any direct and separate 
or separable conversion into money in a 
future time...gives rise to a realized 
income" (p. 207). Cash and receipts and 
payables may be directly valued since 
they are indicative of "separate conver- 
sions into money,” at a present or future 
time. The nominal amount of receivables 
should be properly adjusted (i.e., dis- 
counted) with respect to time. Payables 
are not mentioned, for Canning was deal- 
ing with assets; presumably they, too, 
should be discounted. 

A direct valuation may also be made of 
finished goods inventories. But here 
Canning wavered. He proposed а “саггу- 
ing value” which, after allowing for 


772 

"standard" charges for loss, on bad debts 
and selling and general expenses and a 
"normal" profit (based on “‘some normal 
industrial rate of return"), wculd enable 
a normal profit to be earned (pp. 222- 
.223). No mention was made of discount- 
ing. The amount entered in the balance 
sheét would be the carrying value; a 
footnote would show the inventory at 
"market." The process of calculation is 
markedly different .from other direct 
' valuations; the use of “standard” charges 
and “normal” rates of return makes the 
result subject to errors not inherent in the 
valuations of cash and receivables. The 
use of carrying value together with other 


direct valuations thus violates rules 1, 4. 


and 5 of the rules for aggregative mea- 
surement. 

All assets other than those gread 
mentioned must be “indirectly” valued. 
I have already noted Canning’s acknowl- 
edgment (p. 237) of the impossibility of 
finding a "true capital value" for assets 
used jointly with other assets or services. 
But what the accountant can do is 
"estimate valuation differences." How- 
ever, if absolute capital values cannot be 
determined “how can differences be 
found"? The differences are not capital 
value differences but opportunity differ- 
ences (p. 237). 

Each item represents the difference to the con- 

cern between having a particular stock of 

services of a particular kind without future 

outlay for it and being wholly without such . 

services in the buying-holding-operating-sell- - 

ing position of the enterprise at the time of 
. valuation (p. 241; emphasis in original). 


This does not imply valuation at cost of 
replacement less depreciation in the 
' sense of replacement of capital goods 
with others of like kind and quality; 
Canning cites ‘accountants’ reluctance” 
to follow that rule (p. 245). The quoted 
dictum relates to the cost of replacing 
- "stocks of services" (p. 243). The “actual 
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cost of the unused portion of a stock of 
services is nearly always a more ap- 
propriate value than any other" (p. 244). 

This introduces a bracket of difficul- 
ties. In the first place, the use of “valua- 
tion" qualified by “direct” and "indirect" 
implies that the valuations are the same in 
kind. Obviously a capitalized value of the 
net proceeds of an asset is not the same 
as a proportionate part of its cost; and 


qus 


calling the two amounts “valuations” 


cannot make them “sensibly alike.” 
Second, it is impossible to reconcile 
valuations as “opportunity differences” 
with the definition of financial position. 
Does the amount assigned to any such 


ж 


asset represent “fund procurements” that -> 


are expected to occur? Certainly not; the 
cost-of the unused portion. of a stock of 
services is not an index of the funds ex- 
pected to be generated by its use or the 
sale of it or of its products. Third, a bal- 
ance sheet representing some assets by 
net present values and others by un- 
amortized costs is clearly an example of 
mixed aggregation, and, as such, violates 
rule 1 of the rules for aggregative mea- 
surement. Against mixed aggregation 
Canning was repeatedly vocal. Yet he 
found no way of avoiding the solecism. 
Chapters XIII and XIV deal with four 
revaluation techniques—methods of cal- 
culating depreciation and depreciated 
value of duratle assets at successive 
dates. Each is analyzed and some im- 


provements or refinements are suggested. · 


All depend either on an “expected” life 
or an “expected”. output in units of 
product, which presumably is given by 
the “buying-holding-operating-selling” 
matrix of the enterprise. But Canning was 
aware that this matrix is not a datum. The 
businessman must “prepare for oppor- 
tunities that may present themselves, to 
see them and seize them when they do, 
and be ready to shift when adversity 
threatens” (p. 293). “The accountant 


> 
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undertakes to say how well [the business- 
man] is prepared for whatever may 
happen" (p. 294). It is substantially 
realistic to say that businessmen should 
know how well they are prepared for what 


_ may happen, and that they must respond 


to opportunities. But a balance sheet 


based on present values and unamortized ` 


costs does not tell them how well they are 
prepared; for the former are based on 
the expected outcome of a specific future 


x. ^ (not “whatever may happen"), and the 


E 


latter are merely calculated residuals | 


having no describable relationship to 
preparedness for "whatever may hap- 
pen." A | | І 
Logical Structure 


The reader of a comprehensive study 
of accounting might be entitled to sup- 
pose that a logically tight set of ideas 
might emerge. Those ideas are embodied 
in definitions and stipulated relationships 
between them. Even though Canning’s 
definition of asset is questionable on 
grounds already given, the definitions of 


asset, liability, and net proprietorship are 


relatable. But the notion of income is not 


-relatable to them. Net income is not 


defined qualitatively; there is therefore 
no form of words by which it may be 
related to the terms of other definitions. 
Had net income (or, alternatively, earn- 
ings) been defined as the increment in a 
period in net proprietorship, the whole 


` set of basic terms would have been inter- 


locked; they would have represented a 
coherent set of ideas. Such an interlock- 
ing may have led to some discussion of the 
maintenance of capital (or of net pro- 
prietorship). That notion was not novel; 


‚ it had appeared, for example, in works 


referred to by Fisher [1906] and in Paton 
[1922], to name just two sources known 
to Canning. But Canning did not discuss 
it. З 
Some aberrations from the rules оѓ 


* Source, 
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aggregative measurement have already 
been noticed. A further example may be 
given. Canning was aware that the 
"magnitude" of the dollar is variable. 
He said that economists “‘prefer...a 
purchasing power accounting" and was 
of the opinion that accountants would do 
the same (p. 196). Whatever their prefer- 
ences, the rules of aggregative measure- 
ment (rules 2 and 3) require that the 
money units in an aggregative statement 
should be units of common significance. 
Canning made no suggestion that might 
satisfy those rules. Even in the context of 
a scheme based on capital values, some 
such suggestion could have been made; 
for the capital values of assets calculated 
at the beginning and the end.of a period 
would have been calculated in terms of 
dated dollars of different purchasing 
powers. That the "adjustment data" 
may not become available in time for 
reporting, as Canning suggests (pp. 196— 
197), should not have prevented inclu- 
sion of an adjustment term in the sug- 
gested "ideal statistical treatment of 
income" outlined in a previous section. 

Further still, the calculated capital 
values of assets, to a date no further dis- . 
tant than the "duration of the. wealth 
" entails discounted values over 
periods of varying length. This also re- 
sults in aggregations of individual mea- 
sures of different significance and differ- 
ent possible degrees of error. 

It is worth noting that most of the 
critical observations made are founded 
on propositions enunciated by Canning 
himself. That, however, is nothing more 
than the unenviable lot of any who tread 
a new path—and only once. There was 
no cluster of writings before his book 
which may have provoked reconsidera- 
tion, on his own part, of his emergent 
ideas; and no subsequent analysis by 
others or restatement by himself which 
may have elucidated those ideas or 


ОИ ТИИ 


1 


modified them: I mean no blame by that. 
The 'advancement of knowledge and. 
К technology is a social matter, in which ` 


. many minds make light work. Perspi- 
cacity, · ingenuity, ‘inventiveness; 


Canning displayed: a goodly share of them 
all. But Horace: observed. · that even 
“Honier nods.” 


The Cre nents ‘of Canning. 
‘Reviewers of the book shortly after its 


. publication referred to it as a pioneering . 


"work [Beatty; 1930; Meriam, 1931]. 


They did not find: evaluation of it easy, - 
but certainly it was provocative. Exhaus-’’ 


tive analysis and definitive conclusions 


‘were not to be expected: of. suo a work, 


sdid Meriam. 


_ Accountants only a few years later’ 3 
began to codify accounting doctrine. The. 


‘American -Accounting Association's “А 


- ‘Tentative Statement of Accounting Prin- . 


ciples” [1936] came down strongly in 
` favor of asset valuation at unamortized 


cost. That doctrine became firmly en- 


;.tfenched in textbook writing and prac- 


. tice. There was. no hint that Canning’s. 

ideas on valuation and income calcula- . · 

. tion were known, or, if known, were. 
` worthy of notice. Some of those ideas © 


later seeped’ into academic discussion, 


.. and quite recently have appeared in. 


^ proposals for accounting reform. But it 
is.likely that this intrusion came by 


way of other sources than Canning. Only А 


one of the many collections of “readings” 
J have seen has a selection from Canning: 


Deinzer [1965] includes. one passing 
reference to his book; Hendriksen [1970] 


' has a handful of references: and Chat- 


^ field [1977] lists Canning once—in one: 


of: its bibliographical lists. 
'4' But Canning's work was and is müch 


| „more significant than this suggests—- 
" not for what it proposed by way of im-- 


dile 
. gence, and. rigor àre seldom to be found ` 
in equal and full measure in one man: ` 
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-~ proved: practice (for much of that ds 
. questionable), but for: the two main 


disciplinary ideas mentioned:earlier in 


this article. Those ideas are altogether . 
pervasive in import. They and Canning’s . 


A 


pertinent criticisms of theory and prac- ~ 
tice could have served as points -of.- - 


. departure for increasingly rigorous at ..· 
tempts-to reconstruct accounting. Yet, + 

.. 50 years later, the same criticisms may be. . С. 
паде, notwithstanding ‘the intervening ^ 
experience of scores of:reported cases of. 

‘. grossly misleading financial statements, 


and notwithstanding the expenditure. of.. 


dards and a better theory. 


- millions оп ће search for better stan: { k 2 


That search has been befogged. by К 


the feasibility and desirability of future 


alternatives. None of the three kinds of 


“values” is .a substitute for the other. 


counting which concerns itself with state- 


, ments of past results and présent position 
from time to time. : : 


With all- the “goddwill,. -energy, and 
money spent or available to Бе: spent on 


- confusion of the different but comple- ` 
‘mentary roles of past information, pres- 
< ent facts, апа future prospects in the. 
decision-making process. The: linkage - 
"between accounting and economics can- 
“not be properly established unless those 
roles are specified. Past values or prices - 
,and. presently observed values: or prices : 
' are necessary for the determination of ` 
_ past results and present position; pres- 
, ently observed values or prices and calcu-' - 
‘lated net'présent values of future alterná- 
‘tives аге necessary for the exploration of , ` 


‘Had the distinct functions of all three. ~. 
been identified by Canning, as a prelude . - 

"to “the -économics . of accountancy,” 
there may have been, by now, a more . 
| disciplined attack on that part of. ac- 


‘betterment, significant progress is undike- — 


ly to:be made without “going back to Е E 


fundamentals," as. Canning suggested. 


"If, at last, the necessity of rigorous defi- 


Chambers | P. T5 , 


f 


nition and argument, and the discipline come to be acknowledged, we may yet 
_of the rules of aggregative measurement, havea better theory and a better practice. 
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Some Exidénce on ihe SEC's System - 
| of Continuous Disclosure 


"ume T | B | Victor Pastena. 
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ABSTRACT: During the 1970s, the SEC expanded dia scope of eared: disclosure and ` 


initiated what might be loosely described: as a "continuous disclosure system." ‘This note - · 
reviews key aspects of the "continuous disclosure" of unusual events in light of the, 
Hakansson [1977].framework and addresses the i issues. of the manifestation pf the con- : 
tinuous disclosure policy, the type of new information. required. the' timeliness of that 
"information, and the use of mandated information by investors. Thé évidence indicates 
that SÉC disclosure policy does: meet the „minimum сопан for ee 


retical framework’ for ‘assessing 
conditions where mandatory dis- 


Hs 


f 


closure of information on an interim ` 


, basis will be beneficial to most classes of 


AKANSSON [1977 ] provides a ese | 


financial statement users, especially those - 


who lack access to “inside information". 


or the means to pay those who are privy, ` 


to such information. However, Hakans- 


‘son [1977] stresses that. the utility: of. - 


. interim information. to less privileged. 


classes of investors is dependent on its 
- relevance and timeliness. 
During the 1970s; the Securities and 


' Exchange Commission (SEC) has ex- . 


panded the scope of required disclosure 


and has initiated what might be loosely - 


described as a "continuous disclosure 
system." Lurie and Pastena [1977—78] 
point out that the SEC's Accounting 
. Policy Division believed that timely dis- 
closures of unusual events were espe- 


. cially important because these unusual : 


. évents were far less predictable than were 
- components of.continuing income. Not 


à su, x s T6 


жер mary of ihe SEC initiatives 
' toward implementing a system of “соп- 
‘tinuous disclosure” pertained to unusual , 
, events. - 


"This dod reviews key aspects of the 
"continuous disclosure" of unusual. 


- events in light of the Hakansson [1977] 


framework, Four major questions. are 
addressed. They | аге: ' 


1. Но. did the SEC manifést its 
“continuous disclosure policy?” 


-" `- 
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2. Was new information disclosed as a 
result of SEC initiatives? 
3. Did tbe SEC initiatives lead to the 
more timely reporting of informa- 
. tion? 
4. Was the mandated information 
used ona timely basis? ; 


THE CONTINUOUS DISCLOSURE SYSTEM 


In the 1970s, the SEC strengthened its 
requirements for both formal and infor- 
mal disclosure of unusual events. Regis- 
trants were required to make formal 
reports about unusual events tò the 
agency through the SEC’s “current re- 
port,” better known as Form 8-K. In- 
formal disclosures were to be made 
through timely press releases. 

During the study period of February 
1973 through February of 1975, the SEC 
using its authority under the Securities 
Exchange. Act of 1934 mandated that a 
Form 8-K be filed within ten days subse- 
quent to the close of the month in which 
a designated material event occurred. 
Since the agency specified that material 
events which affect the income statement 
directly be filed under Item 10(a) of the 
8-K, this study focuses on this 8-K item. 


The SEC strengthened its formal dis- 


closure system for unusual events by 
revising Item 10(a) through the issuance 


of Accounting Series Release 138 (ASR. : 
138). ASR 138 expanded the criteria to 


be uséd in determining reportable events 
to include “material write-downs of in- 
ventories, receivables, or deferred re- 
search and development costs, provisions 


for loss on major long-term contracts or 


purchase commitments, and losses on 


disposition of assets or business seg-. 


-L. ments.” Also, the agency urged man- 


% 


agement to make early formal disclosure 
of problems of an incipient nature rather 
than delay disclosure until the charge or 
credit was certain. 

Besides expanding the scope of items 
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to receive special form 8-K disclosure, 
ASR 138 augmented disclosure require- 
ments to include: (1) the date of the 
registrant’s determination to make the 
the charge, credit, or provision; (2) the 
reasons for the determination; (3) an 
analysis of the components of the charge, 
credit, or provision; (4) the present and 
future income effects of the decision; (5) 
the present and future cash flow effects 
of the decision; (6) the accounting princi- 
ples followed; and (7) a statement from 
the registrant’s certified public accoun- 
tants commenting whether the 8-K filing 
is in conformity with generally accepted 
accounting principles. 

In addition to requiring the formal 
disclosure of charges and credits to in- 
come through Item 10(a) of the 8-K, the 
SEC. has demanded that material events 
be disclosed on a timely basis through the 
issuance of press releases. In 1933 Act 
Release No. 5092, issued in 1970 and 
entitled “Timely Disclosure of Material 
Corporate Developments,” the SEC 
stated that management has an 


-. obligation to make full and prompt an-. 
nouncements of material facts regarding the 
company’s financial condition. ... It should 
be noted that unless adequate and accurate 
information is available, a company may not 
be able to purchase its own securities or make 
acquisitions using its securities, and its in- 
siders may not be able to trade its securities 

- without running a serious risk of violating 
Section 10(b) of the Securities Exchange Act 
of 1934 and Rule 10b-5 thereunder. 


! Through the issuance of 1934 Securities Exchange 


. Act Release No. 13156, the SEC has revised the 8-K 


effective as of February 28, 1977. The revised 8-K will 
contain only six items and unusual events which affect 
income may be reported under Item 5 entitled *Other 
Material Events." It is expected by the author that the 
stringent disclosure requirements imposed on unusual 
events by ASR 138 may be applied to unusual events 
reported under the new Item 5; however, the disclosure 
system is now voluntary. Whether the conclusions of this 
study which are applicable to the pre-March 1977 man- 
datory disclosure system apply to the new voluntary 
system should be a focus of future inquiry. 
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‚ The importance of timely and accurate 
press releases has been emphasized 
throughout the 1970s. Both 1934 Act 
Release No. 12619, issued in September 
of 1976, and 1934 Act Release No. 13156, 
issued in February of 1977, repeated key 
portions of 1933 Act Release No. 5092. 
In addition, other recent SEC releases . 
called for the timely disclosure of the 
impact on registrants’ financial state- 
ments of inflation, compliance with anti- 


discrimination laws, labor problems, and - 


shortages of vital materials. 


Apparently, the SEC expects that in-- 


vestors will use formal and informal dis- 
closures in conjunction with each other. 
Current disclosure laws require that 
registrants disclose material develop- 


ments immediately through informal 


press releases and provide a more detailed 
disclosure in ápproximately one month 
through Form 8-K. Potentially, the ver- 
acity of the informal disclosures is 
enhanced because these informal dis- _ 
closures will be amplified by timely for- 
mal filings with the SEC. 


~ Was NEW INFORMATION AVAILABLE? | 


Academic critics such аз Benston 
[1969] have emphasized that much of the 
SEC mandated disclosure system per- 
tains to historically oriented accounting 
information which is untimely and quite 
irrelevant in meeting the needs of in- 
vestors. In contrast, in ASR 138 the SEC 
required the production of future-ori- 
ented information such as income and 
cash flow projections. While Lurie and 


Pastena [1975] indicate that there was ` 


some non-compliance in the production 
of future projections in 1973, more recent 
work [Pastena, 1976] indicates that com- 
` pliance improved in 1974. 

Another innovation of the SEC in 
ASR 138 was to introduce auditors to the 
interim reporting process. Whereas in 
ASR 177 the agency requires retroactive 
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auditor review of quarterly results in a 
footnote to Form 10-K, in ASR 138 the 
SEC requires auditor involvement in the 
ten to 40-day period subsequent to the 
occurrence of an Item 10(a) event because 
the auditor's opinion on the propriety of 
the accounting treatment utilized is an 
integral component of the Form 8-K. 
Thus, not only was new information 
available to investors, but the reliability 
of that information ‘was potentially 
greater because of auditor review. 


THE TIMELINESS OF DISCLOSURE 


The SEC did require the reporting of 
unusual charges and credits to income 
through Form 8-K prior to the promul- 
gation of ASR 138 in 1973, but in ASR 


138 the SEC stressed "timely disclosure . 


of incipient problems." In fact, the SEC 
noted a pattern of very late disclosure of 
problems both through formal 8-K re- 
ports and informal press releases prior to 
the issuance of ASR 138 and findings 
from Pastena [1976] confirm the SEC's 
conclusions. For example, in 1972, 73 
percent of the urusual events reported to 
the SEC through Form 8-K represent 
adjustments to the fourth fiscal quarter 


income. In contrast, in the 24 months or 


eight fiscal quarters subsequent to the 
issuance of ASR 138, only 34 percent of 


_ the unusual items reported through Form 


8-K represent adjustments to fourth 
quarter income. 


Major differences. emerge when one 


examines the timing of those press re- 
leases associated with the above Form 
8-K disclosures. In 1972, 70 percent of 
these press release disclosures of unusual 
events were reported in The Wall Street 
Journal (WSJ) after the close of the 
registrant’s fiscal year. On the other 
hand, in the two-year period subsequent 
to the issuance of ASR 138, only 28 
percent of the press release disclosures of 
unusual events appear in the WSJ after 


I 
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: events are beneficial to society as a whole 


` would require a comprehensive analysis, 
of benefits and related costs. This am- 
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the close of the registrant’s fiscal year. 
While these results do not contradict the 
conclusion of Lurie and Pastena [1977— 


78] that management retains consider- : 
` able discretion as to the timing of the 


disclosure.in spite of ASR 138, the find- 
ings do indicate that this discretion was: 
narrowed by ASR 138. 


Тнв TIMELY USE ОЕ MANDATED. 
DISCLOSURE . 


To demonstrate that SEC disclosure 
requirements pertaining to unusual 


bitious task is not attempted here. Rather, 
this study ascertains if early informal and 
formal disclosures are used by investors. 
While the use of SEC mandated informa- 
tion by investors is not sufficient to argue 
for the efficacy of SEC disclosure laws, 
the demonstration of such use is an 
important prerequisite for efficacy of 
regulation. : 

Previous research by Goriedes [1975] 
and Eskew and Wright [1976] explored 
the informational content of unusual 
events: Gonedes [1975] used a multivari- 
ate test to search for changes in the rate 
of return of those firms which provided 
separate disclosure .of unusual items in 
their 1962 through 1966 annual reports. 
The major findings of this study imply 
that information about unusual events is 
impounded into stock prices and the sign 
of the unusual item is significant. How- 
ever, no attempt was made by Gonedes 
[1975] to determine if the observed 
change in the rate of return was a reflec- 


tion of market reactions to early dis-. 


closures of unusual events, if any, as 
opposed to the 'presence of the unusual 
events in the annual report. 

Eskew and Wright [1976] researched 
market reactions to disclosures of extra- 
ordinary items in the 1967 to.1972 period. 
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. "This study traced thé risk-adjusted rate 


of return of registrants reporting extra- 
ordinary items of different signs and 
different categories in their annual re- 
port. The research results confirm the 
finding of Gonedes [1975] that the sign 
of the extraordinary items is reflected in 
Stock prices and provides evidence that 
the magnitude of the market adjustment 
varies with the type of extraordinary item. 
Like Gonedes, the focal point of their 
study is the annual earnings announce- 
ment. 

The current work differs from the 
previous studies in respect to the time 
period studied, the types of items studied, 
and the current focus on the market's 
reaction to the SEC's early disclosure 
system. The current sample period en- 
compasses a time when the SEC was 
expanding the scope of the disclosure 
system. ,As opposed to the separately 
disclosed annual report items studied by 
Gonedes or the extraordinary items stud- 


‘ied by Eskew and. Wright, the current 


sample is comprised of items for which a 
special 8-K report was filed with the: 
SEC. Finally, the current study attempts. 
to measure the instantaneous market 
reaction to the disclosure of SEC man- 
dated information. 

The sample period began February 28,. 
1973, the effective date of ASR 138, and 
extended for a period of two years from 
that date. An attempt was made to 
analyze all Itém 10(a) filings by S&P 425 
companies during the sample period. A 
total of 258 filings were abstracted from. 
the SEC’ News Digest; however, only 58 
of those filings were suitable for empirical 
testing of the stock price effects of Item 
10(a) disclosures because of the necessity 
to locate a definite announcement date in 
the WSJ and to eliminate announcements 
which were made within the five days of 
earnings forecast announcements, an- 
nual and quarterly earnings announce- 
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TABLE | 


LIST OF REGISTRANTS MAKING ITEM 10(a) WALL STREET 
` JOURNAL ANNOUNCEMENTS 





Addressograph-Multigraph Corp. 
Allied Chemical Corp. (2) 
American Broadcasting Company 
American Telephone & Telegraph Co. 
ASARCO Inc. (2) 

Bendix Corp. 

Boise Cascade Corp. 

CPC International Inc. - 

Celanese Corp. 

Cerro Corp. 

Cities Service Company 

Control Data Corp. (Del) 

Crane Company ' 

Del Monte Corp. 

Eastman Kodak Co. 

Fedders Corp. 

Federal-Mogul Corp. А 

First Charter Financial Corp. 
Gamble-Skogmo, 24 

Getty Oil Со. 

Grace (W. R.) & Co. 

Heinz (H. D) Company 

Hilton Hotels Corp. 

Household Finance Corp. 
International Telephone & Telegraph pd (2) 

. Iowa Beef Processors, Inc. 
Johnson (Howard) Co. 

Kaufman & Broad Inc. (3) 
Litton Industries, Inc. (2). 

. Lykes-Youngstown Corp.’ 
Martin-Marietta Corp. ` 
Meredith Corp.. 

Mobil Oil Corp: 
‘National Distillers & Chemical-Corp. 
North American Coal Corp. - 


' Pet Inc. 


Pittston Company (2) 

Pullman, Inc. (2) 

. Reynolds Metals Company 
Schlitz (Jos.) Brewing Co. (2) 
Sherwin-Williams Co. 
Spring Mills, Inc. (2) 

` Talcott National Corp. 
Time, Inc. : 
Union Carbide Corp. o ы. ^ 
United States Gypsum Co. 
Westinghouse Electric Corp. 
White Motor Corp. 





ments, or dividend announcements. 
"Table I lists the sample registrants, and 
Table II specifies the types of events 
constituting the empirical sample. 
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ТАНЕ II . 
COMPARISONS ОР PCPULATION OF 258 VERSUS THE 
EMPIRICAL SAMPLE OF 58 
x ` Empirical 
f - . Population Sample 
Type of Announcement , Frequency Frequency 

Write-Downs of Assets 12% 10% 
Litigation Settlements- 2 7 

Sale of Segments ` i 17 12 - 
Discontipuation of Segments 17 29 
Sale of Investments or Property 12 24 
Change in Accounting Principle 8 4 
Adjustments of Previously : f 
Reported Charges or Credits 10 3 
Operating Events 2 5 
Losses on Long-Term Contracts 4 4 
Loss Carryforwards $ 4 0 

- Impairments in the Value of an ` 

Investment . , 3 0 

: Suy Others _ 9 ua = 

Total ; 100% 100% 














All frequencies are rounded. 


Methodology _ 
x The methodology of this —— as- 


sumes market efficiency in the semi- 


strong form, i.e., that publicly available 
information is fully impounded rapidly 


into stock prices. Applying this assump- . 


tion, statistical tests then ascertain 


whether the stock price fluctuations of · 


the sample companies in periods of 


formal and informal Item 10(a) dis- 


closures are greater than the companies 


average stock price fluctuations. The . 
measure of stock price fluctuation is the - 


magnitude as opposed to the direction 


of price changes because of the desire К 


not to further reduce the empirical sam- 
ple of 58 events by partitioning it into 
positive and negative sub-samples.? 


~ 


2 Focus on the absolute value or magnitude of stock ` 


price fluctuations is well established in accounting 
literature. See Beaver [1968], 
[1973], and Patell [1976]. 


May [1971] Jordan © 


E 


Pastena 


Since market-wide movements have а 
major effect on the day-to-day fluctua- 
tions of any given stock, the use of the 


familiar market model eliminates market- 


wide price changes and. isolates market 


reaction to firm specific information. The ` 


residual of the market model (e,,) repre- 
sents investor reaction at time t to firm 
specific information about firm j. 


ey =P A+ BM) 0) 
where P,, represents the rate of return 


on stock j for period t and M, represents 
the rate of return of the market for period 


.t. B; represents the volatility of stock j, 


which is the covariance of the return on 
stock j and the return on the market 


divided by the variance of the market. 


A, is a regression determined intercept. 
Stock price fluctuations in the 81-day 
period around Item 10(a) disclosures 
were excluded from the process of esti- 


. mating B,. Since the residuals will be used 


for purposes of statistical testing, the 


standard regression assumptions in re- 


spect to residuals of zero expected value, 
serial independence and homoscedastic- 


ity are required. 


For purposes of statistical hypothesis 
testing, the e, , are transformed and sub- 
sequently tested using a method sug- 
gested by Patell [1976]. The resulting 
residuals (Шы) are defined as follows: 
еу T-4 


SiC T-2 





Uy (2) 


where T represents the number of daily 
returns used in regression parameter 
estimation, 8? represents the variance as- 
sociated with the returns of company j, 
represents. a statistical correc- 
tion factor. 


~ As defined above, the expected value of 
U,, equals one. Thus, this study employs 


‘a parametric Z Test to determine if the 


mean U,, (О STAT) associated with the 
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' 58 Item 10(a) disclosure periods is statis- 


tically greater than one. A positive result 
is consistent with the conjecture that the 
market does use Item 10(a) information 
in setting equilibrium prices. 


. Hypotheses . 


Since the SEC requires both informal 
and formal disclosure of unusual events, 
market reactions to these two different 
types of disclosure are tested separately. 


In the test of investor use of the informal 


disclosure system, the null hypothesis is 


-that the U STAT associated with periods 
: of Item 10(a) disclosure in the WSJ is 


equal to one while the alternative hypoth- 
esis is that the 17 STAT is greater than 
one. Correspondingly, in testing investor 
reaction ‘to formal disclosures, the null 
hypothesis is that the U STAT associated 
with periods of formal Item 10(a) filings 


. with the SEC is equal to one while the 


alternative hypothesis is that the formal 
period U STAT is greater than one. 

In order to capture the instantaneous 
market reaction to Item 10(a) disclosures, 
relatively short disclosure periods of 
three days are used in the statistical 
testing. In the test of the informal dis- 
closure hypothesis, the three-day test 
period consists of the day beforé the 
informal press release, the day of the 
press release and the subsequent day 
when notice of the press release ap- 


: peared in the WSJ. In the formal dis- , 


closure test, the three-day period consti- 


` tutes the day the Form 8-K was received 


by the New York Stock Exchange 
(NYSE) and the two subsequent days. 
Inquiry at the NYSE confirmed that 
registrants send their Form 8-K filings 


3 The ‚С, factors partially compensate for the dif- 
ferences in the’ magnitude of the variances of the rates 
of return associated with different sample companies. 
The C,, factors varied from 1.001 at the .1 decile to 


` 1.009 at the .9 decile. See Patell [1976] for a more com- 


plete treatment of the derivation and meaning of the 
С, ‚ factor. 
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Figure 1 


i 
-13—12-11-10-9 -8—7 -6 —5—4 -3 -2 1 0+1 42 3 4 5 6 7 8 9 10 il 12 33 


Three-Day Periods Before Informal / 
Item 10(a) Disclosure 


to the SEC in Washington and the NYSE 
simultaneously. 

Two non-parametric tests, the bi- 
nomial and the Wilcoxon Signed Rank, 
are employed to confirm resulis obtained 
through the parametric Z Test. Non- 
parametric tests are an important sup- 
plement to parametric results because 
non-parametric tests are far less likely 
to reject the null hypotheses because of a 
few extreme market reactions to Item 
10(a) disclosures. In the binomial test, 
the U STATS associated with the three 


Item 10(a) disclosure days are statisti- . 


cally tested against the U STATS associ- 
ated with the 81-day period around the 
disclosure. In the Wilcoxon Signed Rank 
Test, the market reaction to 10(a) dis- 
closures is compared to the market 
reaction to the three quarterly earnings 
announcements and the annual earnings 
announcement of the same fiscal year. 


Results and Interpretation 


Both the parametric Z Test (at the .001 


level of significance) and the non-para- 


Three-Day Periods After Informal 
Jtem 10(a) Disclosure 


metric binomial test (at the .02 level of 
significance) support the alternative hy- 
pothesis that market fluctuations in 
informal Item i0(a) disclosure periods 
are greater than would be expected in a 
typical or average three-day period. The 
market fluctuations of U STATS in the 
81-day period around Item 10(a) dis- 
closure are depicted in Figure I. Also, the: 


results of the Wilcoxon Signed Rank .. 


Tests could not reject the hypothesis that 
the market’s reaction to Item 10(a) 
disclosures is greater than for annual or 
interim earnings announcements. How- 
ever, all parametric and non-parametric 
testing supports the null hypothesis that 
market fluctuations in periods of formal 
Item 10(a) disclosure are not greater than 
in the typical or average three-day period. 


These results provide strong support. · 


for the contention that the informal dis- 
closure system is used by investors but do 


not proffer evidence of instantaneous : 


SEC mandated formal disclosures. It is 
possible that the three-day period was 


too short to capture market reaction to . 


з 





x 


Pastena 


formal disclosure; However, given the 
previous market reaction to the earlier 
informal disclosures, it is probable that 
the market had already fully reacted to 
new information by the time of the for- 
mal filing. If so, the formal disclosures 
provide their greatest function by giving 
management an incentive to be candid 
and complete in their earlier press release 
disclosures. 
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events: (1) encouraged the production of 
relevant information, (2) induced the 
dissemination of information on a more 
timely basis, and (3) mandated the dis- 
semination of information that was used 
by investors. Having displayed these 
characteristics, the disclosure system 
satisfies the key prerequisites set up by 
Hakansson [1977] for efficacy in meeting 
the needs of investors. Of course, a de- 


finitive statement as to the desirability 
of regulation requires a detailed cost 
benefit analysis and that is a goal of 
future research. 


GENERAL CONCLUSION 


This study provides evidence that the 
SEC disclosure system for unusual 
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Cost Allocation and External - 
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| о when. Reciprocal 
I Dr eus ‘Services Exist . 
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ety 


i ` ABST RACT: This paper views the exterrial acquisition of Services as a variation of thé. 
> traditional make-buy problem. A linear: programming framework for external acquisition 


ds. proposed which generalizes the traditional. make- -buy model by incorporating the. ; 
“a simultaneous equation- relationships for, reciprocal services. Using linear programming: 


И results. it is possible to determirie whether external acquisitions are economically at- 
І “tractive and in what quantity. In addition, this paper demonstrates how to use the linear 
, programming, results to compute. cost allocations 4 even Aihan. some жө! services: 


are purchases елу. ane 


^ INTRODUCTION ` 


| N their paper, Capettini and Salmon - 


[1977]. (hereafter. C&S); discuss е. 
‘internal versus external acquisition ' 
' of services in the presence ‘of reciprocal. 


‘services: Their main purpose is to dem- · 
. onstrate that. many of the relevant data... 
for decisions on external acquisition are. 


produced by the simultaneous equation: 
method of cost allocation. This fact tends ` 
'to süpport the use of the simultaneous 
equation method (rather than the direct 
. Or.step methods) since it provides infor-" . 


mation that is also useful in decisions. 


making. C&S do note, however, that .' 
_even the'simultàneous equation method, 
. has its limitations, such as its inability to. 
produce data on cost savings when there: - 
is simultaneous. acquisition of two or. 
more services. ` 

We take the position that’ the ЧЕНЕ 
acquisition of services can be viewed as a 
variation of the traditional make buy 


of the simultaneous equation method of 


cost. allocation, the most. appropriate 


economie mode! for the evaluation of 


' make- -buy decisions is a linear: program 
(LP). In particular, the LP. framework 
; is a generalization of the simultaneous 
.equation method -which -provides - cost ` 


i 


t 


problem commonly taught i in ран aoc 
or in managerial accounting. When linear. 


"technologies apply, as in the application 


allocations as well as complete answers - - 


‚ to the relevant economic questions in- 


volving external acquisition. In addition, 


the general LP model provides cost a 
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A. 


‘production activities! For 


- cations that include the purchase ша) of 
- external services. 

— In what follows, the reader is айй j 
to be familiar with the accounting phe- 


nomenon of reciprocal relationships 


among service centers (or departments) ` 


which provide direct support to a set of 
simplicity, 
all indirect costs are assumed to be vari- 
able costs (i.e., linear costs), as discussed 
in Kaplan [1973], although the concepts 
can be extended to non-variable costs in 
the spirit of the example given by C&S 
[1977, p. 693]. Finally, the make-buy 
framework advocated here can readily be 
applied with the support of information 
systems that contain a computer program 
for LP. 


AN LP STRUCTURE FOR RECIPROCAL 
SERVICES : 
In order to provide a linear program- 
ming interpretation, we begin by associ- 
ating one equality constraint with each 
type of service output. Let m denote the 
number of service departments, and let 


x;=the number of output units from 
service department j 

b, the number of output units from 
service department i directly re- 
quired for the total production 
' output. 

c,= the unit cost ofoutput from service 
department j. 

4,7 the number of output units from 
service department i required for 
one unit of output from depart- 
mentj ` 


The total cost of all service department 
outputs will then be 


= У сру (1а) 
ј=1 
The typical constraint is of the form 


Us РУ a, Xj = b, (1b) 
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The left-hand side of this constraint is the 


service output from department i, net of 
output to other service departments; 
this is the quantity available to be direct- 
ly supplied to meet production require- 
ments. The right-hand side is the direct 
production requirement. Thus, while x; 
represents the total (direct and indirect) 
output of department i, the relationship in 
the equation assures that the output 
provided to production departments is 
equal to their direct requirement. This 
model is a very special type of linear pro- 
gram in that the constraints consist of 
m equations in m unknowns. There will 
be only one solution to this system of 
equations and therefore only one value 
of z. 

The LP framework allows the analyst 
to represent the reciprocal pattern of 
services in equation form, and it permits 
an evaluation of the external-acquisition 
of a service in any amount by using the 
shadow price as a break-even unit price. 
The maximum desirable quantity for 
external purchase can be determined 
from ranging analysis of the constraint 
constants in the LP. The results of such 
an analysis will,.of course, be identical 
with those produced by C&S [1977] and 
by Kaplan [1973], since the LP frame- 
work is merely a different interpretation 


_of the same economic problem. 


An alternative approach to formulat- 
ing the model is to include the external 
purchase quantities as explicit variablés, 
thus giving rise to a general make-buy 
formulation. Specifically, let : 


v,—quantity of service j to be pur- 
chased externally, and 
p;= unit price for service j when pur- 
chased externally. 
The extended LP formulation includes 
the cost of external purchases in the ob- 


! Concise descriptions can be found in C&S [1977] 
and also in.Morse [1978]. . 


E 
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jective function and permits external 
purchases to substitute for (net) internally 
generated quantities: 


minimize 
m 5 m / 


z= У, сру + У, рр (2a) 
і j71 j71 2 


subject to 

m 
Xi s 2 ах) + vi = b; 

ja 
@= 1,2, 
The left-hand side of equation (2b) is the 
net service output from department i, 
augmented by the quantity of the same 
type of service that is purchased external- 
ly. As in equation (1b), the right-hand 
side is the direct production requirement. 
Limitations on the purchase quantities 
might also be imposed by external mar- 
ket considerations or by internal poli- 
cies; these can be reflected by -upper 

bound constraints on the variables vj. 


Cost ALLOCATIONS AND THE 
LP STRUCTURE 


Simultaneous equation methods for 
allocating service department costs to 
producing departments are particulrly 
appropriate when reciprocal service pat- 
terns exist. This type of allocation pro- 
cedure may be conceived as having two 
phases: (1) compute the flow-through 
costs? associated with each service de- 
partment, and then (2) distribute these 
costs to the producing departments on 
the basis of relative usage. To formalize 
our interpretation of this procedure, we 
adopt the following notation: 


S,—flow- -through costs for the m 
service department, j—1,2,:- 
K;-—direct cost incurred at the th 

. Service department. 
eg proportion of total output ren- 
dered by service department i that 


m) Qb) 


i 
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goes to support service genat 
ment j. 


The flow-through costs S, are defined 
by the following set of m equations: 


8, = + Ў e 6) 


Equation (3) defines the flow-through 
cost of the jth service department as the 


sum of its direct cost and an appropriate ` 


proportion of the flow-through cost for 
each of the departments. However, from 
our earlier definitions we have: 


Ky = ср (4) 
ej = a (5) 


Therefore, Equation (3) becomes: 


-Sj = сру + у, 420 xi (6) 
і=1 
S g S; l 
1 Уа = с 
Xj. PX e j (7) 


Substituting the variable S; j for the ratio 
Sj/x;, we obtain 


S- Y ast =e, (8) 


This system of m equations in the m vari- 
ables $ is identical to the set of equations 


‚ that comprise the dual linear program 


associated with (1a) and (1b). In other 
words, the value ofS; is identical to the 
dual variable (or shadow price) y;. Thus 
we have: 

S = уу (9) 
and 

8; = Spry = ур. 
In words, the ficw-through cost for ser- 

? Kaplan [1973] refers'to these as “redistributed” 


service costs, while C&S [927] call them “unadjusted” 
cost allocations. 


(10) 4 


4 > 


‚5 


‘Baker and Taylor | 


E ‘ 


vice department j is simply the product of . 


the jth quantity variable and the jth 
shadow price in the LP (1а, 1b). . `` 


For the C&S example the LP model is: : 
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ments. Let п denote the number of pro- 
duction departments, and define: 


minimize z = 0.0133x, + 0.1x; + 0.0ix, 


These allocations S, agree with those pro- 


duced by C&S and Бу: Kaplan on the. 


same example. Note that another form 


e 
di E pi es 


In gads this equation states that the 


marginal cost of output from service de- . - | 
partment j is equal to direct cost per unit ' 
` . plus the sum of costs allocated to a 


ment j on a per unit basis. : 


The second step in cost allocation re- 


quires that the unadjusted allocations be 


distributed to the production depart- — 
ments. Note that it was sufficient in the 


LP model (1a, 1b) to utilize aggregate 
output b, from service department i to all 
production departments. For product 


. costing however, it is necessary to dis- 
tinguish among the production depart- 


for the анор ар in M is now seen to 
` Бе: . j 


| ЕТЕ 


subject to x, — 0.5х, = 60,000 
155 8x = 0.15x3 = 90,000 
= | + x3 = 480,000 (11) 
From an LP routine, the solution ds | 25 : 
`_ found to be: nM : uy=the number of output units from 
' | x ` production department j. 
ES ме Pid oie А by=the number of output units from 
x; = 150,000 gal. 006 2=26,000 service department i directly re- 
х= 180,000 cu. ft. y4-011773 . - i | | 
2T 600,000 к-г. »- ee quired for one unit of output from 
| production department j. 
From (10) we also obtain: In the light of the notation introduced 
| a ‘earlier, this means: xs 
Department ; | 
1 03545 150 joo 519 | | 
2 ‚ 11773 180000 21191 -5 Бии, (13) 
3. 02766 600000 ` 16596 


“Tn addition, we can define terms which 


are analogous to those introduced earlier 
but which apply to production depart- 
ments. | 


Pj= overhead cost allocated to pro- 
‚ duction department j. [analogous 

. toS] 

7,,— proportion of output rendered by 
service department i that goes to 
support production department j. 
[analogous to е] 

With this notation, the desired overhead 


cost to be allocated to production depart- 
menit j is PEN by?: 


Р, = » rsi (14) 


3 This phase of cost allocation is not explicitly treated 
by C&S, but a comparable discussion can be found in 


Kaplan [1973] and Morse [1978, Ch. 3]. 
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By a series of arguments analogous to 
those represented in equations 2c we 
obtain: 


Р, = 02$ = ц. b E 
i à Xi i »» ш x 
=] i bii (15) 


In the C&S example, this allocation is 
trivial because there is only one produc- 


tion department; however, using (15) ме. 


can verify that its overhead allocation is: 
P =44(b11¥1 +b21¥2 +b31Y3) 


= 100,000[0.6(0.03546)+0.9{0.11773) , 


--4.8(0.02766)] 
-= 26,000 l (16) 


This figure, of course, represents the total 
` overhead cost incurred at the three ser- 
vice departments. - 

In order to demonstrate how the LP 
framework allows for product costing 
when there is more than one department, 
consider the numerical example in Table 
1, which contains four service depart- 
. ments with reciprocal patterns of support 
and two production departments. The 


top portion of Table 1 gives the tech- 


nological coefficients describing output 
relationships between service-production 
department pairs. The respective internal 
costs and external prices are also shown. 

Suppose that the output volumes for 
the production departments are и; = 1000 
and u,=2000. We begin the analysis by 


excluding external purchases, leading to, 


the following LP model: 


minimize z = 4.00x, + 3.00х, + 2.00x4 + 1.0054 - 
x, — 012x, — 005x, — 0.08х = 21,000 
X5 — 0.10x4 zn 0.06x4 = 13,000 


subject to 
— 0.24х; 


— 0.15х; — 0.10х› + 
— 0.05x, — 0.15x; — 0.25x3 + 
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` TABLE] 
PARAMETERS FOR THE NUMERICAL EXAMPLE 








D Servive Departménis „ 








Units required SI 82 S .s 
per unit of: 511 — 0.24 0.15 0.05 
Service S2|012 — 010 0.15 
s3 | 0.05 010 — 0.25 

s4 | 0.08 0.06 004 — 

Production PIHLO 50 70 140 
‚ P2|50 40 70 50 

-Unit Cost (internal) ` [$4.00 $3.00 $2.00 $1.00 
$5.25 $422 $3114 $1.80. 


Unit Price (external) 





A computerized LP routine yields the 
solution.below: 


Quantities 


Shadow Prices Internal Cost 
X= 28,367 у= 5.589 z= 283,081 
х= 24,916 v4—4261 
x34—29205: 743.163 
X42 36,457 92471.829 


From this analysis we conclude that i in 
the absence of external purchases the 
total internal service cost will be $283,081 


' básed on the output quantities given as 


X, X2, Xa, and x4. 
In order to allocate service costs ac- 
cording to the simultaneous equation 


. method for cost allocation, we perform 


the following calculations: 
Flow-through Costs: S;=y;x; (10) 
5: = 5.589(28,367) = 158,543 . 


5 = 4.261(24,916) = 104,896 
$4 = 3.163(29,205) = 92,375 
S4 = 1.829(36,457) = 66,680 - 


Xa — 0.04x, = 21,000 


x4 = 24,000 NU 


244- 


Pia 


> 


s 


A... 
7 


ў 


Baker and Taylor 
Cost Allocations: Py=uy; з buy, (15) 


P,—1000[1 165, 589) 4- 5(4. 261) )-- 7(3.163) 
-14(1829)]-130,531 ` 

Р, = 2000[5(5.589) + 4(4.261)4-7(3.163) 

152,550 | 

283,081 


When we examine the possibility of 
external purchases, we began with a com- 
parison of external prices and n 
values: | 


+5(1.829)] = 






Service 






$5.59 $426 $3.16 $1.83 





$525 $422 $3.14 ‘$1.80 


We conclude that the external purchase 
of all four services should be investigated 
since each external. price is attractive at 
the margin. We proceed by formulating 
the general LP model for the make-buy 
analysis: 


ae . 
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chase is implemented, the cost allocation 
procedure yields: 


Flow-through Costs: $, — 141,194 
i ^ S= 73,142 
S, = 75,320 

54 = 58,640 

Cost Allocations: Р, = 125922 
Р, = 148,053 


The significance of the Equation sys- 
tem (15) should not be missed. The formu- 
la demonstrates that the desired cost 
allocations can be determined from three 
kinds of information: 

иу: the output volume for production 
department j. 

bj: the technological coefficients de- 
scribing the relationship between ' 
production output in department 
j and direct service required of de- 
partment i. 

yı: the shadow prices, from (1a, 1b). 





2=4.00x, + 3.00%. + 2.00x4 + 1.00x4 + 5.250, + 4.220, + 3.1405 + 1.8004 


Subject to 
X1 M 0.12x, 
P. en 0.24х, 


—0.05x4 —0.08x4 + - 
—0.10x4 —0.06x4 
—0.15x,—0.10x;4- | x4—0.04x, 
—0.05x, —0.15x, —0.25x3+ 


A computerized LP routine yields the 
solution below: 


X4 


Internal External Shadow Total 


Quantities Quantities Prices Cost 
х= — 0 0,-26894 y,—-525  z=273975 
х2=17,361 v= 0 у,=4213 
X34::24041 v= 0 y4,-3.1333 

x,4-32614 v= 0 )y,-1.798 


From this analysis we conclude that the 
potential for external acquisitions can be 


exploited to reduce the total cost from . 


‚ $283,081 to $273,975 by obtaining service 


1 externally at $5.25/unit. When this pur- 


01 


=21,000 
= 13,000 
= 21,000 
v,—24000 (18) 


T 0, 


+ Us 


+ 


In particular, this: approach avoids the 
need to rely on “proportion-of-output”’ 
coefficients such as е, and түү, which are 
commonly the basis in contemporary 
textbooks on managerial accounting for 
describing reciprocal patterns of service 
and for determining cost allocations.* 
The “proportional output" coefficients 


* Although Kaplan [1973] utilizes both the techno- 
logical coefficients and the proportional output co- 
efficients, he does so mainly to clarify the interpretation 
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depend on the scale of activity at the vari- 
ous departments and could be expected to 
vary each accounting period. as the ac- 
tivity levels change. By contrast, the 
technological coefficients are -far less 
likely to need revision as activity levels 
change, period to period. In fact, if the 
relationships between production and 
service are.putely physical (as would be 
the case for. water, steam, and electricity, 
for example) the coefficients would not 


vary at all, and there would not be any ~ 


need to revise the information base as 
output levels change. The shadow prices, 


however, would be recalculated by the: 


computer program that solves the LP. 
The technological coefficients :ap- 
proach is also useful for evaluating the 


external acquisition of services. Suppose . 


a firm decides to acquire certain services 
externally and then wishes to forecast the 
indirect cost allocations that will result. 
With the “proportional output” ap- 
proach, the whole set of coefficients de- 
scribing the pattern of reciprocal services 
would have to be revised to reflect the 
external acquisition. However, with the 
"technological" approach, no such re- 


vision in this portion of the information | 


base is required. 
_ SUMMARY 
In this paper, we have presented a 
linear programming (LP) approach to 


the problem of acquiring overhead ser- 
‘vices when reciprocal relationships 
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among services exist. The LP framework 
generalizes the traditional make-buy 


- model and incorporates the simultaneous 
. equation model for cost relationships in 
the presence of reciprocity. With the use ` 
of a straightforward linear program, we 


have shown how to determine whether 
external acquisitions are economically 
attractive and how to find the quantity of 


service output that is required to replace 


internally-generated service output. 

In addition, we have shown how to 
utilize the results of LP analysis to com- 
pute allocations of overhead costs to 
production departments. These compu- 
tations can be made even when some of 


the .overhead services are purchased | 


‘externally, as illustrated by the example - 
‚їп the previous section. As a consequence ` 


the model not only can evaluate the eco- 
nomic desirability of certain external 
acquisitions under different planning 
scenarios, but it also can anticipate how 
costs would ultimately be allocated under 


. each scenario. Finally, we note thateven . 


though we have presented only examples 
in which self-service costs did not occur, 
the LP approach can be applied without 


any changes to саѕеѕ. іп which self- 


service relationships exist. 


of the information produced by cost allocations that 
use the proportional output coefficients. The advantages 
of using the technological coefficients for cost allocation 


: as well as for iaa external acquisition are not. ex- . 


plored. 
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Income ‘Tax Liability: 
_ А Classroom Approach 
Richard B. Byars | 


ABSTRACT: Once a taxpayer's taxable income has been determined there are three 
possible methods of determining income tax liability: (1) the regular method using the 
appropriate tax schedule, (2) income averaging, and (3) maximum tax: This paper presents 
a method of explaining these methods by means of tax layers which greatly facilitates 
student comprehension. A notational method is also suggested which facilitates testing 
of these concepts. Demonstration of the source of tax savings also facilitates student 


comprehension: 


ABLE 1 presents the data necessary · 


to compute a married taxpayer's 

income tax liability using the three 
possible methods: (1) regular method 
using Schedule Y, (joint return) (2) 
income averaging, and (3) maximum tax. 
The tax on the taxable income (TI) of 
$162,400 is $81,464. This can be denoted 
as T (164,200). This nctational system 
relieves both the student and the teacher 
of the burden of computing the tax lia- 
bility, a process which wastes time, .is 
subject to error, and adds more foliage 
to the forest. ; 
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INCOME AVERAGING 


The tax liability which results from 
income averaging can be described as a 
layer cake. Table 2 presents a three- 
layered cake in which: layer 1 is the non- 
averageable income, layer 2 has a thick- 
ness equal to one, fifth the averageable 


Richard B. Byars is Assistant.Professor 
of Accounting, Drexel University. . 
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. \ É 
income, and layer 3 is the balance. The 
tax liability 1s the tax on layer 1 plus five 
times the liability on layer 2. The savings 
can be explained as the amount of TI 
which would have been taxed at 64 per- 
cent but will instead be taxed at 59 per- 
cent. 


MAXIMUM TAX 


Table 3 is a three-layered cake in which 
layer 1 has a height equal to the point 
where TI is taxed at a rate greater tlían 
50 percent, and layer 2 plus layer 1 are 
equal to personal service taxable income 
(PSTI) The tax liability is the tax on 
layer 1 plus 50 percent of layer 2 plus the 
marginal tax on layer 3. The savings can 
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T(162,400 — T(71,871.41) for the maxi- 


mum tax. Asking the student to respond” - 


in this manner permits more compre- 
hensive questions to be asked since some ~ 
of the time required to work the problem 
has been eliminated by adopting the 
notation presented here. 

At the time the topics in this paper are 
presented, most instructors would also, 
discuss the minimum tax and the alterna- 
tive minimum tax. The example given 
above can be used to cover these topics 
which are beyond the scope of this paper. 


TABLE 1 
"COMPONENTS OF TAXABLE INCOME 























be explained as the difference betweena ^ ` м ; о 
> 5 terest Income 
50 percent rate and the regular rate for Net Royalty Income 30 000 
the PSTI that exceeds $60,000, where.a Itemized Deductions 10.300 
marginal rate greater than 50 percent is Exemptions 1,500 
encountered AGI 174,200 
T sea P f 162,400 
TESTING AND USAGE Tax Preferences (depletion) U 40,000 
Most students calculate the income Regular Tax= 71(162,40) = 81,464 
averaging method, T(90,000) +5 19x6TI $90,000 
[1(104,480) — Т(90,000)], but forget the 19 x5 TI 71,000 
equation for PSTI and fail to respond MEE 25200 
T(60,000) + .5 [71,871.41 — 60,000] + - i 
TABLE 2, . 
INCOME AVERAGING: 
Original TI Adjustment Adjusted TI 
19x6 $90,000 $3,200 $ 93,200 
19x5 77,000 3,200 80,200 
19x4 64,000 3,200 67,200 
19x3 56,200 3,200 59,400 
$300,000 
` +4 
Base Period Average $ 75,000 
x 120% 
Non-averageable Income $ 90,000 








к— 




















Б TABLE 2 (Continued) 
Pa ; $162,400 ^ 1. $162,400 . 
^ ^ H 
* ( | 90,000 
M 109,400 1 $ 72,400 Averageable Income 
Averageable Income 1:8 +5 І 
ed 104,480 ] | 
=; . ys > : | $ 14,480 1/5 Averageable Income 
ж Layer 24 | Averageable ‚59% С E 
t | Income X 
90,000 l 
j 'Non-averageable Income 
А І Layer 1 % 5 Times Layer 2 
\ Non-averageable Income + 5 Times Marginal Tax on 1/5 Averageable Income 
x ? 
Ж: V. TAX = T($90,000) + 5[Т(104,480)—Т(90,000)] 
r^ i = $36,098 + S[ $44,641.2— $36,098] 
3 -= $78,814 К 
SAVINGS = $ 2,650 = $81,464 —$78,814 
Explanation of Savings : : 
; SAVINGS = [64% —59%] x [162,400 — 109,400] : - 
: = .05x 53,000. _ ; ! 
' бо ' TABLE3 
MAXIMUM TAX Я 
Net i | 
рег e pene Бийи с ү лыры ды. 152 
AGI i 
$120,000 
= $174,200 х $162,400 и _ 
= $71,871.41 
PSTI ` 
I x % 
БЕ 
H i 
А у Marginal Rate 
E "i 50% or Less 
№ 
7 ; 
E Layer 1 Layer 2 e Layer 3 
+ TAX = T(60,000) + .5[71,871.41 — 60,000] + [T(162,400) — Т(71,871.41)] 
|` =‘ 19,678 + .5[11,871.41] - + [81,464 — 26,088.56] 
== A =. 19,678 + 5,935.71 200. + 55,375.44 ; 
d ==" $80,989.15 | 
| SAVINGS =$ 474.85 
«Explanation of Savings 
\VINGS = [.54 — .50] x [71,871.41:— 60,000] 7 
| = 04 x 11,871.41 


= $474.85 
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Public Sector Accounting Education: 


. Status Update and Extension 


John H. Engstrom 


ABSTRACT: A survey of AACSB-accredited undergraduate and graduate programs re- 

, vealed that most institutions would like to expand public sector offerings but are unable 
to do so due to lack of funds and qualified faculty. The demand for faculty qualified to 
teach public sector accounting will far exceed the supply for the next five years. This 
supply-demand situation provides a rich opportunity for doctoral candidates. 


RADUATES of accounting programs 
enter the profession with a back- 
ground in accounting and other 


subjects related to the business sector of 


our economy. Traditionally housed 
within colleges of business, accounting 
„programs have naturally been considered 
a part of the field of.business administra- 
. tion. Recently, however, the profession 
has begun to recognize that its services 
and products apply also to the public 
sector, including government, colleges, 
hospitals, public schools, 
welfare organizations, and other not-for- 


health and. 


profit entities. The Financial Accounting - 


Standards Board is in the process of 
considering. basic questions relating to 
non-business accounting [FASB, 1978; 
. Anthony, 1978]. Those who are responsi- 
ble for the education of accounting pro- 
fessionals are faced with the possibility 
that curriculum changes may be needed 
to meet the special needs of public sector 
organizations. A recent article by Fox 
[1977] suggested that programs being 
developed by the’ new professional 
schools should consider the needs of 
governmental units. 

Several questions need to be addressed 
by accounting educators. How well are 
these special needs being met by ac- 


» 


counting programs in American colleges 
and universities? How many universities 
offer special courses in accounting for 
public sector organizations? What is the 
content of those courses? What materials 
are being used? If courses are not offered, 
what are the reasons? Are there sufficient 
faculty members interested and qualified 
in public sector accounting, now and in 
the near future? Do accounting faculties 
plan to expand course offerings in this 
area? 

A recent article by Holder [1978] re- 
ported the results of a survey of AACSB- 
accredited MBA ‘graduate programs and 
dealt with some of these questions. 
Holder reported that the majority of 


. programs did not offer a public sector 
~ accounting course and cited the lack of 


resources as a major limiting factor. 
Most of the institutions, however, 
planned to expand graduate public sector 
offerings in the future. This survey pro- 
vides support for Holder's conclusions 
and addresses several additional issues. 
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У 


' chairpersons, requested data regarding. 


Engstrom | 


Both undergraduate and graduate pro- 
grams are included in the study due to the 
fact that many institutions offer under- 


' graduate courses. In addition, informa- 


tion was gathered regarding the demand 
for and supply of persons interested in 
and capable of teaching publie sector 
accounting. 


RESEARCH METHODOLOGY 
A two-part questionnaire was sent to 


` chairpersons of the 198 accounting pro- 


grams accredited by AACSB [AACSB, 
1977]. Part one, to be answered by the 


the extent of public sector course offer- 


ings and number of qualified faculty ` 


members, and asked for opinions regard- 
ing future plans. Part two requested data 
regarding course content from faculty 
members teaching public sector account- 
ing courses. Including one follow-up 
mailing, responses were received from 
128 of the 198 institutions, but six were 
unusable, leaving 122,.or 61.6 percent 
usable responses. Even though the re- 
sponse rate was reasonably high, several 
comparisons were made-to test for the 
possible existence of non-response bias. 


The average total enrollments of re- - 


sponding and non-responding institu- 
tions was approximately. the same 


. (17,222 to 17,079). In addition, the re- 


“sponding institutions have 70.3 percent 


of the entire' population of accounting ' 


doctoral students reported by Crum 
[1978]. Comparisons were also made 
between the responses to the original 
and follow-up mailing. Late respondents 


. were less likely (37.5 percent) to have an 


elective public sector course than re- 
spondents to the original questionnaire 
(54.6 percent). On the average, late 
respondents had fewer qualified public 
sector accounting faculty members and 
fewer interested doctoral candidates but 
expressed a stronger desire to expand 
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public sector offerings. To the extent that 
the bias of the late respondents would 
carry over to the non-respondents, the 
conclusions of this study, that accounting 
education is not now meeting public 
sector needs, would be strengthened. 

Along with the 128 responses, 27 
course syllabi were returned for analysis 
as requested i in part two of the question- 
naire. 


RESULTS OF THE SURVEY—PART 1 
Present status of course offerings 
Table 1 reflects the number and е. 
percentage of responding institutions 
offering public sector accounting courses. 
While over half of the institutions offer a 


separate elective course, only three insti- 
tutions have a required exposure to 


` public sector accounting. Survey data 


indicated that the larger accounting pro- - 
grams were more likely to have a public 
sector course. In addition to the pro- 
grams for regular students, 56 institutions 
conduct CPA review programs. Forty- 
seven of the 56 institutions (83.9 percent) 
include an average of 4:5 hours of public 


. sector material. Fourteen institutions 


reported various short courses and pro- - 
fessional programs, covering accounting 











. i TABLE 1 
PUBLIC SECTOR COURSE OFFERINGS.” . . 
(N=122) 
S тот сж 
- Number of, 
Course Description Institutions Percentage 

Public Sector Accountingasa Part . 

of an “Advanced” Course - 65 53.3 
Public Sector Elective Course 764 52.5 
Public Sector Required Course 3 2.5 
Advanced Public Sector Course 6 4.9 
Public Sector Course for Other 

Departments . 18 14.8 
Hospital or Health Care Course 7 5.7 
College and University 

Accounting Course 1 8 
Interdisciplinary Course 8 
- With Social Work 


196° - 
TABLE 2 


MAJOR FACTORS LIMITING INCREASE IN. 
PUBLIC Ѕвстов COURSES 





N umber Percentage 
of of ` 


Factor А Rewomer Total 


Budget constraints 49 27.3 

Lack of properly qualified 
faculty members i 44 24.6 

Lack of interested faculty 
members 39 21.8 
Lack of student interest 32 17.9 
Other 15 8.4 
179* 100.0 


Total 


* Several of the respondents indicated more than one 
of the factors. 


for health care, government, colleges, 
churches, and public schools. Three insti- 
‘tutions offer public sector courses 
through correspondence. 

These results clearly suggest that few 
American accounting students have a 
required exposure to public sector ac- 
counting. It is possible for many of them 
to obtain the information through an 


elective course or a CPA review program. : 


Factors Limiting Course Offerings 


Table 2 generally supports Holder’s 
conclusion [1978, -р. 748] that lack of 


resources (money and faculty) are a - 


major factor limiting the expansion of 
public sector offerings. It is not clear 
whether the lack of qualified faculty 
members is due to a lack of financial 
resources or other reasons, including a 


general shortage of faculty members in’ 


the field. 


Plans for the Future | 


Department chairpersons were asked 
to indicate their feelings regarding public 
‘sector accounting offerings. Table 3 indi- 
cates that the majority (74.6 percent) 
would like to increase offerings either 
within & year or during the next five 
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TABLE 3 


DISTRIBUTION OF INSTITUTIONS ACCORDING To 
PLANNED PUBLIC SECTOR OFFERINGS 
IN THE FUTURE 





: Number 
Department Chairperson's of f 
Response Institutions Percent 
Would like to increase 
within a year 41 33.6, 
Anticipate an increase within ч 
five years 50 41.0 
Satisfied and anticipate ; 
no increase 28 23.0 
Would like to decrease offérings B 8 
No response р 2 1.6 
То{а1 . 122 100.0 





years. Even with the obvious limits of self 
reports, there is at least an indication 
that accounting education leaders are 
responding to the interest of the profes- 
sion in the public sector. 


Supply and Demand of Foch Members 


Table 4 reflects the distribution of - 


reporting institutions according to the 
number of present faculty members who 
consider public szctor accounting to be a 
major teaching and research interest. 
These institutions reported a total of 94 
individuals, and there are undoubtedly 
more in nonresponding and non-AACSB 


TABLE 4 


DISTRIBUTION OF INSTITUTIONS: ACCORDING TO NUMBER 
OF FACULTY WHO CONSIDER PUBLIC SECTOR 
ACCOUNTING TD BE A MAJOR TEACHING 











‘AND RESEARCH INTEREST 
Number of Number of 
Faculty Members institutions Percent 
0 54 44.3 
1 48 39.3 
2 a 17 13.9 
3 or more 3 н 2.5 
Total 122 71000 





+ 


4 


{ 
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TABLE 5 


ot NUMBER OF DOCTORAL STUDENTS GRADUATING IN THE 


№ 


LI 


NEXT FIVE YEARS WITH A MAJOR TEACHING AND. 
RESEARCH INTEREST IN PUBLIC ` 
Secror ACCOUNTING 





Anticipated Year ` 

of Graduation > Number of Students 
"1978 
1979 
1980 ` 
1981 
1982 


I LS Pw moa! 


accredited schools. Table 5 reflects the 
reported number of doctoral students 
who have an interest in public sector 
accounting and their anticipated year of 


graduation. As might be expected, all. : 
: but two of the doctoral candidates were . 
in institutions that have one or more | 


qualified faculty members. 


Departmental chairpersons were asked - 
.to indicate their anticipated additional 


needs for faculty members who are quali- 
fied in public sector accounting. Table 6- 
reflects a need for 84 faculty members 
during the next five years. Table 7 sum- 
marizes the reported supply-and-demand 
situation and clearly demonstrates a 
projected unmet demand. This should 
provide an incentive for doctoral students 
to specialize in public sector accounting. 


IMPLICATIONS OF THE SURVEY—PART I . 


If a position is taken that public sector 


material should be a required part of 


' every accounting graduate’s field ‘of 


knowledge, Шеп accounting education is | 
currently deficient. Shortages of qualified : 
. and interested. faculty members and of 


financial resources appear to be the 
primary causes. Most institutions. would 


like to increase offerings, and one-third · 


of the institutions would like to dos so 


i immediately. 
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TABLE 6 


DISTRIBUTION OF INSTITUTIONS ACCORDING TO ANTICI- 
PATED NEED FOR FACULTY MEMBERS WITH 
QUALIFICATIONS IN PUBLIC 
SECTOR ACCOUNTING 





Institutions Number of 





————————- Faculty 
Expressed Need Number ^ % Needed 
Immediate need 9 238 32 
No immediate need but anti- 
cipate a need within next 
` five years 52 42.6 52 
No anticipated need 41 33.6 — 
122 100.0 84 
TABLE 7 


SUPPLY OF AND DEMAND FOR FACULTY MEMBERS INTER- 
ESTED AND QUALIFIED IN PUBLIC SECTOR ACCOUNTING 
AS REPORTED BY RESPONDENTS TO SURVEY 


Within One Not Now ` Total. | 
Year But within Within 
(1978-79) Five Years Five Years 


Potential demand 32 52 84 
Potential supply “42 10 22 
. Excess of demand ` 

over supply 20 42 62 


The shortage of financial resources can 
be alleviated through a re-ordering of 
priorities and, it is іо Бе hoped, increased , 
funding. The shortage of faculty can be 
addressed by those institutions with 
doctoral programs in accounting and by 


additional training of faculty members 


who might be interested 1 in a change in . 
emphasis. 
RESULTS OF THE ne PARE II 


Table 8 reflects the average percentage 
of class time spent on various public 
sector topics by the institutions returning 


the second part of the questionnaire. 


Perhaps reflecting the content. of the 
major textbooks, the majority of time is 
spent on accounting for state and local 


` Other 
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TABLE 8 


ELECTIVE GOVERNMENTAL COURSE AVERAGE TIME 
SPENT IN SUBJECT AREAS : 
(N=52) 


t 








es 








| Percentage 

Subject _ Time Spent 
State and’ Local Government 54.6 
Budgeting 9.6 
Federal Government 8.9 
‘Hospitals 6.4 
- Colleges and Universities 5.2 
Cost Determination .- 4.6 
Auditing 3.4 
Public Schools 3.1 

Voluntary Health & 

Welfare Organizations 1.7 
Cash, Management 1.6 
9 
100.0 





governmental units, with the remaining - - 


time spread among many topics. 
Required course materials included 
most often were (in alphabetical order) 
the AICPA Audit Guides for Colleges 
and Universities [AICPA, 1973], Health, 
and Welfare Organizations [AICPA, 
1974], Hospitals [AICPA, 1972], and 
State and Local Governmental Units 
[AICPA, 1974], and books by Anthony 
and Herzlinger [1975], Gross [1974], 
Hay and Mikesell [1974], Henke [1977], 
Lynn and Freeman [1974], Lynn and 
Thompson [1974] and Vargo [1977]. 
` In addition, examination of the course’ 
syllabi reflected a wide variety of required 
and recommended readings, including 
zero-base and other rational approaches 
to budgeting, CPA firm recommenda- 
. tions for public sector accounting, AAA 
committee reports, program evaluation, 
NCGA materials, GAO materials, and 
. City financial reports. A total of 160 
books, pamphlets, and articles were 
listed as primary or secondary materials. 
"While a number of courses basically 
follow the outline of the major textbooks, 


to business students. 
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others approach topics by combining 
readings with, or as a substitute for, text 
materials. Some use a management con- 
trol perspective; some deal with account: 
ing and reporting issues; and others 
require students to analyze and report 
on actual financial statements. 

In response to an open-ended question, 
some public sector accounting instructors 


' suggested that a course should not just 
: cover the debits and credits but analyze — 
the current issues in the field. An under- 
‘standing of the political process, the 


problems of preparing budgets, and a 


‘study of actual agencies or other govern- 


ments were-also suggested as topics. 
In general, it appears that public sector 


ч 


accounting instructors feel less con- - 


strained by text materials than is true for 
courses such as Intermediate and Cost 
Accounting. Perhaps it is necessary to 
provide public sector background ma- 
terial that is not available in other ways 


CONCLUSIONS . 


accounting graduates with some knowl- 
edge in public sector accounting will 
increase, possibly very quickly. Accoun- 
tants are hired by all levels of govern- 


It is likely that the recognized need for . 


ment, by hospitals, colleges, publicschool | 


systems, and other not-for-profit organi- 
zations. CPA firms audit these órganiza- 
tions on a regular basis. Unless the 


accounting profession is to be content’ 


with in-house. training, accounting edu- 
cators must modify curricula to recognize 
that accounting also serves the public 
sector. 

The results of this survey are limited 
to the 122 AACSB-accredited institutions 
that provided responses. It is conceivable 
that the conditions reported would not 
generalize to all accounting education 
institutions. However, since late respon- 


| dents indicated more of a desire to add 
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public ‘sector courses, currently offer accounting programs recognize this need 
~~ fewer courses and have fewer qualified and desire to expand public sector offer- 
А faculty members, the unmet demand for ings. Before this expansion can take 
faculty might be even greater than re- place, it will be necessary to expand the 
ported. In addition, the many accounting supply of faculty members who are 
programs in non-AACSB-accredited in- qualified and interested in the subject 
stitutions would probably represent far areas. Doctoral candidates who choose 
more demand for qualified faculty than this expanding specialty should find a 
supply of qualified doctoral candidates. ^ ready market for their talents. 
This survey indicates that leaders of 
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Н ‘ABSTRACT: The Н of this papér із 5 fo utilize. a anchor ‘ot cognitive. skills io. 
; evaluate the comparative merits: of textbooks on ‘tax: accounting | presently used. in the 

^. undergraduate curriculum. The taxonomy has been developed by a group. of educational . 

`. psychologists and can be expressed as a set of educationally useful objectives forstudent .- 

:; "behavior. Because of its structure, the taxonomy of cognitive.skills provides an ‘appropriate ee 

' explicit criterion for а comparative evaluation of tax texts. This approach to eválüation i is: 

illustrated using t the EODD of a sample of tax instructors. . | р 


= HE йа. ‘tax accounting. course., Programi; IRS ‘training programs; and” 


. often seems to be an adjunct to the ' in-house training courses provide: classes 


main thrust of the accounting cur- 
ricülum. It is the function of this course ` 
to instruct. the accounting: student. in' 


Jerome. 5. Horvitz and Herbert L. Jensen bee 


Passes е 8. 


ЖУ; 


r 


ее 


_ outside! the classroom for active profes- 


° 


considerable detail -about the terminol:: * 


Ogy, rules, procedures, techniques, and. 


- concepts of the current federal income’. 


^ лах law. When a second íàx course is. 
available, the foundation imbued, by the. ; 


first.course'can be employed- to. evaluate: ` 
more. complex i tax practices and ‘to. рго-: 


· vide an insight into the modes of future * 


developments. The subject matter. of tax - 
accounting , is extremely: dynamic; with: '. 
Congress, the courts, and the Internal . 


. regular basis. The subject matter is also. > 


i^ 


renowned for its. complex- structure : 


. Which presents a formidable challenge Е 
‘to the textbook author. The purpose of, .. 


this paper is to test. how well this. chal- 


| lenge has been met. 


ТАХ: EDUCATION 


EH 


Revenue Service modifying the law ona ·' 


The. Áraditional setting of tax educa-": : 


` „tion has been tripartite. Formal offerings . 
‘in federal income taxation ‘are found іп. 
· möst accounting and law curricula. Tax ' 
qum quede оа 
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sionals. Work with clients in some repre- 
- sentative capacity provides another form: 
of praotgal pedagogy beyond university À 


. walls. - 


. These : ‘traditional ГРЕК have’ been: 


S developed to accommodate the perceived . `: 


interests of their participants. Each-track, 


` in and of itself, is insufficient for bridging’ F 


- the different disciplines, needed for- а 
" thorough understanding of the tax law’s 


^ content. Only when tax education ‘is. 


< defined as.an interdisciplinaty subject 


` encompassing, law, economics, account- . 


ing, and political ‘science can any опе. 


track provide an adéquate background  .... 
` by itself [Sommerfeld, 1975]: This frame- ; 
. worki is illustrated i in migu 1 О 


“te 
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Given the interdisciplinary mix illus- 
trated and the varied publics served by 
the practitioners in those fields, an educa- 
tional pattern for optimizing tax practice 
preparation may be suggested: 


. 1. Accounting courses that include. a 
study of financial management, 
managerial accounting concepts, 
and auditing. 

2. Legal research and the sources of 
tax research, property law, business 
law of corporations, partnerships 
and agencies, securities law, and 
conflict of laws. ` 

3. Macro- and micro-economic 
theory, public finance, and an intro- 
duction to econometrics. 

4. Public administration, legislative 
process, and analysis of political 
parties. 

5. Taxpayer compliance by way of 
IRS and judicial procedure, sub- 
stantive rules applicable to selected 
areas—such as individual, corpor- 
ate, partnership, trusts, and estates. 


Congress & the President 


Taxpayers 


Public Finanoe 




















The typical track of formal course 
offerings attempts to incorporate these 
facets of optimal tax education into an 
undergraduate curriculum usually. con- ` 
sisting of no more than two tax courses 
[Williams, 1975, p. 98]. The first course 
is a comprehensive study of individual 
taxation. This course normally begins 


. with the concept of gross income, the 


adjustments made in arriving at ad- 
justed gross income, and the non-business 
deductions allowed in arriving at taxable 
income (which also includes the de- 
pendency exemptions available). Other 
areas usually included are property trans- 
actions, depreciation methods, and de- 
preciation recapture. If time allows, the 


. study of tax credits will normally end 


this course. 

The second course typically covers . 
corporate taxation, taxation of partner- 
ships, and possibly trusts and estates. 
Consequently, оле can readily see that 
the customary undergraduate study of 
taxation is critical in establishing a 
foundation for more advanced: courses 
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specializing in the substantive areas. 

surveyed by the undergraduate tax cur- 
‚ riculum. Normally, juniors and seniors 

enroll- in these courses and, thus, it is 

assumed that their cognitive skills have 

been developed to a significant extent. - 


' ‘TAXONOMY OF COGNITIVE SKILLS 


The taxonomy of educational objec- 
tives used in this article is based on re- 
search in educational psychology by 
Bloom [1956] and synthesized by Gron- 
Iund [1978, p. 28]. It provides a classifi- 
cation scheme analogous to that used for 
identifying plants and animals in biology. 
The categories of cognitive skills are 
arranged in an ascending hierarchy start- 

ing with simple knowledge outcomes and 
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эсейе through the increasingly more 


evolved levels of comprehension, appli- -+e 


cation, analysis, synthesis, and evalu- 
ation. Behavioral skills of the lower levels 
are assumed to be assimilated into the 
higher-order capabilities. Thus, ability 
to comprehend subsumes factual knowl- 
edge. 


The cognitive domain in general en- 


compasses intellectual outcomes such as 
knowledge, understanding, and thinking 
traits. Table 1 próvides a brief outline of 
the major categories. This structure is 
relevant to textbook evaluation, because 
it reveals the elements of learning, orders 
them by proper pedagogical priority, and 
explicates their continuity. 

This taxonomy of acquirable- intelléc- 


TABLE 1 
MAJOR CATEGORIES IN THE COGNITIVE DoMAIN OF нна. OF EDUCATIONAL OBJECTIVES" 





>, Description of the Major Categories їп, 1 the Cognitive Domain ` ; 


= 








1. Knowledge. Knowledge is defined as the remembering of previously learned material. This may involve the recall of a 
wide range of material, from specific facts to complete theories, but all that is required is the bringing to mind of the. 
appropriate information. Knowledge represents the lowest level of learning outcomes in the cognitive domain. ` 





2. Comprehension. Comprehension is defined as the ability to grasp the meaning of material. This may be shown by 

. translating material from one form to another (words to numbers), by interpreting material (explaining of sum- 
marizing), and by estimating future trends (predicting corisequences or effects). These learning outcomes go one 
step beyond the simple remembering of material, and represent the lowest level of understanding. — 





3. Application: Application refers to the ability to use learned material in new and concrete situations. This may 
include the application of such things as rules, methods, concepts, principles, laws, and theories. Learning outcomes 
in this area require a higher level of understanding than those under comprehension. 





x- ^ 


^ 


F 


4. Analysis. Analysis refers to the ability to break down material into its component parts so that its organizational 
structure may be understood. This may include the identification of the parts, analysis of the relationships between 
parts, and recognition of the organizational principles involved. Learning outcomes here represent a higher in- 
tellectual level than comprehension and application because they require an understanding of both the content and ` 


` the structural form of the material. 


D 





5. Synthesis. Synthesis refers to the ability to put parts together to form a new whole. This may involve the production 
ofa unique communication (theme or speech), a plan of operations (research proposal), or a set of abstract relations 
(scheme for classifying information). Learning outcomes in this area stress creative behaviors, with major emphasis- 


on the formulation of new patterns or structures. 








„© 


6. Evaluation. Evaluation is concerned with the ability to judge the value of material (statement, novel, poem, research ~ 

report) for a given purpose. The judgments are to be based on definite criteria. These may be internal criteria (or- 

: ganization) or external criteria (relevance to/the purpose) and the student may determine the criteria or be given 

them, Learning outcomes in this area are highest in the cognitive heirarchy because they contain elements of all of 
the other categories, plus conscious value judgements based on clearly defined criteria. 


* Source: Gronlund [1978, Table 2, p. 28]; reprinted by permission of the publisher. 
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tual skills may-be restated in terms of the 
‘five-item interdisciplinary approach to 


optimal tax education in order to gener- 


ate normative criteria for comparatively . 


judging the texts most commonly used in 
an undergraduate tax course. Although 
the choice of a criterion and its interpre- 
tation in a tax context are subjective, the 
emergent evaluative tool can be objec- 
tively applied to the task of rating the 


books by the degree to which they indi- ' 


vidual meet an optimal educational 
objective. As amended for application to 
the undergraduate tax curriculum, the 
taxonomy of cognitive skills - can be 
described as follows: . f 


1. Knowledge. Does the tut describa 
the substantive provisions of the 


Internal Revenue Code (Code) in a 


manner that will allow the stüdent 
to recall the rules when applying 

_. them to a particular fact pattern? 

- 2. Comprehension. Does the text pro- 
vide a medium for the student to 
understand the complicated Code 
provisions? Has the text deleted 
any important substantive areas? - 

3. Application. Does the text provide 

'^* for exercises so that the student can 
use the substantive Code provisions 
. in specific situations? What kind of 
problems are illustrated? 

4. Analysis. Does the text break down 
the subject matter in a logical man- 
ner and are Code sections discussed 
in a fashion that separates the rele- 
vant issues from the irrelevant in 
identifying the substantive prob- 
lem? 

5. Synthesis. Does the text draw on 

` the disciplines of law, accounting, 


economics, and government, as dis- 


cussed above, in communicating 
the substantive rules of the Code to 

., thestudent? — 
6. Evaluation. - Does the text make 





803 


TABLE 2 


ALLOCATIONS oF SKILE CONTENT WITHIN CURRICULUM 
(Deakin et al., 1974) 





Skill/ Level 











‚ Introductory Intermediate Advanced 
Knowledge 35% 10% 5% 
Comprehension 30 . 15 5 
Application 20 25 | 5 
Analysis 5 25. °Ч 20 
Synthesis 5 15 30 
‘Evaluation , 5 10 35 
100% 100% 


100% — 


judgments in regard to the yalue ofa 

-a-particular position taken in rela- 
tion to a substantive area of the 
Code? 


EVALUATION SCHEME 


Deakin et al. [1974] have proposed that 
equal weight should be given to the six ' 
categories of cognitive skills in the struc- 
turing of the undergraduate financial 
accounting program. [See also Adler 
and Green, 1977.] As shown in Table 2, 
they divide that portion of the accounting 
cürriculum into three levels—introduc- 
tory, intermediate, and advanced. The 
matrix then relates course levels with 
cognitive skills. The numbers within the 
matrix represent an arbitrary assignment 
of emphasis within the system needed to 
acquire the various skills at various 
levels. Since lower-order skills must be 
mastered prior to the development of . 
other abilities, greater weight is given to 
the knowledge, comprehension, and ap- 
plication cells at the introductory level. 

In order to develop a similar tableau: 
for the tax accounting curriculum, over 
40. attendees at à concurrent session on 
tax accounting topics at the 1978 Annual 
AAA Convention were polled by.written 
questionnaire for their subjective feelings 
on the appropriate weightings. As shown 
in Table 3, the respondents were asked 
to indicate weightings for both a funda- 
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- TABLE 3 
ALLOCATION OF SKILL CONTENT 
WITHIN Tax CURRICULUM 
Skill/Level Fundamental* Conceptual** 
Knowledge - ^ —'34*, © 18% 
Comprehension ' 21 13 
Application 20: 16 
Analysis | 12 .. 19 
Synthesis 8 “18 - 
. Evaluation 6. 17 
: 101%*** 1017;*** 


* 38 Respondents. 
_ ** 35 Respondents. 
siis Discrepancy of 1% due to rounding. | 


Definition ofa fundamentalist approach: 


: Utilizing the rules and regulations promulgated by the 


. Internal Revenue Code in order to foster taxpayer 
compliance. 


Definition of a conceptual approach: 
An interdisciplinary approach to understanding the 
Internal Revenue Code and how it fosters tax minimi- 
zation behavior in light of ше Treasury’s objective: of 
revenue collection. . рл 


‘mental T a conceptual approach to 
teaching tax accountirig. The definitions 
of thesé two approaches are Provided i in 
Table 3. 


While it is not a random survey, the at 


respondents do ‘represent a purposive 
sample [Selltiz. et al., 1959, pp. 55-56]. 
The basic assumption -underlying this 
type of sampling is that with sound judg- 
ment the. people to be included in the 
sample may be handpicked instead of 
randomly selected, and the purposive 


sample will still be satisfactory relative 


to one's needs. 
The purpose of this paper is to describe 
a useful methodology for comparative 


evaluations of tax textbooks. Since this: 


methodology is recommended for use by 
individual professors, the only require- 
ments placed on the sample used here 
"were that it generate numbers suitable 


for illustrating the methodology and that . 


it be composed of individuals familiar 


The Accounting Review, October 1979 


with tax textbooks. The sample drawn 
from the 1978 Annual AAA Convention 
met these requirements. The average 


- Scores presented in Table 3 indicate that 


heavier weightings were assigned by the 
respondents to the skills of knowledge, 
comprehension, and application for a 
tax course oriented towards fundamen- 
tals than for a tax course oriented towards 
concepts. 

The next step in evaluating a collection 


"of textbooks is tc assign each a numerical 
: grade on some arbitrary scale for each 
cognitive skill level. A weighted average 


for each book can then be computed 
using the appropriate weights from an 
allocation procedure such as that shown 
in Table 3. This process provides an 
ordinal ranking of the books according 


- to their suitability for an individual tax 


course. 

The attendees used as a sample at the 
1978 AAA Convention were asked to 
use numerical grades from five (high) to 


„ one (low) for this task. For each of the 


following textbooks, the members of the 


sample assigned a grade for each of the 


cognitive skill levels: 


An Introduction to Taxation, Sommer- 
feld, В. M., Н. M. Anderson, and Н. R. 

` Brock .(Harccurt Brace Jovanovich, 
1978). 


Federal Tax Course, published annu- 
ally by Commerce Clearing House. 


Federal Tax Course, published annu- 
ally by Prentice-Hall. Fy 


. The Federal Income Tax, Its Sources 
and Applications, McCarthy, C. F., 
et al. (Prentice- Hall, 1978). 


` The Income Tax and Business Deci- ' 


sions, 3rd ed., Raby, W. L. (Prentice- 
Hall, 1975). 


West’s Federal Taxation, Vol. `1 and | 


Vol. 2, Phillips, L: С. апа W. Н. Hoff- 


Horvitz and Jensen 
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. TaBLe 4 
TEXTBOOK RATINGS POR INTRODUCTORY TAXATION . 
. | Weighted Total Score 
: Compre- ў анаа 
Textbook Knowledge hension Application Analysis Synthesis Evaluation Fundamental Conceptual 
А (N= 14) 3.29 3.57 3.36 3.21 3.14 2.86 33 324 
В (N — 20) 3.40 320 3.00 285 . 2.20 2.15 3.06 2.80 
С (N=33) 3.91 2.94 3.06 2.18 1.70 1.73 3.05 2.59 
D(N=29) 3.79 3.07 2.86 2.17 1.72 1.79 3.00 2.57 
E (№20) 2.70 2.70 2.70 2.80 3.05 3.25 2.78 2.58 
F (N=10) 2.40 2.50 2.50 2.50 2.30 2.30 2.45 2.43 
Scale: 1. Inadequate 

2. Barely Adequate 

3. Adequate 

4. More than Adequate 

5. Overly Adequate \ 

ОУ 
TABLE 5 
TEXTBOOK RATINGS FOR ADVANCED TAXATION | 
Weighted Total Score 





Compre- - NEUE E 
Textbook Knowledge hension ‘Application Analysis: Synthesis Evaluation Fundamental Conceptual 
A (N:«16) 3.31 3.38 3.38 3.06 2.94 3.13 3.21 321 
C (N—20) 3.77 3.68 285 _ 223 . +172 1.77 3.00 2.57 
D (№23) 3.52 3.13 2.83 247. 1,83 1.87 2.93 2.56 


Scale: 1. Inadequate 
2. Barely Adequate r 
3. Adequate 
4. More than Adeguate 
5. Overly Adequate 


man, eds. (West Publishing Company, 
1977. 


The number of respondents providing 
grades for each textbook varied from a 


' high of 33 to a low of 10. Those who did 


not rate a specifc text(s) in all cases 
checked the block indicating that they 
were not familiar with that book. Al- 
though several of the participants felt 
that the time allowed was too brief to 
assign grades adequatelv, no question- 
naire was returned with only a partial 
grading for any text. 


SAMPLE RATINGS 


. Summaries of the average grades as- 
signed to each textbook are given in 


Tables 4 and 5. These grades were multi- 
plied by the weightings shown in Table 3 
and then summed for each book to give 
the weighted scores as shown in the last 
two columns of Tables 4 and 5. It is these 


"weighted total scores that can be used to 


rank ordinally a collection of textbooks. 

In reporting the results of the survey, 
it was decided to rank the textbooks 
without identifying them. This decision 
was made for several reasons. First, the 
sample size was small. Second, one of the 
authors of the present article is a con- 
tributing author to one of the texts 
evaluated. Finally, the purpose of the 
survey was not to obtain definitive 
rankings but rather to illustrate the 
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rae 
application of the taxonomy of cognitive 
skills to the evaluation of tax textbooks. 
Accordingly, we have substituted a code 
letter for the name of each book: and 
listed them in order of their scores under 
the "Fundamental" column in Table 4. 

: In actual application, of course, the 
textbooks should be evaluated under the 
allocation system for the skill content of 
the, tax course which a professor con- 
structs for himself. With an ordinal 
ranking developed in a fashion similar to 
the approach given above, a systematic 
summarization of the professor’s subjec- 
tive preferences can be achieved. 

In order to use the taxonomy of cogni- 
‘tive skills to evaluate the comparative 
merits of tax accounting textbooks, the 
individual teacher needs about 30 min- 
utes to perform the following five steps: 


1. Allocate 100 percentage points 
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among the six skill levels of knowl- 
edge, comprehension, application, 
analysis, synthesis, and evaluation, 


according to one’s personal prefer- . 


ences concerning course emphasis. 
2. Grade each textbook’s perceived 
. Strength in each of the six cognitive 
skill levels, using a scale from 1 to 5. 
3. Multiply the grades given in step 2 
by the weightings allocated in step 1. 
4. Sum the weighted grades for each 
text. 
5. Choose the text with the highest 
weighted total score, as computed 
in step 4. 


Individual teachers utilizing this method- 
ology can compare the relative merits for 
their purposes of a number of textbooks. 
A. copy of the questionnaire and more 
detailed tabulations of the results are 
available by writing the authors. 
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Statement а Editorial: Policy. (Revised) 


The. J uly, 1978 Хеч Review. included a statement of the editorial 
policy contemplated for this Financial Reporting section. Subsequent experience 
: with the evaluation of manuscripts received, accepted, and rejected has suggésted 
some modifications to the. original Чаар, which are reflected here. — 


* HE purpose of this department i is че e 

` ments and footnote references will aply 
to all manuscripts. However, authors of 

` materials which refer to financial report- 
"ing of-specific ‘operations, critically or 
‘otherwise, should accord particular at- ` 


encourage research and publication 


of articles and. other. commentary · 
primarily devoted to financial accounting 
and reporting. In recent years, the in-. 


creasing attention accorded to.the-en- 


. hancement of research methodology Һаѕ - 

. . sometimes tended to overshadow. analysis D 
. and criticism of current. financial-'ac- : ~ 
- counting practices, The principal focus ` 

- of this section will be on the state of the 
art in financial accounting and reporting. | 


There is no desire to specify a’ model 
article for this department. However, we 


believe that articles which involve inten- , 
. sive scrutiny of the financial reporüng ` 
practices. of a particular company: or- 
. industry (including not-for-profit. enti- taries, items of particular current interest, 
‘comments and replies—but.it is not in- 


‘tended to suggest any different standard 


ties), articles devoted to the issues inher-. 


ent in the practical application. of iheo- 

retical concepts, and critical analyses: of. 
{һе таай body of the REVIEW. - 

22. Manuscripts should be submitted Gn. 
zi threé copies) to: | . 


existing financial accounting standards 
and reporting. requirements will be of 
greater interest to readers. As in "other 
REVIEW. departments, ‘the standards and 


` practices may be those of any ‘country. Boe | | 
long as they are of more than provin 


interest. 


The integration of theory arid practice E 
will be given high priority; purely погта-' : ` 
. review by the editor of this department 


tive or descriptive articles generally will 


not be acceptable. Virtually all Articles i 


should include reference to specific exam- 


‘ples taken from current’ financial’ state- 


ments. However, surveys based: on .ma- 
nipulation of computerized data pes 


. will rarely be acceptable... 


Conventional documentation require- 


tention to the necessity to provide com- 
plete and specific citations, including 


derivations of computations whén ар- . 


propriate. 
.. Note that the intent of the department 


‘is to encourage research and publication 


related to financial accounting and re- . 


. porting in THE ACCOUNTING REVIEW. 
`.А separate department permits greater 


flexibility in the length and nature of the 
published materials—articles, commen- 


of editorial quality than that imposed in 


: Professor Lee J. Seidler. 
г. Graduate School of Business Administration 
‘New York University : 
100 Trinty Place · - 
New York, NY 10006 · 


САП. manuscripts will be subject to 
and outside readers. Anyone contem- 


plating research or articles which may be 
appropriate to this department is en- 


..couraged to submit brief outlines and 


descriptions of proposed projects for 
comment by the departmental editor. 
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The NonsConsalidaced Finance 


RUM Company Subsidiary 


~ 


- * A Martin Benis 


г ABSTRACT: The Financial Reporting section includes two articles on the same subject: ` 
the practice of not consolidating controlled finance subsidiaries. Benis examines the 
implications of this widespread practice on balance sheets and on the resulting analysis ' 
of those balance sheets. Burnétt, King and Lembke analyze the wide variation in parent 
company practices related to the recognition of the income of finance subsidiaries. arid 
the impact of such variation on analysis of income statements. Both articles appear partic- 
ularly relevant in view of recently announced projects 16 reconsider the propriety of 


non-consolidation of finance subsidiaries. 


| URRENTLY, there is an inconsistency. . 
( .in the application of accounting . 


theory to the financial statements 
of a group of corporations under the 
control of a common parent. Under 
normal circumstances, such statements 
are consolidated since there is the: 
presumption that consolidated statements are 
. more meaningful than separate statements. 
and that they are usually necessary for a fair 
presentation when one of the companies in 
the group directly or indirectly has a con- 
trolling financial interest in the- other com- 
panies [AICPA, 1959, para. 1]. 
However, accounting theory permits 
some subsidiaries, such as finance com- 
panies, to be excluded from the consoli- 


dation; conversely, other subsidiaries, , 


such as leasing companies ‘“‘whose princi- 
pal business activity is leasing property 
or facilities to the parent or other affili- 
ated companies shall be consolidated” 
[FASB, 1976a, para. 31]. 

The authority for eliminating finance 
company subsidiaries from the consolida- 
tion is paragraph 3 of Accounting Re- 
search Bulletin No. 51 [AICPA]. The 
rationale for this paragraph is that the 


АЕ 


operations of a finance company and a · 


non-finance company are so dissimilar 


` that their combined financial statements 


are not meaningful. Based on this para- 
graph, most manufacturing and retail 
companies with finance company sub— 
sidiaries. exclude such ‘subsidiaries from 
the consolidation. These subsidiaries are 


: reported under the equity method, there- 


/by suppressing huge amounts of debt and 
overstating returns on assets of the con- 
solidated group. Failure to consolidate 
distorts the group's overall capital struc- 


' ture, nature of operations, and sources of 


funds. Although the operations, of a 
finance subsidiary are not similar to 
those of a manufacturing or retailing 
parent, this is nota reason for the non- 
consolidation by publicly held com- 
panies inasmuch as FASB Statement No.. 
14, “Financial Reporting for Segments 
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\ 

of a Business Enterprise [FASB, 1976b],” 
requires business enterprises comprised 
of heterogeneous units to report relevant 
financial information of each significant 
unit. | 

This article presents reasons for the 
inclusion of the financial statements of a 
finance subsidiary in the consolidated 
statements of a parent. It also compares 
the effects on the parent’s consolidated 
financial statements of inclusion and 
exclusion of the subsidiary’s financial 
statements. 


CURRENT BUSINESS ENVIRONMENT 


Today, consolidated groups consist of 
heterogeneous units in industries as di- 
verse as electronics, communications, 
and transportation. In such an environ- 
ment, it is difficult to justify non-consoli- 
dation because of dissimilar operations. 
ITT, RCA, Gulf & Western, and Loews 
are well-known conglomerates with sub- 
sidiaries in highly diverse industries. 
Another company, Norton Simon Inc. 
has subsidiaries in vehicle rental (Avis, 
Inc.), beverages (Canada Dry Corpora- 
tion), cosmetics (Max Factor & Co.), 
fashion (Halston Enterprises, Inc.), food 
(Hunt-Wesson Foods, Inc.), and packag- 


ing (United Can Company). As dissimilar : 


as these companies are, their financial 
statements are consolidated with those 
of their parent. 

Current practice in Canada differs 
from that in the United States. The Cana- 
dian Institute of Chartered Accountants 
acknowledges the unity ofa parent com- 
pany and its subsidiaries, It recognizes 


. that the parent-subsidiary combine is a 


single economic unit in which manage- 
ment of the parent may freely transfer 
human, financial, and physical resources 
between companies. Therefore, in 1972, 
section 3050 was added to the CICA 
Handbook. It stated: 
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where a company .has one or more sub- 
sidiaries, that company’s financial statements 
should be prepared on а. consolidated basis 
except in the rare circumstances where this is 
not tbe more informative presentation [CICA, 
1972, para. 3050.07]. 


“Rare circumstances,” for purposes of 
the above, involves regulated industries 
where there are incompatible accounting 
practices or restrictions on the inter- 
changeability of resources. It also stated 
that 


the fact that the nature of the business carried 
on by a subsidiary differs from that of the 
parent is not a valid reason for, and should ' 
not be used to justify, exclusion of a sub- 
sidiary from consolidation [CICA, 1972, 
para. 3050.10]. 


Thus, a different industry situation must, 
be accompanied by incompatible ac- 
counting practices or restrictions: on 
interchangeability of resources before 
exclusion from consolidation can be 
justified. — 


THE FINANCE COMPANY SUBSIDIARY 


A finance company subsidiary’s ac- 
tivities consist primarily of financing 
the sales of its parent and the sales of its 
parent’s dealers. These subsidiaries may 
be classified as follows: ^ 


1. Those which purchase receivables 
from their parents. Examples are 
Federated Acceptance Corporation, 
Genesco .Financial Corporation, 
Macy Credit Corp. and J. C. Penney 
Financial Corporation, which ac- 
quire the customer accounts.receiv- 
able from their retailing parents. 
Also. included in this category is 
Fruehauf Finance Company, whose 
principal business is financing the 
sales and leases of the trailer prod- 
ucts of Fruehauf Corporation. 

2. Those which dérive most of their 
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income by providing wholesale ` 


financing to and purchasing retail 


installment sales contracts. from’ 


franchiséd dealers of their parent 


` companies. Examples are Ford Mo- , 
General Motors ` 
Acceptance Corporation, and Allis- > 


tor Credit Co., 


г 5 Chalmers Credit Corporation. 
`3, Those which, in addition to provid- 
ing financing, as described above, 


provide some financing to entities - 


. outside the perimeter of the parents’ 
business. Examples are General 
: Motors Acceptance Corporation, 


General Electric Credit Corp., and . 


Chrysler Financial Corp.’ 


In each category, the primary asset of 


the subsidiary is the. wholesale and/or. 
retail receivables generated either by the 
parent company or by the parent com- 
pany and its dealers. ·· 

A. finance company subsidisry is an 


extension of its parent. The parent creates | 


it, owns it, and directly or indirectly 
manages it. The continued existence and 


growth of the subsidiary depends upon 


the continued existence and growth of its 


parent. Parent company sales provide : 


the means Бу. which the subsidiary sur- 
vives and grows. 


A parent company and/or its dealers 
sell receivables to the finance company. ` 


When the company buys retail paper 
from the dealer, it provides liquidity for 
the dealer, makes selling by the dealer 
easier, and ultimately enhances the sell- 
ing ability of the parent. It also ensures 


that the parent does not have to borrow . 
to carry dealer receivables. "The finance 


company stands between the dealer and 
· the parent and between the dealer and 


the dealer's customers by buying both 


wholesale and retail paper. 


The parent company provides. the. 


finance company with equity capital; 


debt, in some circumstances; and a flow: 
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of paper. Somecompanies—suchasJohn : 


Deere and International Harvester— 
have combined unsecured lines of bank 


credit available to either the parent or 


the unconsolidated finance subsidiary. 
The compensating balances required for: 


these lines of credit are provided pri- - 
marily by:the parent company. Some. 


companies—such as Borg-Warner, 


Honeywell, and International Harvester . 
'—guarantee part of the. indebtedness of 


their finance subsidiaries. However, most 
parent companies do not provide such 
guarantees. 


The agreement between the parent - 


. and its finance subsidiary recognizes 


the obligation of the parent to assure a 
profit for its. subsidiary. Thus, while 
Genesco, Inc. inicurred a net loss in 1977, 


its finance subsidiary reported net іп- 
. come. Many agreements specify a mini- 
mum level below which the earnings of. 


the finance company may not go. Thus, 
Ford Motor Company: agrees to pay its 


finance subsidiary if the subsidiary's net ` 


income before income taxes is not at a 


Г specified level. Deere & Company and ` 


Genesco, Inc. guarantee their finance 
subsidiaries earnings. not less than one 


. and one-half times fixed charges.” 


ACCOUNTING FOR THE INVESTMENT IN 
THE FINANCE COMPANY SUBSIDIARY 


' Some companies, such as Allied Stores 


Corporation and Sears Roebuck & Со.,. 


consolidate their finance company sub- 
sidiaries.. Most companies, however, re- 
port their investment in finance subsidi- 
aries under the equity method. However, 


- there are different methods of reporting 


the  income..of these non-consolidated 
sabadan, А aa M 


1 Information c cn the specific.companies was obtained 
from Form 10-K, Item 1, which describes the nature of 
the entity’s business. 

? Information was obtained from the notes to the 
financial statements for the credit companies. 


hy 


In the financial statements of some | 


companies—for example, Honeywell 
Inc., Sperry Rand Corporation, and 


Associated Dry Goods. Corporation— s 


the consolidated group. reduces its inter- 
est expense by the income before income 
taxes of the subsidiary. It increases its 
income taxes by the subsidiary’s pro- 
vision for income taxes. The pre-tax in- 
come of the subsidiary 15. composed of 
interest income minus expenses, primari- 


information in the financial statements of · 
‚ both the consolidated group and the 
.non-consolidated finance subsidiary and 


making appropriate eliminations. 
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"The current ratio is the. standard . 


short-term liquidity measure. The debt- 


` "equity. ratio indicates the relative im- 
-portance of the components of a com- 
‘pany’s capital structure. There are many 


.- variations of this ratio; the numerator 


ly interest; therefore, for all practical > 


purposes, the subsidiary's operations are 
consolidated even though its-. balance 
sheet is reported under the equity, meth- 


. od. 


In the financial statements of ‘other 
companies—for example, Ford Motor 


Company, General Motors Corporation, 


and General. Dynamics Corporation— 


`. the consolidated group reports the net 


income of the non-consolidated finance 


subsidiary as other income. Thus, even. 


where the equity. method is used, vari- 
ations in the method of reporting the 


investee's net income make it difficult 


to compare meaningfully operations: of 
companies with non-consolidated finance 
subsidiaries. 


SELECTED FINANCIAL DATA |. - 


may include all liabilities or only long- 
term debt, and the denominator may 
include .only stockholders’ equity or 
stockholders’ equity plus. all liabilities or 


"stockholders! equity plus long-term 


debt.? For this. study, the numerator is 
long-term debt; the denominator in- 
cludes long-term debt, deferred income 


taxes, minority interest, and stockhold- 


ers" equity.* Return on assets is the net 


income of the entity increased by the 


interest expense and. divided by total 
assets. The major influence which con- 


E solidation has on this ratio.is to increase 


` Ratio analysis i is used in the decision- ‘ 


making process in both the equity and. 
-credit markets. Frequently used аге 


balance sheet and balance sheet-related 


` relationships—the current ratio, the debt 


equity ratio, and return on assets. 
The accompanying tables present the 


ratios of 21 companies for:1977 and 1976. 


The ratios in the non-consolidated (N. С.) 


: columns were computed from informa- 
tion in the financial statements of the. 
parent: company and its. consolidated. 


subsidiaries. The finance company sub- 


‘sidiary was reported under the equity 
.füethod. The ratios in the. consolidated 
_ (С) columns were obtained by combining 


the asset base on which the return is 


computed. a | 
[ OBSERVATIONS: ` 
For most companies, the current ratios 
did not vary significantly after consolida- 
tion: A reason for this result is that the 


finance subsidiaries of some parents, e.g., . 
the retailing companies, did not provide 


an aging of their receivables. In these 


_ Situations, all receivables were classified 


as current. In other circumstances, cur- 
rent ratios improved because current 


„ receivables were financed by long-term 


debt. However, in these situations, the 


.debt-equity ratio also increased. For 
.some companies, e.g. Borg-Warner, 
' General Motors, International Harves- 


ter; and Deere in 1977, the current ratio 
declined е d after consolida- 


tion. 


. З Fora discussion of this ratio, see е Bernstein [1978, 
pp. 513-515]. 
+ * For use of this ratio, see Lasman са Weil [1978]. 


i 
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TABLE 1 
Ratios 1977 
Current Debt-Equity Return on Assets 

Corporation N.C. c N.C. C N.C. C 
Allis-Chalmers Corporation 1.51 1.43 19.7 44.1 10.3 6.5 
Deere & Company 1.94 1.53 25.6 36.4 9.5 76 
International Harvester Company 2.22 1.58 33.8 55.7 11.3 6.3 
Honeywell Inc. 1.92 | 2.02 23.7 33.5 7.0 59 
Sperry Rand Corporation 1.71 1.74 24.2 28.3 s 82' 73 
Westinghouse Electric Corporation 1.30 1.26 16.9 28.9 . 54 4.5 
Associated Dry Goods Corporation 2.10 224 18.0 241 - 6.9 62 
Carson Pirie Scott & Company 2.14 2.32 387 : 40.2 7.8 7.6 
Federated Department Stores, Inc. 1.80 1.74 18.8 18.8 8.7 8.4 
Genesco, Inc. 1.54 1.78 71.9 78.9 * * 
R. H. Macy & Co., Inc. 1.49 1.84 32.5 45.7 9.3 6.9 
1. С. Penney Company, Inc. 1.75 1.86 15.4 30.2 9.8 7.3 
Borg-Warner Corporation 2.06 1.49 19.0 357. 8.9 5.6 . 
Ford Motor Company 1.38 1.29 242 46.2 9.1 5.8 
Fruehauf Corporation 1.84 2.13 37.8 48.3 9.0 6.9 
General Motors Corporation 1.92 1.49 12.0 38.9 13:6 7.8 
The Signal Companies, Inc. 2.29 2.22 30.2 37.6 7.3 6.1 
Geheral Dynamics Corporation 1.72 1.79 22.9 33.1 7.1 6.5 
FMC Corporation 1.80 1.79 31.6 33.8 7.6 7.3 
The Singer Company 1.64 1.76 47.2 50.8 : 1.1 0.9 
U.S. Industries, Inc. 2.35 2.32 21.8 27.1 72 65" 





Sourcé— Information for computing ratios was obtained from each company's annual report and/or Form 10-K. 
N.C.—Finance company subsidiary not consolidated with parent company. А 
C—Finance company subsidiary consolidated with parent company. 


*-—Company sustained net loss for the year. 


For all companies except Federated 
Department Stores, Inc., the debt-equity 
ratio increased after consolidation. Fed- 
erated Accepted Corporation, the finance 
subsidiary of Federated Department 
Stores, Inc., has little long-term debt; 
therefore, consolidation does not affect 
the debt-equity ratio. However, if the 
numerator had been “‘all liabilities" then 
this ratio would have increased. The de- 
crease in the current ratio from non- 
consolidated to consolidated indicates 
that the credit company is using a rela- 
tively large amount of short-term debt to 
finance its receivables. For some—Allis- 
Chalmers, International Harvester, J. C. 
Penney, Borg-Warner, Ford, and Gen- 
eral Motors—the increase was substan- 


tial both in 1977 and in 1976. Compari- 
sons within groups provide additional 
information about the financial. struc- 
tures of companies. Thus, in 1977 in the 
retailing group, Penney had the lowest 
ratio prior to consolidation and the third 
lowest after consolidation. In the farm 
machinery group for both years, Allis- 
Chalmers and Deere switched rankings 
after consolidation. In both years, West- 
inghouse had a lower ratio than Sperry 
Rand prior to consolidation, however, 
after consolidation, its ratio was slightly 
higher. 

Since consolidation of the finance 
subsidiary increases the asset base, the 
return on assets is always lower after 
consolidation. Prior to consolidation, 
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TABLE 2 
RATIOS 1976. 
Current Debt-Equity Return on Assets 
Corporation N.C. c N.C. c N.C. c 
Allis-Chalmers Corporation 1.57 1.47 21.7 40.4 8.4 6.4 
Deere & Company 2415 2.08 21.7 39.2 10.3 9.0 
International Harvester Company 2.18 1,57 36.4 54.2 11.0 6.7 
Honeywell Inc. 2.05 2.51 20.5 33.0 6.3 5.4 
Sperry Rand Corporation 1.96 2.07 27.1 30.6 8.5 78 
Westinghouse Electric Corporation 1.33 1.32 18.8 30.9 52 44 
Associated Dry Goods Corporation 2.37 2.69 17.7 24.2 72 6.6 
Carson Pirie Scott & Company 2.04 224 37.8 39.7 7.5 7.3 
Federated Department Stores, Inc. 1.737 1.67 17.6 17.6 8.2 7.8 
Genesco, Inc. 2.74 2.34 46.1 52.4 6.9 5.5 
R. H. Macy & Co., Inc. 1.38 ‚ 1.89 33.3 47.4 8.7 6.6 
J. C. Penney Company, Inc.. 1.84 2.05 15.0 30.3 9.1 6.9 
Borg-Warner Corporation 2.16 1.78 22.0 40.9 8.0 5.2 
Ford Motor Company 1.37 1.34 25.6 47.1 7.0 4.5 
Fruehauf Corporation 2.01 2.31 39.6 + 49.3 8.6 6.7 
General Motors Corporation 1.95 1.53 112 ' . 363 13.0 79 
The Signal Companies, Inc. 2.51 2.44 30.8 37.4 6.1 5.2 
General Dynamics Corporation 1.61 1.67 24.5 35.7 8.0, 7.2 
FMC Corporation 1.95 2.00 33.2 35.6 6.1 5.9 
The Singer Company ` | 1.51 1.66 57.6 60.9 0.8 0.4 
USS. Industries, Inc. 2.37 ‚ 2.07 - 25.4 27.0 5.8 5.3 


а 





Source—Infonnation for computing ratios was obtained from each company’s annual report and/or Fora 10K. 
N.C.—Finance company subsidiary not consolidated with parent company. 
C—-Finance company subsidiary. consolidated with parent company. 


Penney reported the highest return in its 
- group; after consolidation, its return on 
assets was third highest. There were 
changes in the farm machinery group 
also: In 1977, International Harvester 
had the highest return on assets prior to 
consolidation and the lowest after con- 
solidation. In the automotive group in 
1976, Ford had the next-to-the-lowest 
return before consolidation and the 
lowest after; in 1977, Ford was next-to- 
the highest prior to consolidation but 
next-to-the-lowest after consolidation. 


CONCLUSION 


Financial analysts and short-term and 
long-term credit grantors use ratio an- 
alysis in their decision making. This 
article notes significant changes, gener- 

f no Af 


ally adverse, in three ratios when the non- 
consolidated finance subsidiary is con- 
solidated with its affiliates. Investors and 
creditors may adjust reported income to 
provide for consolidation of the finance 
subsidiary; however, the company itself 
should consolidate. If: 


[financial reporting should provide informa- 
tion to help present and potential investors 
and creditors and other users in assessing the 
` amounts, timing, and uncertainty of prospec- 
tive cash receipts, . . . [FASB, 1978, para. 37] 


then financial statements must provide 
this information. Elimination of a signifi- 
cant subsidiary—the finance company— 
from consolidation makes assessment of 
prospective cash receipts difficult 

In December, 1978, the Accounting 
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Standards Executive Committee of the 
AICPA requested the FASB to consider 
the problem of non-consolidation of the 
finance company subsidiary. In the issues 
paper to the Standards Board, the ac- 
counting standards division concluded 
that present practice should not remain 
unchanged. It concluded that Accounting 
Research Bulletin No. 51 should be 
interpreted to provide criteria to specify 


those finance subsidiaries that should be - 


consolidated. However, it did not recom- 
: mend amending the Bulletin to eliminate 
the possibility of exclusion of finance 


А 
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subsidiaries from consolidation. 

The AICPA committee has recognized 
the problem; the FASB must now solve 
it. There can be no justification for not 
consolidating the finance company sub- 
sidiary. It is inseparable from its parent; 
its conception, its continuation, and its 
results all depend on the operation of its 
affiliates. Without sales, there would be 
no need for a finance company subsid- 
iary. The fact that investors and creditors 
adjust accounting information should not 
be an excuse for theoretically unsound 
accounting practices. 
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Equity Method Reporting for Major 


Finance Company Subsidiaries 


Tom Burnett, Thomas E. King and Valdean C. Lembke 


intercorporate investments is re- 
quired by APB Opinion No. 18 to 
be used in reporting all investments in (1) 
unconsolidated subsidiaries, (2) corpo- 
rate joint ventures, and. (3) investees over 


Ts equity method of accounting for 


which the investor is able to exercise’ 


significant influence. Under the equity 


method, the investor company recognizes ' 


income from the investee at the time the 
income is reported by the investee and, 
at the same time, increases the carrying 
amount of the investment. Dividends 
from the investee are treated by theinves- 
tor as reductions in the carrying amount 
of the investment. 

Both APB Opinion No. 18 [AICPA, 
1971a, para. 19] and Interpretation No. 1- 
of APB Opinion No. 18 [AICPA, 1971b, 
para. 2] view the equity method as a “‘one- 
line consolidation.” Under this view, the 
investor's share of the investee's income 


- (excluding extraordinary items) would 
. beshownasasingleitem on theinvestor's 


income statement, and the investment 
account would be shown.as a single item 
on the investors balance sheet, The 
income recognized by the investor pre- 
sumably would be based upon the inves- 
tee's after-tax income. In addition, APB 
Opinions No. 23 [AICPA, 1972a] and 
24 [AICPA, 1972b] require the investor 
to recognize income tax expense on its 
investment income. The investor can 
exclude investment income from its tax 
expense calculation only if the investee is 
a subsidiary or a corporate joint venture 


and there is sufficient evidence that 


either (1) the undistributed earnings of 
the investee will be invested by the 
investee indefinitely, or (2) the earnings 
will be distributed i in a tax-free liquida- 
tion. 

- These requirements suggest that finan- 
cial statement readers should be able to 
assume that relatively uniform account- 
ing treatment will be used in reporting 
comparable intercorporate investments. 
A review of recent financial statements, 


' however, indicates that substantial di- . 
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versity exists in the procedures used by 
companies in reporting income from 
unconsolidated .subsidiaries and seems 
to indicate a need for clarification of the 
current reporting standards. - i 


AN EXAMINATION OF FINANCE 
«COMPANY SUBSIDIARIES 


Given the diversity of reporting ргас- 
tices with respect to unconsolidated: 
subsidiaries, a study. was undertaken to 
determine if the particular reporting 
approach used by a company could be 
related to specific. circumstantial vari- 
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ables. That is, could the difference in 
accounting methods be justified by dif- ` 


ferences in the circumstances surround- 
ing the companies involved? Such an 
argument often has been advanced as 
justification for allowing alternative ac- 
counting methods [Cadenhead, 1970]. 
Procedures used by the parent com- 
panies in reporting the earnings of the 


25 largest captive finance.companies were ` 


examined in this study. Finance. com- 
` panies were chosen because they repre- 
serit-the type of domestic subsidiary most 
commonly excluded from consolidation 
[Dick and Rikert, 1977, p. 34]. The 
operations of most finance subsidiaries 
are included in the parent company 
statements using the equity method. 
Concentrating on finance subsidiaries 
provided a relatively large number of 
non-consolidated subsidiaries in the same 
general industry, thus eliminating the 
industry of the subsidiary as a major 


circumstantial variable affecting the 


choice of reporting methods for the 
companies. selected. Further, the Ac- 
counting Standards Executive Commit- 
tee of the AICPA currently is considering 
the matter of reporting for finance com- 
pany subsidiaries. 

A total of six different’ approaches ta 
reporting the income of the 25 finance 
subsidiaries were identified. These ap- 
proaches are characterized as follows: 


A. Equity in the net income of a fi- 
nance company subsidiary is in- 
cluded in revenues in the consoli- 
dated income statement. | 

В. Equity in the net.income of a 
finance company subsidiary is 
included in “other income" above 
tax expense in the consolidated 
income statement. 

C. Equity in the net income of a 
finance company subsidiary is 
shown separately and below after- 
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tax net income for consolidated 

continuing operations. | 
D. Equity in the pre-tax income of a 
finance company subsidiary is 
reported in consolidated revenues, 
: with the finance company's tax 
expense included in consolidated 

tax expense. 

. E. Equity in the pre-tax income of a 


finance company subsidiary is, 


reflected as а reduction in consoli- 
dated interest expense, with.the 
finance company's tax expense in- 
cluded in consolidated tax expense. 

F: Finance company operations are 
consolidated, with no separate 
statement breakdown included in 
the consolidated presentation. 


Method F differs from the other pro- 
cedures in that it involves full consolida- 
tion while the other methods are all vari- 
ants of the equity method. The major 
differences between Methods A; В; C, 
and D involve (1) the place in the parent 
company income statement where the 
equity in-the finance subsidiary’s income 
is shown, and (2) whether income taxes 
of the finance subsidiary are reflected in 
the parent’s income tax expense or as 
part of. the equity method income. 
Method E is an unusual variant. of the 
equity method and involves offsetting the 
equity method income from the finance 
subsidiary against the parent’s reported 
interest expense. Such an offsetting, 
where the amounts involved are signifi- 


‘cant. (as they appear to be for the. com- 


panies in this study), is not consistent 
with the procedures outlined previously 
unless some unusual circumstances are 
present to justify such an approach. 


A HYPOTHETICAL ILLUSTRATION 


Table 1 contains a hypothetical illus- 
tration of the different approaches found 
for reporting the income from finance 


д 


y^ 


Burnett, King and Lembke 


817 


TABLE 1 
ALTERNATIVE METHODS OF REPORTING FOR FINANCE COMPANY SUBSIDIARIES 




















Parent Reporting Method 
(excluding Finance 
, subsidiary) Subsidiary A B c D E Fi Fi 
a. Sales Revenue 100,000 * 100,000 100,000 100,000 100,000 10000 100,000 
b. Finance Revenues i 6,000' 112,0007 
с. Incoms from Subsidiary i 2,080? : 4,000 . 
4. Total Revenues 100,000 12,000 ^ 102,080 100,000 100,000 104,000 100,000 106,000 112,000 ' 
е. Cost of Sales 70,000 — 70,000 70,000 70,000 70,000 70,000 70, — 
f. Gross Margin 30,000 — 32,080 30,000 30,000 34,000 30,000 36,000 — 
g Selling, Gen. & Admin. Expense 8,000 1,000 8,000 8,000 8,000 8,000 8,000 9,000 9,000 
h. Earnings Before Interest & Taxes — 22,000 11,000 24,080 22,000 22,000 26,000 22,000 27,000 103,000 
L Interest Expense 6,000 7,000 6,000 - 6,000 6,000 6,000 2,000* 7,00013 83,0002 
j. Earnings Before Taxes & 16,000 4,000 18,080 16,000. 16,000 20,000 20,000 20,000 20,000 
Other Income 
k. Income from Subsidiary ; 2,080? 
1. Income Tax Expense (48%) 7,680 1,920 7,6807 7,6807 7,680? 9,600" 9,600* 9,600* 9,600* 
m. Income from Subsidiary ES 2,080? ] 
n. Net Income 8,320 2,080 10,400 10,400 10,400 10,400 10,400 10,400 10,400 
Sample Ratior А Я ] 
Pre-Tax Profit Mazgin [( -- k)/d] 16.0% 33.3% 17.7% 18.1% 16.0% 19.2% 20.0% 18.9% 17.9% 
Coverage of Fixed Charges [А/!} 3.67 1.57 4.01 3.67 3.67 4.33 11.00 3.86 — ' 
Income Tax Rate (1/(/ 4-k)] 48.0% 48.0% 425% 42.5% 48.0% 480%; 48.0% 48.0% 48.0% 





! Assume that F, represents a full consolidation where the parent is a manufacturing or merchandising firm and the subsidiary із a credit firm. 
Full consolidation might be appropriate if the scbsidiary lends only to the parent and to the parent's customers. Thus, assume that the parent's 
$6,000 of interest expense is reflected in the subsidiary's revenues and would be eliminated in consolidation. 

? F, assumes a full consolidation Mord both the parent and subsidiary are finance companies and there are no intercompany transactions, 
Assume that the parent shows no cost of sales (rather than $70,000), but shows interest expense of $76,000 (rather than $6,000). 

4000 x (1 —.48). , 


4 Interest expense. (56,000) minus income from the subsidiary ($4,000). 
eliminated against the subsidiary’s finance revenues. The only interest expense remaining is (hat of the sub- 


5 The parent's interest expense is 


company subsidiaries in parent company 
or consolidated income statements. The 
first two columns of the table give sepa- 
rate data for the parent and subsidiary. 
Columns A through E reflect the use of 
alternative interpretations of the equity 
method. Column F, reflects the assump- 
tion that the subsidiary is fully consoli- 
dated with a manufacturing company or 
merchandising company (e.g., retailer) 
parent, while Column F, reflects full 
consolidation of the subsidiary with .a 
finance company parent. In each case, 
for purposes of illustration, it is assumed 
that the parent and subsidiary file sepa- 
rate tax returns, and there is evidence 
that the undistributed earnings of the 
subsidiary will be reinvested by the 


subsidiary indefinitely (thus avoiding the 
recognition of additional tax expense on 
possible distributions by the subsidiary). 
While net income is the same under 
each of the six reporting alternatives, the 
presentation of the data within the in- 
come statement differs under each of the 
methods. These differences may signifi- 
cantly affect various ratios used in finan- 
cial statement analysis. Three ratios 
‘commonly used in income statement 
analysis are presented in Table 1 and 
appear to be sensitive to the method of 
reporting the results of subsidiary opera- 
tions. The pre-tax profit margin, for 
example, varies in the illustration from 16 
percent to 20 percent. Similarly, depend- 
ing on the method used to report the 
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operations of the subsidiary, the coverage 
of fixed charges.in the illustration ranges 
from a low of 3.67 to a high of 11.0, and 
the calculated effective tax rate is either 
42.5 percent or 48.0 percent. Of course, 
an actual company’s financial statements 
could be more or less sensitive ‘to the 
choice of alternatives than in this exam- 
ple, but clearly, under certain conditions, 
this choice can have a major impact on 
the statements and related ratios. 


Methods A and D increase the parent’s _ 


revenue and therefore raise the profit 
margin and debt coverage ratios above 
those reported on a parent-only basis. By 
adding investment income to the parent’s 
revenue, Methods A and D reduce the 
financial analyst’s ability to directly com- 
pare the historical performance of the 
parent’s primary operations with that of 
its competitors. Earnings or losses of 
finance subsidiaries generally must be 
eliminated in such cases if outside (i.e., 
non-management) -users wish to make 
accurate comparisons of revenue growth, 
profit margin history, fixed coverage 
exposure, and other revenue-based ratios 
among competing companies. Method A 
adds the after-tax net income of the sub- 
sidiary and, therefore, has a lesser im- 


pact on the parent's revenue than Method ' 


D, which adds the pre-tax income of the 
subsidiary. As indicated in Table 1, both 
' methods also result in a higher fixed- 
charge coverage ratio than is reported 
under full consolidation in Column F,. 
‚ While the pre-tax profit margin under 
Method A is less than under full consoli- 
dation, the margin under Method D is 
higher than when full consolidation is 
used. . . 

Use of either Method A or D may be 
questioned on the grounds of homo- 
geneity of parent-versus-subsidiary oper- 
ations. Presumably the operations of the 
finance subsidiary were not consolidated 

due to a lack of homogeneity of opera- 
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tions, and subsidiary revenues and ex- 
' penses therefore were not added to the 
revenues and expenses of the parent in 
- preparing its financial statements. It 


i 
ГА 
s 


e 


^ 


seems illogical to include a pro rata ` 


portion of the.net income of the subsidi- 
ary among the revenues of the parent 
company. 

Methods B and C do not affect the 
parent's revenue, but do result in differ- 
ences in certain income statement ratios. 
Method B normally will result in a higher 
pre-tax profit margin and lower effective 
income tax rate than Method C. Method 
C yields the same ratios as those of.the 
parent-only method, since this approach 
includes the net earnings of the finance 
subsidiary below the after-tax income 
from the parent’s principal operations. 
This method separates. the parent's pri- 
mary business activity (i.e., manufactur- 
ing or trade) from its credit function 
performed by the subsidiary. Thus, the 

„use of Method C should permit more 
reliable ratio analysis of companies in 
similar industries where the desired focus 
is upon the parent’s primary activity. In 
those situations where the parent must 
accrue tax expense on some portion of the 
investment income, however, Method C 


^ 


would overstate tax expense from normal . 


- operations if the additional tax were 
included in the balance shown in line (1). 
The only apparent way to avoid this 
result would be to deduct the tax applica- 
ble to the investment income directly 
from the amount of investment income 
reported in line (m). 

Method E does not affect the parent's 
reported tax rate so long as the parent and 
subsidiary have the same marginal rates, 
as in this example. It does have a dra- 
matic impact on the fixed charges ratio, 
hówever, since it materially reduces the 
reported fixed charges. In the illustration 
in Table 1, the coverage ratio jumps from 
3.67 (parent only) to 11.0 (combined). 


x 


^ 


Burnett, King and Lembke ' 
All other factors being constant, com- 
panies employing Method E will report 
lower fixed charges (i.e., higher coverage’ 
ratios) than competing companies which 
employ one of the four other non- 
consolidated methods (A, B, C; or D) to - 
reflect. the operations of their finance 
subsidiaries. 


CoMPANY DATA 

. Table 2 lists the actual finance subsidi- 
aries included in the study and the par- 
ticular method used to report each 
company's income. In a few cases the 
reporting company was not the direct ' 


parent of the finance subsidiary, but : 


rather maintained control through sev- 


eral levels of ownership (e. g.,theparent's . 


parent). 

Three of the 25 companies listed in ` 
Table 2 are fully consolidated (Method . 
F). Of the other 22 companies, seven are - 
reported using Method A, four are 
reported using Method B, five using 
Method C, three using Method D, and 
three using Method E. 

Table 2 also shows the circumstantial 
variables studied in relation to the differ- 
ent methods of reporting income. These 
circumstantial variables are as follows: 


1. Whether any type of agreement 
exists whereby the parent will guar- 
antee or maintain the finance sub- 
sidiary's income. 

. 2. The business of the parent and/or 
reporting company. Both the parent 
and/or reporting company's Stan-. 
dard Industrial Classification (SIC) 
and a brief description of the major 
business are included because the 
two do not always coincide. 

3. The business of the finance subsidi- 
ary. Both the subsidiary's SIC and a 
specific description of the subsidi- 
ary's business are included. Given 
that all of the companies are in tlie 
same general type of business, the 
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. Specific configuration of operations 

might be thought to provide justifi- 

` cation of the different accounting 
:methods. 

4. The auditor, in recognition that 

; auditors are oftén thought to influ- 

ence Ње choice of кош 
methods. 

`5. The approximate erent rela- 

tionship between the subsidiary’s 

net income and the parent or re- 

porting company’s net income, as 

` an indication of the significance of 

the effect of the subsidiary's results 

. on the parent or reporting: com- 

- pany's income statement. 


Thé percentage ownership of the sub- 
sidiaries held by tbe parent had no 
apparent effect on the choice of methods 
since all subsidiaries were determined to 
be wholly-owned. 


RESULTS OF STUDY 


Only a limited number of relationships 
between the circumstantial variables pre- 
sented in Table 2 and the particular 
approach used to report finance subsidi- 
ary earnings were apparent. The two 
parent companies with operations of a 
primarily financial nature (i.e.,. Trans- 
america and American Express) did 
consolidate their finance subsidiaries 
(Method F) rather than use the equity 


.method. Full consolidation normally 
. would be required when all of the con- 


solidation standards set forth in Account- 
ing Research Bulletin No. 51 [AICPA, 
1959], including the homogeneity of 
operations, are met. As expected, the 
other companies in the study did not 
consolidate their subsidiaries because of 
the differences in the nature of parent and 
subsidiary company operations. The one 
exception was Sears Roebuck which did 
consolidate Sears Roebuck Acceptance. 
In addition to providing financing of 
consumer credit, the Sears finance subsid- 
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iary is responsible for raising other funds 
for its parent through both’ the capital 
. markets and banking system. Thus, while 
the subsidiary is legally separate from the 
parent, Sears Roebuck and Sears Roe- 
buck Acceptance can be considered a 
single integrated.company from an eco- 


nomic point of view, and consolidation : 


would seem appropriate. 

The other two major „retail chains 
included in the study, Montgomery Ward 
and J. C. Penney, did not consolidate 
their finance subsidiaries but instead used 
the unusual approach of offsetting the 
‘equity method income from the finance 
subsidiary against consolidated, interest 
expense (Method E). Both subsidiaries 
finance receivables arising from parent 
company sales. Because they provide 
financing for the parent company only, 
any subsidiary income accruing to the 


parent apparently is viewed as a reduc- . 


tion in the cost of financing and is treated 


as ап offset to consolidated interest ex- - 


pense. Thus, while each of the three major 
retail chain subsidiaries provides similar 
‘services for the parent, Sears Roebuck 


‘Acceptance, is fully consolidated in con- 


trast to the treatment accorded the sub- 
sidiaries of Montgomery Ward and J. C. 
Penney. Given the nature of the inter- 
corporate transactions, the choice be- 
tween the two treatments (Methods E 
and F) very likely. would have little effect 
on total revenues reported since most of 
the subsidiary’s revenues would be elimi- 


nated in preparing fully consolidated · 


statements. The effect upon individual 
‘income statement items and various 


balance sheet totals, however, will be ^. 


quite different under the two methods. - 
One other finance subsidiary included 
in the study was reported by offsetting 
. its income against consolidated interest 
` expense under Method E (Honeywell 
Finance). It, too, provides financing for 
various forms of sales and leasing agree- 
ments entered into by the parent. Again, 
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the view РЕТ Е is taken that any 
income of the finance subsidiary is a 
reduction in the overall cost of debt 


financing of the parent company. 
' In all four cases. where a non-finance . 


parent either fully consolidated its sub- 


sidiary or reflected the- subsidiary's ` 


pre-tax income as.an offset to interest 


expense, the subsidiary was primarily in- . 


volved in financing operations for the 
parent only. While consolidation seems 
apptopriate from an economic point of 
view, the question of whether the off- 


- setting approach provides more or less 


information to financial statement users .- 


is open to conjecture. Use of a method 
other than those set forth in the authori- 


makes comparisons difficult, particularly 
when the method used is unusual and its 


use is not justified nor the reason for de- . 


parting from authoritative pronounce- 
ments explained. 

At least with respect to the effect upon 
the income statement, this offsetting 
approach seems to fall somewhere be- 


tween the equity method “one-line con- . 
solidation" approach and full consolida- ' 
tion; The effect of. using Method E is - 


particularly important because of the 


. dramatic impact it has on the calculated 


coverage of fixed charges. Unfortunately, 
comparability is even further hampered 
because not all companies with finance 
subsidiaries involved solely in financing 
the parent's operations use Method E or 
F in their reports (e.g., Allis Chalmers, 
White’ Motor). 

An examination of reporting methods 
used by the other companies included in 
Table 2 and their circumstantial variables 
reveals no particular association between 
the reporting method and the variables 
listed. Companies that appear to be 
otherwise comparable have elected to use 
different methods of reporting subsidiary 


income, while the same reporting method - 


is used by companies that differ consider- 


tative pronouncements, however, clearly _ 


Ax 


p: 


« 
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ably in their circumstances. Thus, it 
appears that the particular method 
chosen for reporting the results of subsid- 
іагу operations in the parent company or 
consolidated financial statements, at least 


for the companies in this study, is more a · 


function of management’s preference 
(and perhaps a lack of clarity of the 
authoritative pronouncements) than of 
the surrounding circumstances or nature 
of the company. While management may 
be well-intentioned іп, its choice of re- 


^T^ porting methods, financial statement an- 


+ 


xU 


M 


E 


alysis is certainly made more difficult 
because the companies do not explain the 
reasons for their choice of methods, nor 
do they provide the information neces- 
sary to convert from one method to 
another. This, of course, is not a problem 
restricted to reporting for finance com- 
pany subsidiaries alone. 


SUMMARY 


A number of different approaches: are 
‚ being used: in reporting investment in- 
come from non-consolidated finance sub- 
sidiaries. Although finance subsidiaries 
tend to be fully consolidated when the 
parent is also a finance company, one 
non-finance parent in the study also 


consolidated its finance subsidiary. Of. 
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against interest expense) appears to be 
related to the circumstantial variables 
examined. This approach seems to be a 
novel substitute for consolidation. While. 
other circumstantial variables might be 
examined, there is nothing to suggest 
additional variables that might have more 


. explanatory power. 


In summary, the study indicates that 
the particular approach to reporting the 
operations of finance company subsid- 
jaries under the equity method is related 


. to the economic circumstances of the 


parent and subsidiary in only a few cases. 
In most other cases, there seems to be 
little justification for the specific equity- 
method approach (as distinguished from 
the equity method in general) used by the 
companies in the study. 

This diversity of reporting practices 
makes financial statement analysis and 
comparisons between companies much 
more difficult, especially since the finan- , 
cial statements contain little to clarify the 
underlying rationale for the procedures 
used. If a reduction in the number of 
reporting alternatives is of concern to the 
Financial Accounting Standards Board 
or other authoritative bodies, further 
clarification of the appropriate approach 
to reporting under the equity. method 


the various methods used in applying the appears to bein order. 
equity method, only Method E (offsetting 
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Postscript 


Follow-up note to "Current Value Reporting of Real Estate Companies and a Possible © 
Example of Market Inefficiency” (Dan Palmon and Lee J. Seidler; The Accounting 


Review, July 1978). 


Scribed an unusual increase in the 

price of the shares of Monumental 
Corporation after an announcement that 
the real estate properties of the company 
would be sold: from 153 to 18 and to 22 
by the end of 1977. With the announce- 
ment of a favorable tax ruling, the price 
increased to 24. 

By mid-1978, the price rose to 273. In 
August, as originally announced, the 
company split into two entities. For each 
share of Monumental Corporation stock, 
holders received .52 shares of a new 
Monumental Property Trust and .48 
shares of a new Monumental Corp. 
stock, representing the insurance portion 
of the original company. Prices at August 
10, 1978, the first day on which both the 
new Monumental Corporation and Mon- 


Г: will be recalled that the article de- 


umental Property Trust were quoted, 
were 20 and 384, respectively, equal to a 
selling price for each old share of 293 
(Q0 x .48) + (38.5 x .52)). On Decem- 
ber 31, 1978, the new shares closed at 
au and 504, respectively, equivalent to a 
363 


price for the old shares. On February , 


21, 1979, Property Trust shares were 54 


and Monumental Corporation shares 
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were 31$ (ie. 43 in terms of the -old 
shares). There were no significant 
changes in the properties owned by the 
real estate trust during this period. The 
increase in the Monumental Corporation 
insurance company stock is apparently 
unrelated to the increase in Monumental 
Property Trust. It appears to have been 
the result of improved results and rumors 
of an impending takeover. 
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Ratio-Scale View: A Comment 


.. Moustafa F. Abdel-Magid 


HIS paper is a comment on Vickrey 


[1976] The purpose of Vickrey's - 


article was “to appraise the validity 
of the ratio-scale view" [p. 32] in order 
to determine whether the numerical 
assignments.in accounting conform to 
the requirements of measurement theory, 
and to evaluate the relevance of these 
numerical values to the construction and 
the confirmation of accounting theory 
[p. 31]. Using the tenets of the theory of 
fundamental measurement, Vickrey con- 
cluded that the ratio-scale view was 
invalid because of the object, property, 
operations, and index difficulties [p. 33]. 
The purpose of this comment is to point 
out weaknesses in Vickrey’s analysis 
‘which suggest that his conclusion about 
the ratio-scale view is unjustified. 


A QUESTIONABLE POINT OF DEPARTURE 


Vickrey’s analysis of. the ratio-scale 

view begins with the following assertion: 
According to the theory of fundamental 
measurement, the phenomena subjected to . 
measurement using extensive ratio scales are 

- objects, i.e., phenomena which have physical 
form and which possess various properties 
[p. 34]. 

That assertion ыйыы Campbell's 

theory of fundamental. measurement with 


* 


^ 


мМ 


& 


* 


Stevens's theory of scales in a way that | 
gives the impression that there exists a 
cohesive theory of fundamental mea- 
surement via extensive ratio scales. The 
use of the terms “fundamental” and 
“extensive” suggests the classical view 
which. restricts measurement to the ex- . 
tensive properties of physical objects. 
The use of the term “ratio scale” suggests 
the modern view which expanded the 
concept of measurement to include the - 
assignment of numerals to physical, 
psychophysical, and psychological or 


: intensive magnitudes. There is a docu- 


mented theory of fundamental measure- 
ment and there is a documented theory of 
ratio scales [see Abdel-Magid, 1979]. It 
is also-true that fundamental measure- 
ments óf extensive properties satisfy the ' 
tenets of the theory of ratio scales. But 


ratio scales and extensive ratio scales are , 
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not one and the same thing. As Stevens 
[1946, p. 680] points out, “the so-called 
fundamental scales are important in- 
stances of ratio scales, but they-are only 
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instances.” The theory of ratio scales 
views fundamental measurement as a 
kind of operation and not a kind of scale 
[Stevens, 1959, p. 23]. 

Thus, a major dilemma in Vickrey's 


article is found in his use of a criterion . 


incompatible with the subject of his 
analysis, The criterion is said to be “the 
theory of fundamental measurement via 


extensive ratio scales.” The subj ject of the: 


analysis is the ratio-scale view in ac- 
counting. Instead of using Stevens’s 
theory of ratio scales [1946, 1951, 1959, 
1975], Vickrey relied for his evaluation 
on the tenets of the theory of fundamental 
measurement. This definition of the 
criterion led Vickrey to the erroneous 
conclusion that the ratio scale view in 


| accounting is invalid. 


DESCRIPTION OF THE RATIO-SCALE ue 
Consider the following assertion: 


Theoreticians who hold the ratio scale view 
maintain that general-price-level-adjusted his- 
torical cost statements are produced via ex- 
tensive ratio scales and related positive . 
similarity transformations [p. 32]. 


''Those theoreticians include Moonitz 


[1970], Mattessich [1964], and Lim 
[1966]. The views of those theoreticians 


have been misstated on two important, 


issues. First, it is asserted that those 
writers hold the ratio scale view to justify 
general-price-level-adjusted histori- 
cal cost statements. At issue here is 
whether the need for a stable unit of 
measurement is unique to the historical 
cost model or common to all accounting 
models. Second, it is asserted that those 
writers mean extensive ratio scales when 
they write about ratio scales. At issue 


‘here is whether supporters of the ratio- 


scale view adhere to classical or modern 
measurement theory in their analysis of 
accounting measurements. ` 

On the first issue, Moonitz [1970, p. 
471] says: 


The Accounting Review, October 1979 


From the standpoint of measurement theory, . 
the need for a uniform scale would seem to be 
paramount, since it is always required for 
valid comparisons, whether the data to be 

' compared are on a historical basis, a pro- 
jected basis, or a current market-price basis. 


‘Mattessich [1964, pp. 73-75] illustration 
- of a ratio scale in accounting used differ- 


ent-monetary scales (scales of different 
currencies) without making any refer- 


ence to historical cost statements, and on  : 


page 75 he refers to the use of the ratio 
scale in the measurement of values. Lim 
[1966, p. 642] says that “the common 


. dollar controversy centers about the . 


problem concerning the propriety of 
calculations under various valuation pro- 
cedures." The purpose of his article was 


not to determine the most useful valu- 


ation technique, but to provide a critical 
examination of the mathematical pro- 
priety of accounting measurements апа 
calculations [Lim, 1966, p. 650]. 

On the second issue, all the theoreti- 
cians just mentioned used the term ratio 
scale and referred to similarity transfor- 
mations, but none of them used the term 
extensive ratio scales or identified ratio 
scales with the theory of fundamental 


. measurements. In his discussion of mea- 


surement. in accounting, Mattessich 
[1964, p. 80] describes fundamental 
measurement as of little relevance to 
accounting problems and says [1964, p. 
79] that “‘there neither exists at present 
the possibility to infer accounting values 
through ‘natural laws’ (i.e., by funda- 
mental measurement) nor through acom- 
bination of two or more fundamental 
measures that results in derived measure- 


“ment.” Furthermore, Mattessich [1964, 
. pp. 63-77] demonstrated the relevance 


and applicability of Stevens' four scales 
to accounting. Lim [1966, p. 643] began 
his analysis with the following statement: 


The following summary is intended to dem- 
ónstrate that scales of measurement deter- 


+- 
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mined by Stevens provide the basis and 
mathematical propriety of accounting mea- 
surements. ! 


Moonitz [1970, р. 465] used the phrase 
“scales of measurement,” but his dis- 
cussion made no reference to extensive 
ratio scales or to fundamental measure- 


- ments. 


ANALYSIS OF THE OBJECT DIFFICULTY 
There are fallacies in Vickrey’s analysis 


of the object difficulty [p. 34]: (1) the ` 


assertion that the seven classes of assets 
and liabilities may be placed in mutually 
exclusive classes [p. 34] ignores the role 
of functional definitions in measurement, 
and (2) thé assertion that cash is a physi- 
cal object while claims and promises are 
not [p. 34] is inconsistent with an im- 
portant principle of economic theory. 


There are certain important character- . 


istics of functional definitions: (1) objects 
with totally different structural proper- 
ties may produce objects with common 
functional properties, (2) structural ob- 
jects require an environment to produce 
functional properties (for example, tables 
are useful for writing and eating only if 
people use them), and (3) functional 


.definitions consist of specification . of. 
common properties [Churchman, 1961, 


p. 98]. Those characteristics reveal a 
major weakness in Vickery's analysis of 
the object difficulty. Specifically, the 
assertion.that claims, rights, promises, 


.and future economic benefits (classes 2 


through 7 on p. 34) are not objects ignores 
the role. of functional definitions in 
measurement. The ability to define ob- 
jects in terms of essential. properties 
presupposes a criterion of relevance. 
Cash, land, equipment, and claims and 
rights have different structural properties 
(claims and rights are usually supported 
by documents), but from a functional 


point of view they all produce the com- — 


mon property of economic benefits when 
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used in the ordinary operations of the 
firm. The various classes of assets and 


liabilities may possess totally different 
structural properties and still produce the 
common property of economic benefits. 
The assertion also fails to recognize the 
close relationship between the process of 
defining objects and the general purpose 
of measurement. It is widely accepted 
that the general purpose of measurement 
is to.make comparisons of the relevant 
properties of different objects [Ackoff, 
1962, p. 179; Churchman, 1961, p. 114; 
Sterling, 1970, p. 72]. Measurements can 
provide meaningful comparisons only 
when different objects are defined in 
terms of a common property. This makes 


functional definitions more relevant to 


measurement than structural definitions. 

The assertion that cash is an object 
while claims to monetary units, e.g., 
accounts and notes. receivable, are not 
fails to recognize that the basic nature of 
money is 115. general acceptability by all 
members of society and not its physical 
attribute. Stonier and Hague [1957, p. 


363] describe the nature of money as 


follows: 


It is not necessary to be an anthropologist to 
see that it is society and not any physical 
characteristic which decides which goods 
shall and which shall not be money. There is ` 
no common physical characteristic of coins, 
bank notes, and bank balances. Indeed, bank 
balance, which is so vital a kind of money in 
modern society, has scarcely any physical 
constitution at all. Bank balances amount to 
no more than marks in ledgers. 


LOGICAL VIOLATIONS IN THE ANALYSIS 
OF THE PROPERTY DIFFICULTY 


Vickrey's analysis of the first aspect of 
the property difficulty [p. 35] seems to 
suggest that the ratio-scale view will be 
correct only if it involves the measure- 
ment of a well-defined extensive property. 
The requirement of an extensive property 
is implicit in an argument which links 


- 


culty, Vickrey [p. 34] assumes that the. 
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the theory of fundamental measurement 


to ratio scales through an assertion that. 


does not involve a logical relation be- 
tween fundamental measurement and 


ratio scales: Vickrey [p. 35] first con- ` 


cludes that the property to be measured 


using historical cost techniques has not. 


been identified. Then, in the analysis of 
the second aspect of the property diffi-. 


property to be measured is service poten- 


tial (an intensive property). Baséd on that. 
argument, he concludes [pp. 33, 36] that . 
liabilities cannot be considered to possess 
service potential, and therefore, the ratio-.. 


scale view is invalid. But in the descrip- 
tion of the index difficulty the author 
Ip. 33] says that historical cost values 

“may be best interpreted as measures of 


' numerosity.” 


The validity of a logical conclusion 


depends on the consistency and stability ` 


` of the arguments supporting that con- 


clusion. A careful look at Vickrey’s . 


‚ argument reveals violations of some rules 


of theoretical inquiry. In the first aspect 


of-the property difficulty, the reader is. 


told that the ratio scale view will be 
correct only if the property to be mea- 


‚ sured isan extensive property. But in the 


second aspect of the property difficulty 


the author changes the rule and assumes , 


that the property is service potential (an 
intensive property) in order to prove that 


. liabilities do not have the required 


property. This change of rule is a viola- 


- tion ofa basic ruleof the logic of theoreti- 


cal science, e.g., stability. Stability means 
that: the investigator should not use an 
old rule in one instance and a new rule in 


another at his convenience [Margenau, - 


1950, pp. 88-89]. Another logical viola- 
tion is found in the analysis of the 
property and index number difficulties: 
The reader is first told that the property 


‘to be measured has not been identified 


[p. 35]. But in the description of the index 
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number difficulty, it is said that historical- 
cost values-are measures of numerosity 


{р. 35]. One basic rule of logical argu- 


ment is that a is either b or not b, but not 
both. How can one reach a valid con- 
clusion from two internally inconsistent 
arguments? . 


ANALYSIS OF THE I5 OPERATION DIFFICULTY 


Vickrey [p. 33] asserts that “empirical 
operations which can be used to show 
that the phenomena of historical-cost 
accounting satisfy axioms of extensive- 


‚ ness apparently do not exist.” 


The problem with this assertion is that 
the operation required for the validity of 


ex 


the ratio-scaleis not empirical but mathe- . 


matical. The ratio-scale view argues for 


multiplying accounting figures by a con- . 
. stant to preserve the empirical contents of 
' accounting figures when the price level 


changes. In other words, the ratio-scale 


. View says that ratio- -scales permit mathe- 
: matical transformation through multipli- 


cation by a constant and that such 
mathematical transformation is a sound 
basis for. price-level accounting. It is 
possible to argue that the ratio-scale view 
implicitly assumes that accounting num- 
bers are produced by a.ratio-scale and, 
hence, the eripirical operations required 
for the validity of the ratio-scale are also 
required for the validity of the ratio- 
scale view. That would-be a valid argu- 


ment. Nevertheless, the nature of the 


empirical operation required for the 
validity of the ratio-scale is fundamen- 


tally different from the nature of the ` 


operation used by Vickrey to invalidate 
the ratio-scale view. 

Vickrey asserts [p. 37] that the ratio- 
scale view is invalid because there is no 


. physical operation that can be used to 


determine order, equality, and additivity. 


_ That assertion ignores the nature of 


empirical operations in modern measure- 
ment theory. The key.empirical operation 


f 


E. 


4 


^ 
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in modern measurement theory is the 
matching of an element of one domain to 
another element of another domain 
[Stevens, 1975, p. 46]. The operation of 
matching can be used to map extensive 
properties, e.g., numerosity, or intensive 
properties, e.g., brightness, loudness, 
utility, etc. Subjects can match numbers 
to sensations in ways that produce ratio- 
scales [Stevens, 1975, p. 61]. People can 
match numbers to apparent loudness, or 
match loudness to the strength of a 
vibration on. the fingertip, or match 
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numbers to prestige of occupations [Ste- 
vens, 1975, p. 230]. The empirical opera- 
tions of matching may vary widely, 
depending on what is to be measured 
[Stevens, 1975, p. 47]. Indeed, the partic- 
ular operations developed stem directly 
from the definition of the property to be 
measured [Ghiselli, 1964, pp. 20-23]. In 
the measurement of sensation, the opera- 
tions can be verbal responses, dial turn- 
ings, key pressings, or painting of grays: 
[Stevens, 1975, p. 51]. 
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In Defense of 'GPLAHCSATRSV 


D. W.. Vickrey 


Adjusted Historical-Cost State- 
ments and the, Ratio-Scale View” 
(GPLAHCSATRSV),' the ratio-scale 


I Nthecontext of *General-Price-Level- 


' view is the position that general-price- 


level-adjusted historical-cost statements 
are produced via the extensive ratio scale 
and related positive similarity transfor- 
mations. One of the major conclusions of 
GPLAHCSATRSV is that this view is 


very likely to be invalid as a consequence ` 


of problems which I termed the objects, 
property. operations, and index difficul- 
ties. Abdel-Magid [1979b] has written a 
comment on GPLAHCSATRSV (a) that 
is, meant “to point out weaknesses in 
Vickrey's analysis which suggest that his 


conclusion about the ratio-scale view is- 
unjustified” апа (b) that concludes in- - 
consistently that my conclusion about the | 


ratio-scale view is erroneous. The pri-. 


mary objectives of this article are to — 


: demonstrate that Abdel-Magid’s com- 
mentary fails to accomplish its stated 


. objective, that his conclusion mentioned _ 
in (b) above is irrelevant in the context of ` 


GPLAHCSATRSYV, and that his com- 
mentary fails to support this conclusion 
‘in purely logical terms. In pursuing these 
goals, I refer to the paragraphs in Abdel- 


Magid's commentary by number for еаѕе 


of exposition and to aid the reader іп 
following my arguments... 
Paragraph 2 of Abdel-Magid's com- 
mentary emphasizes several themes 
which permeate his analysis of 
. GPLAHCSATRSV: ; 


(a) The belief that GPLAHCSATRSV. 


is founded on the works of out- 


dated classical measurement theo- 
rists. and that: this paper should 
have been based on Stevens’s mod- 
ern view of measurement. 

(b) The view that. GPLAHCSATRSV 
incorporates some sort of inten- 
tional or unintentional fusion of 
the works of Campbell and 
Stevens. | 

(c): The belief that there is no cohesive 

. theory of fundamental measure- 
ment which encompasses the ex- 
. tensive ratio-scale. 


(d) The notion that the theory of fun- . 


damental measurement which is 
imbedded in GPLAHCSATRSV 
fails to allow for the measurement 
of intensive properties via: ratio 
scales (as well as other types of 
scale). 


One problem with theme (a) is that the 
authors who provide the foundation for 
the analyses that are contained in 
GPLAHCSATRSY [Suppes and Zinnes, 


E Abdel-Magid emphasizes similar points in his first . 
' article. For example, he,says [Abdel-Magid, 19792, 


paragraph 25], another fallacy in the classical [empha- 
sis mine] analysis of the ratio-scale view is the assertion 
[Vickrey, 1976, p. 34] that the ratio-scale view will be’ 
valid only if the property measured in accounting is an 
extensive (or physical) property." In this context, note 
that I claim merely that the extensive-ratio-scale version 


of the ratio-scale view (see below) will be valid only if — 


the property measured in accounting is an exterisive 
property-and that I do not equate the terms “extensive” 
and “physical.” 
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‚ 1963; Pfanzagl, 1968; and Krantz et al., 

1971] (see footnote 2 of GPLAHC- 
SATRSV) all constitute state-of-the-art 
measurement theorists. Furthermore, 
Stevens's view of measurement generally 
is consistent-with (although not identical 
to) the view of measurement that is con- 
tained in my cited references. For 
example, in footnote 2 of GPLAHC- 
SATRSV, I define "fundamental mea- 
surement" as 


..the assignment of numerals to represent 
properties of the elements of empirical rela- 
tional systems... оп the basis of the iso- 
morphisms and homomorphisms of these 
systems and subsystems of appropriately 
chosen full numerical relational systems. 


and indicate that this definition is based 
on the works of the authors which I cite. 
Similarly, SIEVERS Нэ, р. 20] says: 


Under the modern view [emphasis mine] the 
process of measurement is the process of 
mapping empirical properties or relations 
into a formal model: Measurement is possi- 
ble only because there is a kind of isomorph- 
ism between (1) the empirical relations among 
properties of objects and events and (2) the 
properties of the formal game in which nu- 
merals are the pawns and operations the 
moves. 


indeed: comments such as those pre- 
sented above are scattered throughout 
Stevens's works in general and are con- 
tained specifically in the manuscripts of 
Stevens which are cited'by Abdel-Magid 
(i.e., including the work of Stevens cited 
above, Stevens [1946, p. 677], Stevens 
[1951, p. 23], and Stevens [1975, p. 48]). 
Apparently, Abdel-Magid fails to recog- 
nize the consistency between the works 
of Stevens and the works of the authors 
that I cite and that all of these authors are 
modern measurement theorists. In any 
event, the above comments also imply 
that theme (b) is invalid. That is, as 
indicated above, the analyses that are 
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contained. in GPLAHCSATRSV are 
based on the works of the modern mea- 
surement theorists which I cite and, 
consequently, I did not combine Camp- 
bell and Stevens's views in any way 
(intentionally or otherwise). 

. The difficulty with themes (c) and (d) 
is that they both are patently false. The 
interested reader easily can find support. 
for this conclusion throughout the works 
upon which GPLAHCSATRSV is 
founded (see especially Suppes and 
Zinnes [1963, pp. 15-17 and 22-48], 
Pfanzagl [1968, pp. 31-32], and Krantz 
et al. [1971, pp. 1-12, 31-33, 71-82, 

and 123-124]). 

Abdel-Magid's failure to recognize the 
above-mentioned "'theme-related"' points 
is puzzling, given the existence of foot- 
note 2 of GPLAHCSATRSV. I can only 
assume that he has overlooked or has 
ignored this note or has failed to con- 
sider the works of the authors which I 
cite carefully. In regard to these possi- 
bilities, note that Abdel-Magid fails to 
reference any of the manuscripts cited in 
footnote 2 of GPLAHCSATRSV. 

Before commenting on paragraph 3 of 
Abdel-Magid's criticism of GPLAHCS- 
ATRSV,'a slight digression is necessary. 
Specifically, I find it necessary to clarify 
the rationales for two possible versions 
of the ratio-scale view in the context of 
modern measurement theory: (a) the 
extensive-ratio-scale version (i.e., the 
view that general-price-level-adjusted his- 
torical-cost statements are prepared using 
extensive-ratio-scales and related positive 
similarity transformations) and_(b) the 
intensive-ratio-scale version (i.e., the 
view that the above-mentioned state- 
ments are prepared using intensive ratio 
scales and related positive similarity 
transformations). Version (a) of the 
ratio-scale view (i.e., the version that is 


incorporated in. GPLAHCSATRSV) is 


founded on the following rationale: 
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(a) Additive properties (e.g., length, | 


mass, efc.) are quite useful in 
scientific theorizing. 

(b) General-price-level-adjusted his- 
torical-cost statements are pre- 
pared using addition and subtrac- 
tion and multiplication by positive 
constants (i.e., 
GPLAHCSATRSY). 

(c) The procedures identified in (b) 
‘constitute mathematical opera- 
tions that can be applied to 
measures of additive properties. 

(а) Given (а)—(с), it seems reasonable 
to consider general-price-level-ad- 


justed historical-cost statements, 


from the perspective of scales 
which are used in measuring addi- 
tive properties. . 
(e) In the theory of fundamental mea- 
' surement which is imbedded in 


GPLAHCSATRSV, additive 
properties constitute extensive 
properties. 


(f) Since extensive properties are mea- 
sured by a particular type of ratio 


scale in this theory (i.e., the type of 


ratio-scale which I refer to as.an 
extensive ratio scale (see footnote 
2 of GPLAHCSATRSY ), it is ap- 
propriate, given (d) and (e), to 
consider the extensive 'ratio-scale 
version of the ratio-scale view. 


In contrast, the intensive-ratio-scale ver- 
sion of the ratio-scale view, which is 


implicit in Abdel-Magid's commentary, . 


appears to be founded on the following 
rationale:? 


(a) Accounting direct (ie., primary) 
measures may constitute measures 
of a property (i.e., exchange value 
or value) which are produced via 
the intensive ratio scale. 

(b) If accounting direct measures do 
constitute intensive ratio-scale 

measures, then these measures can 


see footnote 2 of . 


The Accounting Review, October 1979 ' 


be added, subtracted, etc., in ac- 
cordance with the rules of mathe- 
matics given that price indices 
have been applied as appropriate 
in allowing for instability of the 
unit of measure. 

(c) The descriptive validity, or em- 
pirical import, of the values which 
result from the processes of calcu- 
lation mentioned in (b) are irrele- 
vant in regard to scientific theo- 
rzing since a theory should be 
judged primarily on the basis of its 
predictive or explanatory powers. 


My view (contrary to the impression 
that may be created by both Abdel- 
Magid [19792] and [1979b]) is that both 
of the above rationales are reasonable 
and, consequently, that both versions of 
the ratio-scale view are worthy of analyti- 
cal and empirical inquiry.? Indeed, the 
closing remarks of GPLAHCSATRSV 
reveal my feelings on the key point in the 
above rationale (ie., item (c) above): 


The analysis,of the ratio-scale view pre- 
sented above implies that we have reason tò 
be pessimistic about the relevance of the 
numerical values contained in GPL state- 
ments to the construction and the confirma: 
tion of a scientific theory of accounting. Of 

` course, we cannot be certain that these values 
are irrelevant because the ultimate test of the. 
relevance of these values must necessarily be 
related to whether they fit into a theory which 


2 1 havé summarized this rationale on the basis of 
Abdel-Magid [1979a, paragraphs 32-41] since Abdel- 
Magid [1979b] contains no rationale for the intensive- 
ratio-scale version. Note that this rationale is quite 
similar to the reasoning that is contained in Lim [1966]. 
In this context, it is relevant to consider Larson's [1967] 
comments on Lim's views. Also, see Vickrey [1975, pp. 
122-125 and pp. 130-132] for a discussion of Lim's and 
Larson's comments concerning the intensive ratio-scale 
version of the ratio-scale view. 

*;/Note, however, that I am unaware of any scientific 


theories which both have significant predictive or 


explanatory powers and employ simple sums or dif- 
ferences of measures of intensive properties. For this 
reason, among Others, I chose to deal with the exten- 
sive-ratio-scale version of the ratio-scale view in 
GPLAHCSATRSV. 
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has significant predictive, explanatory and 
descriptive powers. . .. ; 


x 


In contrast, paragraph 3 of Abdel- - 


Magid’s commentary. seems to imply 


that I should have considered the in-: 


tensivé-ratio-scale version of the ratio- 
scale view and that the extensive-ratio- 
scale version of this view is not worthy of 
consideration (also, see Abdel-Magid, 
1979a, paragraphs 5 and 6). If so, then it 
seems reasonable to argue that Abdel- 
Magid should have demonstrated .that 
the rationale behind the extensive-ratio- 
scale version of the ratio-scale view is 
faulty rather than simply asserting that 
I have used a criterion that is incom- 
patible with the subject of my analysis, 
etc. My view is that the rationale for the 
extensive-ratio-scale version of the ratio- 
scale view stands on firm ground. Also, 
note, as implied above, that the criteria of 
my analysis (i.e., the extensive-ratio-scale 
aspects of the theory of fundamental 
measurement) actually are perfectly con- 
sistent with the subject matter of. my 
analysis (ie. the extensive-ratio-scale 
version of the ratio-scale view) despite 
Abdel-Magid's assertion to the contrary. 

Another major problem with para- 
graph 3 is the conclusion that my con- 
clusion concernirig the ratio-scale view is 
erroneous.* The major difficulty with 
this conclusion is that it ignores the 
objective of GPLAHCSATRSV (i.e., to 
reconsider the extensive-ratio-scale ver- 
sion of the ratio-scale view). In view of 
this goal, my conclusion is only that it is 
highly unlikely (i.e., as opposed to a cer- 
tainty as Abdel-Magid: indicates) that 
this version of the ratio-scale view is 
valid and, consequently, that we have 
reason to be pessimistic about the nu- 
merical values contained in general- 
price-level-adjusted historical-cost state- 


ments in regard to the construction and : 


confirmation of a scientific theory of 
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accounting. In contrast, Abdel-Magid’s 
conclusion about my conclusion concern- 
ing the ratio-scale view appears to be 
related to the intensive-ratio-scale ver- 
sion of the ratio-scale view. In other . 
words, Abdel-Magid concludes that my 
conclusion concerning the intensive- 
ratio-scale version of the ratio-scale 
view is erroneous (i.e. even though 
GPLAHCSATRSV does not consider 
this version). Support for this perspective. 
is as follows. First, Abdel-Magid’s con- 
clusion that my conclusion is erroneous 
(invalid) implies logically that he believes 
that some version of the ratio-scale view 
is valid. In fact, Abdel-Magid appears to 
argue that the intensive-ratio-scale ver- 
sion of the ratio-scale view is valid 
[Abdel-Magid, 1979a, paragraphs 34-41] 
and appears to concede that the exten- 
sive-ratio-scale version of this view is 
invalid [Abdel-Magid, 1979a, paragraph : 
18]. Thus, his conclusion must be related 
to the intensive ratio-scale version of the 
ratio-scale view and, consequently, is 
totally irrelevant in regard to any aspect 
of GPLAHCSATRSV.5. Furthermore, 
Abdel-Magid's commentary fails even 
to attempt to support any version of his 
conclusion in purely logical terms. That 
is, in order for his commentary to sup- 
port a given version of this conclusion 
logically, it would have had to demon- 
strate that the related version of the 
ratio-scale view is valid. Since his com- 
mentary does not contain such a dem- 


' * Notice that Abdel-Magid’s [1979b, paragraph 1] 


- stated goal is to demonstrate only that my conclusion 
. concerning the ratio-scale view is unjustified. Thus, his 


conclusion is inconsistent with his stated objective. 

5 While unlikely, it is possible that Abdel-Magid 
meant to conclude only tbat my conclusion concerning 
the ratio-scale view is unjustified (i.&., see footnote 4). 
Under these conditions, the above argument of irrele- 
vancy still applies if he is referring to the intensive ver- 
sion. On the other hand, if he is referring to the extensive 
version, then he fails to demonstate that my conclusion 
is unjustified (i.e., as implied by the remainder of this 
paper). 
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onstration, it fails to support his con- ` 


clusion in purely logical terms.® 

The first problem with paragraphs 4-6 
of: Abdel-Magid's commentary is the 
view that “it is.asserted that those writers 
hold the ratio-scale view to justify gen- 
eral-price-level-adjusted historical cost 
statements." The problem with this belief 
is obvious: I make no such claim. Indeed, 
Abdel-Magid makes no specific reference 
tó such a claim. Instead, he simply pro- 
vides the following excerpt which is 
meant only:to define the phrase “ratio- 
scale view” in the context of GPLAHCS- 
ATRSV and to provide part of a tran- 
sitional link between my reasoning in the 
prior paragraph of GPLAHCSATRSV 
and the related excerpt from Moonitz 
[1970]; ` 


Theoreticians who hold the ratio-scale view. 
maintain that general-price-level-adjusted his- 
torical-cost statements are produced via 
extensive ratio scales and relatéd positive 
similarity transformations [pp. 465-466].- 


Given that I am not guilty of the above- 
mentioned assertion, it follows that para- 
graph 5. is irrelevant with respect to 
GPLAHCSATRSV.: Thus, this para- 
graph is considered no further. 
Paragraph 6, on the other hand, re- 
quires some analysis. The foundation for 
Abdel-Magid’s sixth paragraph is the 


apparent belief that I feel that Moonitz, . 


Mattessich, and Lim all hold (or held). 
the extensive ratio-scale version of the 
ratio-scale view and that my feeling is 
incorrect. On this matter, I freely admit 
that my feeling is that Moonitz held this 
version of the ratio-scale view when 


“Price-Level Accounting and Scales of 


Measurement” was written. While I may 
be wrong in this inference, it seems some- 
what unlikely that Moonitz had any 
other type of ratio scale in mind when he 
considered the similarity between price- 
level-adjustment procedures and the ad- 
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missible transformation which is related 


: to the extensive ratio scales that are em- 


ployed in measuring length. (i.e., see 
Moonitz [1970, pp. 465-466] and the 


.related quotation on pp. 32-33 of 


GPLAHCSATRSV). Abdel-Magid's 


only comment concerning Moonitz's ` 


belief on this subject is "Moonitz.. 

used the phrase 'scales of measurement,’ 
but his discussion made no reference to 
extensive ratio scales or to fundamental 
measurements." This comment seems 
quite inadequate to establish that Moon- 
itz did not hold the extensive-ratio-scale 
version of the ratio-scale view when 


"Price-Level Accounting and Scales of. 


Measurement" was written (especially 


given Moonitz's reference to the exten- · 


sive ratio scales mentioned above). While 


I admit that I believe that Moonitz held. 


the above mentioned view when this 


. manuscript was written, I must empha- 


size that I did not claim (or believe) that 
Mattessich or Lim (or Chambers) held 
this view. Instead, all I claimed [1976, p. 
32] was that support for the validity of 


the ratio-scale view (i,e., see the above | 


definition of "ratio-scale view" in the 


. context of GPLAHCSATRSV) is found 


in the works of these authors. My inten- 
tion in making this claim was merely to 
establish that other authors bad made 
comments which indicate that ratio scales 
are employed in historical-cost account- 
ing (whether general-price-level adjusted 
or not) and, given the rationale .men- 
tioned above for the extensive ratio-scale 


6 As indicated above, Abdel-Magid [19792] appears 
to argue that the intensive-ratio-scale version of the 
ratio-scale view is velid. I feel that Abdel-Magid's 
analysis fails to demonstrate the validity of this conclu- 
sion. If time allows, I plan to write a commentary on 
Abdel-Magid [1979a]. 

? [n this context, note that I did not mean to imply 
that only one version of the ratio-scale view is possible. 
It appears that Abdel- -Magid may have interpreted my 
remarks in this fashion even though I reference Lim 
[1966] and Larson [1967] in GPLAHCSATRSV (see 
footnotes 2 and 3 page 832). - 


H 


Ru 


Vickrey 
4 


version of the ratio-scale view; to estab- | 


lish that there may be a widespread 
tendency to accept ше validity of this 
view. 

One additional comment probably 
should be made concerning the beliefs of 
Moonitz, Mattessich, and Lim. That is, 
it seems to me that their beliefs, as well as 
my belief about their beliefs, are irrele- 
vant to both the stated purpose and the 
actual conclusion of Abdel-Magid’s com- 
mentary. This comment also applies to 
Abdel-Magid's concern ‘over whether I 
maintain that Mattessich, Moonitz, etc., 
hold (or held) the ratio-scale view in 
order to justify general-price-level-ad- 
justed historical-cost statements. ` 

Paragraphs 8 and 9 are meant to pro- 
vide an analysis of the fallacies that sup- 


. posedly are implicit in my discussion of 


the objects. difficulty (also see. Abdel- 
Magid, 1979a, paragraphs 19-23). Para- 
graph 8 is perplexing in this context. 
The theory of fundamental measurement 


requires that the phenomena subjected 
to measurement using extensive ratio · 


scales constitute objects (i.e., phenomena 


which possess physical form and proper- - 


ties which can be apprehended directly 
via our senses or by way of instruments 


` which extend the ranges of our senses). 


Given this requirement, the objects diffi- 
culty says simply that it is quite difficult 
to argue that the accounting phenomena 
contained in the classes referred to by 
Abdel-Magid (i.e., classes 2-7) constitute 
objects and, consequently, that it is 
equally difficult to contend that these 
objects belong to an. extensive system 
and possess properties that can. be mea- 
sured via an extensive ratio scale. Yet, 
despite reading paragraph 8 innumer- 
able times, I still find no meaningful 
relationship between . the interesting 
sounding things that are contained in 


„this paragraph and the objects difficulty - 
(or related fallacies). Abdel-Magid ap- 
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parently feels that functional definitions 
of the accounting phenomena mentioned 
above and attention to relevance will 
convert non-objects into objects; how- 
ever, paragraph 8 fails to demonstrate the 


. validity of this point in general or in the 


context. of the objects difficulty. Para- 
graph 9 also is quite puzzling. At first, T 
thought that Abdel-Magid was arguing 
that accounts receivable, etc., are similar 
to "cash" and, therefore, constitute 


Objects. I necessarily reject this view 


since I can at least withdraw all the 


. monetary units to which I have a claim 


on (or in close proximity to) the balance- 
sheet.date and measure (or sense) any 
property of these units that I wish. In 
contrast, I cannot duplicate this scenario ` 
with an account receivable. Indeed, I may 
possess a claim to monetary units to be 
received in the future (as supported by 
either verbal or written evidence), but I . 


. cannot sense any property of such a 


non-object. In any case, after reading 
paragraph 9 several times, I became con- 
vinced that (intentionally or otherwise) 
Abdel-Magid actually was arguing that 
cash is a non-object (i.e., see his reference 
to Stonier and Hague). Granting this 
view for purposes of argument alone, it 
appears that the objects difficulty is 


‚ Strengthened. That is, if cash is a non- 
object, it follows that there are more 
. non-object accounting phenomena than 


I récognized previously and that the 
validity of the objects difficulty is en- 
hanced. In summary, paragraphs 8 and 9 
in no-way refute (and, perhaps, actually : 
strengthen) the objects difficulty. For 


-completeness, I also. wish to note that 


(contrary to the view presented in para- 
graph 9) I recognize the role and impor- 
tance of money in society and that this 
role; etc., has no bearing whatsoever on . 
the question of whether cash is an object. 

Paragraphs 10 and 11 are intended to 
cast doubt on the validity of the logical 
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analyses which are implicit їп the two 
aspects of the property difficulty. Ironi- 
cally, the basic problem with these para- 
graphs is faulty logic. Specifically, Abdel- 
Magid maintains that “їп the first aspect 
of the property difficulty, the reader is 
told that the ratio-scale view will be 


correct only if the property to be mea- - 


sured is an extensive property” and that 
"jn the second aspect of the property 
difficulty the author changes the rule and 
assumes that the property is service 
potential (an intensive property) in order 


to prove that liabilities do not have the . 
required property." The problem with 
this argument is that the nature.of service ` 


potential is irrelevant to the second as- 
pect of the property difficulty. That is, the 
second aspect of the property difficulty 
simply assumes for purposes of argument 
[i.e., see Vickrey, 1976, p. 36] that service 


` potential is the property measured via 


. the historical-cost system (irrespective of 
whether service potential is extensive or 
intensive), argues that liabilities (under 
conventional definition) cannot possess 

: service potential and concludes, conse- 
quently, that the extensive-ratio-scale 
. version of the ratio-scale view is invalid 
(ie. unless unusual assumptions are 
made about the nature of liabilities in the 
context of historical costing and irrespec- 
tive ‘of the extensiveness or intensiveness 
of service potential). Of course, if service 
potential is not extensive, then this ver- 
. Sion of the ratio-scale view is invalid 
irrespective of whether liabilities possess 
this property (i.e., given the above- 
mentioned for-purposés-of-argument as- 
sumption). The non-extensiveness of ser- 
vice potential is established firmly in the 
context of the operations difficulty. 


The second problem with paragraphs | 


10 and 11 is related to Abdel-Magid's 
feeling that “the reader is first told that 


the property to be measured has not been . 


identified" and later is told, in the context 
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' of the index difficulty, “that historical. - 


cost values are measures of numerosity.’” 

The difficulty here is that Abdel-Magid 
apparently feels that it is illogical to 
consider alternative interpretations for a 
property that has not been interpreted 
unambiguously. The logic behind. this 
belief escapes me. In any event, as indi- 
cated in GPLAHCSATRSV, it is my 


view (irrespective of the possible con- 7 
sensus that service potential is the prop-- 


erty that is supposed to be measured via 
historical costing) that many (if not all) 
historical-cost values are best interpreted 
as measures of numerosity (see Vickrey 
[forthcoming] for an analysis which 
deals with this possibility). Given the 


_reasonableness of this view, the third 


aspect of the index difficulty implies that 
the extensive-ratio-scale version of the 


‘ ratio-scale view is invalid. Thus, para- 


graphs 10 and 11 of Abdel-Magid’s com- 
mentary do no damage to any aspect of 


: GPLAHCSATRSYV. 


Paragraph 13 is meant to invalidate 
the operations difficulty. This paragraph 
is somewhat difficult to evaluate since it 
contains an apparent contradiction. Ab- 
del-Magid first claims that “Һе operation 
required for validity of the ratio-scale is 
not empirical but mathematical (emphasis 
mine).” However, subsequently, he says 
"névertheless, the nature of the empirical. 
(emphasis mine) operation required for 
the validity of the ratio scale is funda- 
mentally different from the nature of the 
operation used by Vickrey. to invalidate 
the ratio-scale view.” The first of these 
contradictory statements may imply that 


-Abdel-Magid is confused concerning the 


nature of the operations which are re- 
quired i in 1 order to establish a ratio scale 


8 Note that I did not say that oe en values 
are measures of numerosity. Instead, I [Vickrey, 1976, 
p. 38] say “...a number of (if not all) historical-cost 
values may be best interpreted as measures of the nu- 
merosities of sets of homogeneous monetary units. . . 2” 


Vickrey 


and to demonstrate that any version of 


the ratio-scale view is valid. That is, in 
modern measurement ‘theory, empirical 
operations are required in order to es- 
tablish the validity of a ratio scale (i.e., 
ignoring the ratio scales which are used 
in derived measurement), and mathe- 
matical operations are irrelevant in this 
context. If Abdel-Magid is confused on 
this point, then his confusion may have 
been prompted by over reliance on the 


works of Stevens. On this matter, Es 


‚ €-  [1970, p. 171] says: 


БЯ 


The above clarifications of the concept of 
invariance and of the concept of'a scale are 
partly designed to prevent an important mis-. 
understanding of Stevens’ view. It is possible | 
to obtain the impression that Stevens believes 


scales can be classified merely by reference to 


the transformations that leave them invariant, 
without any reference to the rules for numeral 
assignment which create the scale. Thus 
Stevens might be interpreted as holding that 
if an experimenter has assigned numerals to 
loudness, or brightness, or “psychological 
weight,” or “psychological length,” then ob- 
viously he has in some way measured the 
dimension in question, and all we have to do 
to learn the type of measurement involved is 
to see whether the assignment of numerals 
remains invariant under this transformation 
or that, without any reference to the rules 
used in making the assignment. There is no 
very good reason to interpret Stevens in this 
way, but, in any event, it is important to point | 
out the error in such a view. 


The view that Abdel-Magid is confused 
on the above-mentioned matter also is 
supported by his puzzling statement 
that “it is possible to argue that the ratio- 
scale view implicitly assumes that ac- 
counting numbers are produced by a 
ratio scale. and, hence, the empirical 
operations required for the validity of, 
the ratio scale are also required for the 
validity of the ratio-scale view.” Inter- 
preted literally, this comment implies 
that Abdel-Magid believes that there is 
some version of the ratio-scale view that 
is consistent with Stevens’s view of ratio 
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‘scales and which does not assume that 


accounting numbers are generated. via 
the ratio scale. Given that Abdel-Magid 
does not have this perplexing view in 
mind, it is likely that his comment actu- 
ally implies that he believes that the 
intensive-ratio-scale version of the ratio- 


_scale-view depends on a type of ratio scale 


that can be established using only mathe- 
matical operations. Thus, as indicated 
above, it appears that Abdel-Magid is 
confused concerning the nature of the 
operations that are needed in order to 
establish ratio scales in general and to 


validate any version of the ratio-scale 


view. 

The second of the contradictory state- 
ments mentioned above seems to imply 
that Abdel-Magid believes that the same 
empirical operations are required in 
order to establish both intensive and 
extensive ratio scales and that I em- 
ployed the wrong set of operations in 
dealing with the extensive-ratio-scale 
version of the ratio-scale view in 
GPLAHCSATRSV. The interested 
reader easily can confirm the falsity of 
Abdel-Magid's apparent beliefs on these 


matters via reference to Suppes and, 


Zinnes [1963], Pfanzagl [1968], and 
Krantz et al. [1971]. In sum, paragraph 
13 in no way refutes the operations diffi- 
culty. 

Paragraph 14 is meant to establish 
that I ignore "the nature of empirical 
operations in modern measurement 
theory" 
matching and mapping. This claim hardly 
seems reasonable given my definition of 
fundamental] measurement, the cited 
works upon which GPLAHCSATRSV 
is founded, and my discussion of the 
operations difficulty. Abdel-Magid's con- 
fusion on this matter probably occurs as 
a result of his apparent failure to con- 
sider my cited references in an appropri- 
ate manner. 


~ 


and the related notions of . 
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One last matter remains to be consid- 


ered. That is, I find it curious that Abdel-., 


Magid fails to consider the index diffi- 
. culty in his commentary: The second 
aspect of this difficulty is particularly 
relevant to either version of the ratio- 
scale view. Consequently, it seems rea- 
sonable to argue that Abdel-Magid 
should have attempted to'refute the 


index difficulty: (especially the second ` 


aspect), given that his stated goal is to 
demonstrate that my conclusion con- 
cerning the ratió-scale view is unjustified. 
This omission is particularly puzzling in 
view of the following comments [Abdel- 
* Magid, 19792, paragraph 18]: 


There are two complementary aspects of 
ratio scales. First, ratio scales are- measure- 
ment devices. An analysis of the tenets of 
ratio scales as measurement devices will 
naturally involve questions about the object, 
property, and operation of measurement. 
But ratio scales can also be viewed as a.. 
mathematical group structure (a similarity . 
group) that allows a mathematical trans: 
formation of the numbers generated by the 
scale and still leave the scale form invariant. 
_If one wants to analyze the ratio-scale view 

` as a theory of accounting measurement, then 
the object, property, and operation diffi- 
` culties are relevant arguments. In this case, 
those difficulties represent problems that are 
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common to all accounting models, and there, . 
is no reason to attribute them [only] to His- : 
torical-Cost-Adjusted statements [see Vick- 
теу, 1976]. On the other hand, if one thinks of 
the ratio-scale view as a proposal to adjust 
historical cost dollars by an index number to 
satisfy the tenets of the ratio scale, then the 
problem is mathematical, and the only 
relevant, Proben: is the index number diffi- 

` culty.. ; 


Thus, Abdel-Magid’s commentary fails. 


to consider a diffculty which is relevant 
to the extensive-ratio-scale version of the 
ratio-scale view and which is the only 
difficulty that he considers relevant to 
the question of the validity of the inten- 
sive-ratio-scale version of the ratio-scale 


‘view. Obviously, this deficiency alone 


implies that Abdel-Magid’s commentary 
fails to achieve its stated objective. 

In summary, I find that Abdel-Magid’s 
manuscript is faulty for a variety of rea- 
sons. These deficiencies imply that Ab- 
del-Magid has failed to identify any 
legitimate problems with GPLAHCS- 


ATRSV (even though such problems very ` 
^ well may exist). 


`9 Note that I do not imply that-the difficulties con- 


` sidered іп GPLAHCSATRSYV are relevant only to gen- 


eral-price-level-adjusted historical-cost statements. 
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J. Scorr ARMSTRONG, Long Range Fore- 
casting: From, Crystal Ball to Computer 
(John Wiley & Sons, Inc., 1978, pp. xvi, 
612, $25.00). 


This book encompasses a much broader treat- 
ment of forecasting and prediction ‘than is 
implied by the title. Short and intermediate 
forecasting ~ are extensively covered, and: the 
computer is hardly mentioned except for a list- 
ing of references to computer programs in an 
appendix. The author describes Long Range 
Forecasting (LRF) as a “friendly” book about 
forecasting uses and abuses. The reader and 
beginners in forecasting, may find it “friendly;” 
however, many experienced practitioners and 
authors will not find it so, as, Armstrong chal- 
lenges widely held beliefs regarding forecasting. 

On the “friendly” aspects of LRF, the 
humorous writing style contains cartoons and 


.authors puns. The book is more of an easy-to- 


follow guide on how to forecast, from structuring 
the problem through evaluation and implementa- 
tion, than a technical exploration. How forecast- 
ing can be used most effectively is described, and 


not find it so. Even less "friendly" is a second list 
of references which is described as "The Don't 
List." These 160 items are of "promising titles" 
which "appeared in the better journals" that are 
“of no value in the study of forecasting methods 
for the type of reader that would read LRF." 
Others will find many of the conclusions 
reached as not "friendly." For example, the Box- 
Jenkins method and spectral analysis are found 
to be a "raindance" (a term used to describe 


complex methods that are no more accurate than 
‘simpler methods, but which attract big money). 


references аге suggested where the mathematics | 


of the methods are best explained. Many aids are 
provided for comprehension, including flow- 
charts, tables ranking methods, lists of do's and 


-don’ts, and frequent summaries. 


LRF will not be regarded as "friendly" by many 
authors. Two reference lists are provided which 
ate bound to create controversy, while still pro- 
viding a valuable survey of the literature. Each of 
the almost 800 references in the first list are 
annotated briefly; rated by. a four-star system, 


_and codéd by the method used, field examined, 


and if empirical evidence is included. Obviously, 
those authors receiving four stars will regard it as 
"friendly" and those not receiving any stars will 
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Econometric models are found to be most useful 
for large changes in the causal variables, not for 
small changes where most econometric forecast- 
ing is involved. Causal methods are not found to 
be superior to naive methods for short-range 
forecasts but are superior for long-range fore- 
casts. Stepwise regression should be avoided. 
These conclusions (and many others) are sup- 
ported.through references to literature contain- 
ing empirical evidence. Those who disagree with 
the conclusions may find their belief’s chal- 
lenged by Armstrong’s evidence, 

LRF is also not "friéndly" to researchers (who 
“find problems because they have solutions that 
they can use” and “look for confirming rather 
than disconfirming evidence”); expert judges and 
forecasters (whose “education and experience 

- increase confidence but not accuracy”); and 
academic journals (“replication is held in higher 
esteem than relevance”). 

Who is most likely (and least likely) to find 
LRF (tested by the author over a seven year 
period) useful as a text in a college forecasting 
course? Of special value to students conducting 
forecasting projects, especially beginners, the 
text will be useful for graduate courses ‘in 
research design. Probably the experienced fore- 
casting practitioner will find the book a compre- 


\ 


ч find little of шшен use. 
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hensive synthesis of research in many fields as 
well as a challenge to existing beliefs. The users 
of forecasts might read the. book, but would 
probably find it too involved. Accountants and 
auditors seeking specific knowledge about рге- 
paring and reporting on financial forecasts will 


FREDERICK G. DAVIS 
Assistant Professor 
North Texas State В 


Norton M. BEDFORD, KENNETH W. PERRY, 
and ARTHUR R. WYATT, Advanced Ac- 
_ counting: An Organizational Approach, 
` Fourth Edition (New York: John Wiley & 
Sons, 1979, pp. xix, 892, $19.95). | 


The authors of any accounting text have а 
major problem in selecting the topics to be in- 
cluded and the relative emphasis afforded the 
various topics. This appears to be particularly 
true for the authors of advanced accounting 


texts. But conventional advanced texts do in-' 
clude coverages of consignment sales, branch_ 
‘accounting, insurable risks, governmental and. 


non-profit accounting, and, always, major atten- 
tion is devoted to consolidations. 

The contents of this text are conventional and 
very similar to the third edition except for two 
new appendices. The bulk of the book is devoted 
to consolidations. Partnerships and proprietor- 


` ships are integrated in other chapters except in 


one part. Some instructors might prefer that such 
material be in separate chapters according to the 
type of organization rather than what might be 
thought of as a “functional approach.” Part V is 
organized in terms of proprietorship, partner- 


-ship, and corporations in separate chapters. If 


other areas of partnership coverage had been 
organized in that way, the text would be more 
flexible. 

There appears to be an overemphasis in the 
area of partnerships. The admission and retire- 
ment of partners and the distribution of partner- 
ship profits could have been reduced. 

There is a good balance between concepts and 
procedures. Alternatives апа theory underlying 
the different approaches are discussed well. The 


-use of both journal entries and worksheets are a 


great aid to the learning process. A trial balance 


approach is also presented. In the area of con- 


solidations, the authors' basic approach of (1) 
establishment of reciprocity, if necessary, (2) 


_ eliminations of the reciprocals, and (3) the con- 


solidation of the non-reciprocals is well de- 
veloped. Throughout the text, legal, theoretical, 
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,and accounting considerations are well inte- 
grated and illustrated, including the latest pro- 
nouncements. 

Although the end-of-chapter РА is not 
divided into the usual “question,” “exercise,” 
and “problem” categories, they are adequate in 
terms of number, degrees of difficulty, and 
quality. A very high percentage are AICPA- 
adapted and are quite similar to those in the 
third edition; the text, would have benefitted ` 


. from more updating of this material. 


і In summary, the text compares-favorably with 
the other conventional advanced texts. A deci- 
sion for adoption may depend on what an in- 


м 


! 


structor prefers in the organization of material ~+ , 


and the topic coverage desired other than con- 
solidations. 
HonBART W. ADAMS 
Professor of Accounting 
University of Akron 


JAMES B. CAMERON, CHARLES J. WOELFEL 
and JAMES W,' PATTILLO, Advanced Ac- 
counting: Theory and Practice (Boston, 
, Mass.: Houghton Mifflin Company, . э, 
pP. xv, 816, $18.50). 


As noted i in the preface, this text covers not 
only the traditional advanced accounting topics 
but also presents the accounting and reporting 
practices of selected regulated industries and 
SEC and other governmental reporting .regula- 
tions. 

After discussing a chapter on accounting for 


branch operations, the next five chapters are 


devoted’ to business combinations. Procedural 
aspects of purchase accounting and pooling of 


' interests are illustrated. Unfortunately, however, 


conditions for a pooling of interests are not 
explored in detail except for a flowchart in- 


cluded іп an appendix. This chapter also intro- © 
duces an illustration of the cost and equity 


methods: This illustration would have been more 
appropriately. included in the next chapter, 
where consolidated statements subsequent to the 
date of acquisition are discussed. The partial 
work papers for each illustration are very help- 
ful. Two chapters are devoted to special prob- 
lems associated with consolidation. The final 
chapter offers accounting and repórting issues 
of multinational corporations. 

The three chapters on the partnership are 
good. Estate and trusts and corporate entities in 
financial difficulties are well presented. One 


chapter outlines accounting for various funds оѓ - 


a local government unit, with a brief discussion 


2 


“ 


+- 


LEE 


-F 


X 


з. 
ж 


Book Reviews 


of hospital accounting. Another chapter empha- 
sizes the reporting requirements of the SEC. -` 
The materials on regulated industries, which 
make this book somewhat unique, are discussed 
in two chapters. The discussion is extensive but 
dull. Furthermore, the numerical illustrations are 
rather poor. One chapter discusses accounting 
and reporting practices of the construction, real 
estate, and franchising industries. Another chap- 


.ter considers the operating and accounting 


characteristics of three regulated industries: 


- banking, insurance, and public utilities. The last 
chapter outlines interim and segmental re- 


porting. 

: In summary, whenever there are various ap- 
proaches to the issue (or problem), the authors 
demonstrate alternatives and adopt a preferred 


(or widely used) practice for illustration. But the - 


coverage of materials is not even. Fund account- 
ing could be examined in considerably more 
depth. In addition, some theoretical aspects of 
regulated industry accounting are not well 
blended into the procedural aspects. More 
numerical examples are desirable. 

Provided that the instructor supplements the 
governmental and regulated industries chapters, 
this text is recommended to instructors lóoking 
for шеша new. 

; Н.К. Мін 
Assistant Professor 
University of Wisconsin- Whitewater. 


EpwARD N. CorrMAN, Editor, ‘The Acade- 


my of Accounting Historians Working ` 


Paper Series Volume I, Working Papers 
1-20 (Alabama: The Academy of Ac- 
counting Historians, 1979, pp. 368). 


This collection of 20 papers reflects a wide 
range of objectives and uses of accounting 
history. Some papers reflect the use of history in 
the teaching process, others might be labeled 
"literary" history, and still others “scientific” 
history. Some are biographies and chronological 
listings of evénts, while others attempt to dis- 
cover whether selected practices or ideas may 


have existed earlier than was previously thought. . 


The only working paper that does not fit neatly 
into any one of these classes is No. 19. "The 
Study of Accounting History," 
douni. If I were editor, this WP would have come 
first, because it is concerned with the necessity 
of studying accounting history. i 

There are working papers which recreate the 
past. But there are others aimed at discovering 


actions of accountants in the past in order to 
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provide a perspective for making better current 


decisions. The three working papers by John L. 


. Carey are excellent examples of the literary 


by Vahe Bala- - 


approach to accounting history. Mr. Carey not 


‘only recreates the past in which he was personal- 


ly involved, but he also helps explain the current 
CPA profession. Raymond J. Chambers' working 
paper, "The Development of the Theory of Con- 
tinuously Contemporary Accounting," is another 
example of literary history in that he attempts to 
trace his own thinking from the mid-1940's. Un- 
like Carey, however, Chambers focused more on 
his theory construction in his various writings as 


` it related to perceptions of the changing environ- 


ment. 


Nos. 11, 15, 18, and 20 are clearly of the 


scientific history variety. For example, Richard 
Vangermeersch, in.No. 15, reports the results of 
two studies. The first study is a report of a his- 
torical survey before 1930 on the valuation of 
intangibles. The second portion reports the 
results of how 200 companies revalued tangible 
fixed assets during the 1920s. Nos. 3, 4, 7, and 10 
are difficult to classify. They all have some ele- 
ments of both scientific and literary history. 


. Furthermore, the authors are attempting to 


demonstrate the existence of a practice or idea at 
a time earlier than previously thought, or sum- 
marize the state, of accounting existing in a 
particular place, at a particular time. K. Most, in 
No. 3, suggests that if an accounting technique 
can be traced back thousands of years, it may be 


‚тоге related to the -nature of man itself (i.e., 


character and personality) than to the Renais- 
sance period of technological inventions. 

In contrast to historical writings in most other 
disciplines, the study of accounting history is in 


‘its infancy. As a result, bibliographies, research 
sources, and chronological indices of important ` 


events are important tools to accumulate for the 
research process. Nos. 6, 8, and 9 contribute to 
this accumulation. Gary Previts presents an 
excellent chronological index of events between 
1896-1970 in Nos. 6 and 8 for the above- 
mentioned papers by Carey. Two working papers 
are included because they represent examples of 


"how accounting history can be utilized in the 


learning process. No. 2, by Richard Homburger, 
suggests how the use of accounting records of a 
particular time period and geographical area may 
have an impact on accounting systems develop- 
ment. | 

Almost anyone would conclude that this pub- 
lication encourages research, publication, and 


. interchanges in all phases of accounting history. 


Although the use of the book as a text, however, 
is limited, it could be used as a supplemental 
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readings їп а theory or accounting history 
course. Otherwise, its main value is as an aid in 
the research process. . 

CLIFFORD D. BROWN ' 

' Associate Proressor et Mecum 
Clarkson College 


; COMMITTEE ON INTERNATIONAL ACCOUNT- 
ING OPERATIONS AND EDUCATION 1976- 
1978, Accounting Education and the 
Third World (Sarasota, Florida: Ameri- 


can. Accounting Association, 1978, рр. | 


109; free to AAA members), ` 


This monograph addresses the general issues 


of accounting education by focusing upon the ` 


historical analysis and status quo of accounting 
development in the five regionally different 
"countries of Bgypt, Malaysia, Mexico, Pakistan, 
and Tanzania. This analysis provides the frame- 
work from which suggestions and subsequent 
appeals are made. The faculty study identifies 
educational needs and raises issues which are 
certainly not limited to Third World countries. 
The first part sets up a conceptual framework 
for the significance arid need for accounting, and 


15 convincing. The second part provides interest- 


ing analyses of the development of accounting in 
five regionally selected countries. The last part 
suggests some challenging suggestions for struc- 
turing accounting education and development. 
However, the interchangeable use of the terms 
“accounting” and “accountancy” is somewhat 
-confusing. 


The underlying theme is to increase awareness ` 


of the role of accounting within an economic en- 
vironment and its relationship to socio-economic 
growth and development. A great weakness in 
many Third World economies has been the lack 
of correlation between educational requirements 
and the socio-economic environment. 
concepts are outlined in Part One and prag- 
matically supported in Part Two. The analysis of 
the five countries is detailed, and focuses upon 
the deficiencies in the nature and development 
of formal academic accounting programs, the 
inadequate stature of professional accounting 
groups, and the non-existence of continuing 
educstion programs. When faced with all of 


these issues, the reader should have à feeling of ` 


responsibility for examining his or her own ac- 
' counting academic environment. 

The suggestions are extremely challenging and 
far-reaching in view of the required financial 
support. The American Accounting Association 
is viewed as playing the primary role in the im- 
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provement of accounting education in Third 


World nations, and a possible framework is sug- 


gested in the Appendix. 

This monograph achieves its purpose in 
making t the reader aware of the role of account- 
ing as “a spur to socio-economic growth and 


_ development” (p. 3). Even more important, it 


delineates possible ways and means by which ac- ^ - 


counting assistance can be rendered to Third 
World economies. Some more developed nations 


also would help themselves by undertaking such . 
‚ а task. For anyone concerned with accounting 
education, this study should instill.a sense of 


responsibility апа, it is to be hoped, elicit some 
particular commitment. 
FRANKLIN D. EwiNG-CHOW 
Associate Professor of Accounting 
California State VE Long Beach 


Gary M. ан anu and CHARLES H. 
Ѕмттн, assisted by Byron L. OTTO, Ac- 
counting for Shareholders’ Equity by 
Texas Corporations (Austin, Texas: 
Bureau of Business Research, The Uni- 
versity of Texas at Austin, pp. x, 111). 


Legal statutes and generally accepted account- 


ing principles relating to shareholders’ equity 


accounting are often not in. agreement, the 
authors have found. Based on a study of statutory 
law, case law, and accounting principles, this 
monograph has been prepared’ to aid practi- 
tioners to. appropriately account for the share- 
holders’ equity portion of the balance sheet: 
Unlike most financial accounting texts that 
discuss shareholders’ equity accounting general- 
ly, this.guide is specifically concerned with the 
accounting treatment in Texas. The guide pro- 


` vides scholarly treatment of most complex events 


affecting corporate balance sheet presentations 
of shareholders’ equity. In addition to pre- 
liminary discussions on classification and ac- 
counting for shares issued, the authors have 
included : coverage of share subscriptions, 
treasury shares, dividends and other distribu- 
tions, and a host of miscellaneous topics (e.g., 
mergers and consolidations, conversions, quasi- 
reorganizations, and share options and rights). 
The text lacks a discussion of conclusions, and 
indications of copyright dates and publishers are 
missing. Only an attached flyer identifies the 
book as a publication of the Bureau of Business 
Research, The University of Texas at Austin. 
Due to its narrow scope, this monograph will 


, be of little value to anyone who is not associated 


with a Texas corporation. Although the issues 


y 
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raised are important to accouniants in every 
state, the theme of the book is.so geared to Texas 
corporations that it really cannot be recom- 
mended to readers outside the state. It might be 
useful, however, to utilize this work as a model 
for developing a similar guide in other states. 
MICHAEL À. PEARSON 

a Lecturer in Accounting . 

Kent State University | 


JONATHAN Daves, Editor, 1977 Account 


- ing Research Convocation: Papers Pre- 
sented at the 1977 Accounting Research 
Convocation on the Subject of Patterns of 
Change (University, Ala.: The University 
of Alabama, 1977, pp. ix, 159, $3.50). 


The title is a capsule review of the book, which 
consists of ten papers, two each on five topics, 
presented at that convocation. The topics are: 
rational expectations, the theory that decision 
makers behave rationally and use all available 
information; applied research in accounting; the’ 
quality of governmental accounting; inter- 
national accounting standards; and the manage- 
ment of an accounting practice. Seven of the 
writers are primarily practitioners, and three are 
primarily academicians. | 

Ошу a moderate background in accounting is 
necessary to understand the papers. The papers 
provide general background rather than depth 
of coverage. Only one paper requires an exten- 
sive knowledge of mathematics. 

While the treatment of change varies, . ‘the 
papers are concerned with a description of what 
changes have or might occur. They are not con- 
cerned with the impact of change, the value of 
change, or the ability of the preparer and user of 
accounting information to assimilate change. For 
example, there is no coverage of the concept that 
accounting is a product of its society and 
therefore changes as the society changes. To 
study changes in accounting. one must study 
societal changes. 

ANKER V. ANDERSEN . 
Professor of Accounting 
University of. Bridgeport. . 


Don T. DECOSTER and ELDON L.-SCHAFER, 


Management Accounting: A Decision ` 


Emphasis, Second Edition (New York: 


John Wiley & Sons, me: 1979, рр. xiii, 


772, $15.95). 
As an introductory text in management ac- 


` accounting. 


_ No. 8 [SFAS 8].” 
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couriting intended for use as a second or third 
course in accounting, “this book focuses the 
student’s attention upon the primary purpose of 
data-decisions by management.” This. edition 
represents a significant revision of the first edi- 
tion. The organization of the chapters has been 
changed from three ‘to five major parts. Three 
new chapters are added on budgetary control, 
financial planning of resource levels, and not-for- 


.profit organizations. Microeconomic theory has 


been eliminated in this edition. Cost behavior 
patterns and cost-volume-profit interaction 
are rewritten and treated as two separate chap- 


- ters. 


The concepts and techniques discussed in each 
chapter are clearly explained. However, the fol- 
lowing topics are not covered: marketing or 
distribution costs, decision theory and value of 
information, and income taxes and business 
decisions. The discussion of the behavioral 
aspects of budgets is too ‘brief; also, more 
emphasis should be given to such topics as the 


' behavioral considerations in setting standards, 


the effects of accounting systems on users, and 
the problems of communicating accounting data. 

Approximately two-thirds of the problems are 
new or rewritten, with more problems provided 
for service and not-for-profit organizations as 
well as for manufacturing companies. A short 


description of each problem is also added in the 


text to facilitate homework problem selection. 
This well-written text emphasizing the use of 

information merits serious consideration for a 

conceptual course in introductory management 


W. THOMAS LIN | 
i Assistant Professor : 
University of Southern California 


ROLAND E. DUKES, An Empirical Investiga- 
tion of the Effects of Statement of Finan- 
cial Accounting Standards No. 8 on 
Security Return Behavior (Stamford, 
Connecticut, Financial Accounting Stan- 
dards Board, 1978, pp. ix, n $3.00). 


. This research monograph reports the results 
of a study commissioned by the FASB with the 
following objective: “to investigate whether, in 
general, the common stock security returns of 
multinationals were significantly affected by the 
issuance and implementation of FASB Statement 
In a nutshell, Professor Dukes 
concludes in Chapter 2 that they were not. More 
precisely, as he notes in Chapter 4, his results 
really constitute failure to reject the null hypo- 
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thesis of no significant return differences. He 
argues that the jump to a positive conclusion is 


justified because “H, having conducted the most 


' thorough and demanding tests possible, that is, 
‘maximizing the opportunity to reject the null, 
and if the null is not rejected, then, while it is 
not proven that the null is true, confidence is 
gained that the theory underlying the null hypo- 
thesis 18 valid. Such is the case in this study.” The 


theory to which he refers in.this passage is е, 


“Efficient Markets Hypothesis” regarding fully- 
disclosed changes in bookkeeping procedures. 
He goes on to state that since his findings are 


fully consistent with the “Efficient Markets : 


Hypothesis,” the findings are not surprising. 

This study, does clearly represent up-to-date 
testing procedures: in the area of Efficient 
Markets research. Starting with all firms listed 
on the New York Stock Exchange (NY SE), he 
extracted all those for which foreign currency 
translation accounting procedures’ could be 
identified for 1974 using the Disclosure Journal 
and for which monthly. security returns were 
available on the CRSP tape between January, 
1965 and December, 1976. The 479 firms so 
identified were split into six experimental groups 
(portfolios), depending on the translation 
method used. (Current-Noncurrent, Monetary- 

' Nonmonetary, or Hybrid) and the method used 
to recognize foreign currency adjustments (flow- 
through or deferral). A control group (portfolio) 


of equal size.was formed for each experimental, 


group by randomly selecting NYSE industrial 
. firms with no multinational operations disclosed 
and with monthly returns data also aveilable over 
the 1965-1976 period. For each of the six pairs of 
portfolios, differences in average monthly risk- 
` adjusted security returns were examined i in three 
separate time periods: 


(1) January, 1968-December, 1969—Stable 
Exchange Rates and Pre-SFAS & 

(2) January, 1970-December, 1974—Volatile 
Exchange Rates and Pre-SFAS & 


(3) January, 1975-December, 1976—Volatile 


Exchange Rates and Post-SFAS 8 


А › 
Using multivariate procedures to test for the six ` 


differences simultaneously, Professor Dukes was 
not able to reject the null hypothesis of no dif- 
ferences in returns in any of the three periods. 
Comparable results were achieved when the tests 
were changed to compare risk-adjusted returns 
for the six experimental firms with returns for. the 


market as a whole. This was also true when the | 


author compared risk-adjusted returns for the 

five experimental groups affected by SFAS 8 with 

risk-adjusted returns for the other group which 
\ 
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was already using the procedures mandated by 
SFAS 8 (an implicit control group). At an indi- 
vidual firm level, he also could not reject the 
either null hypothesis that systematic security 
risk did not change after the adoption of SFAS 8 
or the null hypothesis that the variance of the 
error term in the OLS regressions was not larger 
in 1976 than in 1975. No major problems with the 


ES 


research design employed were found, and it 


does constitute "state of the art" work. 
However, the author’s interpretation of his 
findings is subject to serious question. His con- 


clusion that the results are consistent with the’ 


"Efficient Markets Hypothesis" rests on the fol- 
lowing logic: 


1. There.is considerable evidence (Kaplan, 
1978) that market agents will not be con- 
fused and misled by the changes in the way 


foreign currency adjustments are reported - 


as a result of SFAS 8 (page 18). 

2. There is little o7 no empirical evidence that 
managers have altered their decision 
making as a result of SFAS 8 in ways that 


have led to economic changes as well as - 


` bookkeeping changes (page 22). 
3. According to the accumulated evidence 
regarding the-"Efficient Markets Hypothe- 
sis," there shou?d be no market reaction to 


a fully-disclosed pure bookkeeping change. 


such as that required by SFAS 8 (page 23). 

4. In this context, failure to reject the null of 
no réturn differences can be interpreted as 
positive evidence in support of the “Effi- 
cient Markets Hypothesis” (page 44). 


All three steps leading up to the conclusion in 

this causal chain can be questioned: 

1. There is really very little published evi- 
dence about capital market reaction to ac- 
counting changes that are complex, poorly 
understood, and only minimally disclosed. 
-The studies on LIFO versus FIFO, ac- 
celerated depreciation, and investment tax 
credits deal with well-understood account- 
ing issues and ere not necessarily relevant 
in the context of SFAS 8. 

2. On the other hand, there is a substantial 


body of systematic empirical evidence that: 


corporate managers did change their 
decision-making as a result of SFAS 8 and 
that such changes do affect the economic 
position of the firm. In fact, one such study 
was published by the FASB as a companion 
monograph to zhis one. [Eprror’s NOTE: 
This study, The Impact of Statement of 
Financial Accounting Standards No. 8 on 
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Ж 


T 


b 


Book Reviews 


the Foreign Exchange Risk Management 
Practices of American Multinationals: An 
Economic Impact Study, by Thomas G. 
Evans, William R. Folks, Jr., and .Michael 
Jilling was reviewed by the same reviewer 
in the July issue of The. деши Re- 
view.]. | 

3. If there is little prior evidence about reac- 
tion to bookkeeping changes as complex as 
those mandated by SFAS 8 and if there is 
evidence that SFAS 8 has caused economic 
changes as well as bookkeeping changes, 
then the accumulated EMH evidence 
implies nothing about. what results Pro- 

: .fessor Dukes should expect. 


In conclusion, this monograph represents an 


important piece of research regarding the impact 


of SFAS 8 in the securities market, but the con- `` 


clusions are marred by an unconvincing attempt 
to subsume them under the rubric of market 
efficiency. Although the monograph presents no 
evidence at all about market efficiency, it does 
present important findings about market reac- 
tion to SFAS 8 which every student of accounting 
канаш should read and study. _ 
Jonn K. SHANK : 
Arthur Young Professor 
of Accounting 
The Ohio State University ` | 


M. W. E. GLAUTIER and B. UNDERDOWN, 
Accounting Theory and Practice (Lon- 
don: Pitman Publishing Limited, 1976, 
pp. xvi, 750, paperbound £ 2.45). 


Based on the premise that the. traditional: 


emphasis placed in first-year accounting texts is 
too narrow and too procedurally oriented, this 
book offers a much broader view of accounting 
in which the*emphasis is placed on the emerging 
social role of accounting as a provider of in- 
formation for decision makers. Hence, unlike 
most first-year texts, this one does not follow the 
traditional balance sheet approach. Rather, a 
systems approach to accounting is used in which 
the interdisciplinary nature' of accounting is 
explored in ternis of the sociological, behavioral, 
and economic aspécts of decision making. 

The first part is a conceptual and historical 
framework for the rest of the book. An argument 
for a normative theory of accounting sets the 
stage for the second part in which a critical 
analysis of traditional accounting practices and 
conventions is provided. Arguing from ‘an 
economic ‘point of view, the transactions ap- 
proach to account is criticized and account- 
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ing principles such as revenue recognition and 


historical cost, it is argued, limit the usefulness 
of financial statements for decision making. The 


. remaining chapters in this part vary from tradi- 


tional material covered in’ most first-year ac- 
counting texts to a chapter on the preparation: 
of consolidated financial statements. With a 


` descriptive format, the textbook does not include 


any problems or exercises, although a supporting 
workbook is available to instructors. 

The third part is a self-contained unit on 
managerial accounting and includes not only the 
usual material found in first-year texts but also 
more sophisticated topics, such as utility theory 
and risk analysis. According to the authors, the 
need for relevant information for decision 


: making by management has resulted in a more 


advanced development in the area of cost and 
management because accountants are free of the 
constraints imposed on them by financial ac- 
counting conventions. Consistent with their 
broader view of accounting, the authors argue 
that accountants should expand into the design 
of information systems. 

The.departure from most first-year texts is 
even: more evident in the last two parts, where 
such concepts as income measurement theory, 
corporate social reporting, and human resource 
accounting receive extensive coverage. Included 
in these sections are arguments for current value 
accounting, social reporting, and uniformity in 
accounting standards. 

This text represents a comprehensive and 


` critical approach to accounting. Those in- 


structors who are.disenchanted with the tradi- 
tional approach to teaching accounting should 
find.the book refreshing, whereas the tradi- 
tionalists will probably consider it to be too 
radical. No doubt, however, it will be of most 
interest to United Kingdom instructors, since 
the differences between the English and Ameri- 
can systems of accounting would make the book © 
somewhat difficult to adapt for usage in the class- 
room in the United States. 

Rira HUL 7 

Assistant Professor of ‘Aegounting 


А Northern Illinois University 


ANDREW A. HaRIED, LEROY F. IMDIEKE 
and RALPH E. SMITH, Advanced Ac- 
counting (New York: John Wiley & Sons, 
1979, pp. xi, 717, $17.95). 


Designed for a one-semester or two-quarter 
course in advanced financial accounting, this 
text covers many of those selected topics- not 
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found in other segments of the financial account- 
ing sequence, such as: business combinations 
and consolidated financial statements, invest- 
ments in unconsolidated investees, foreign cur- 
rency transactions, partnerships, and fund ac- 
counting. The authors have attempted to provide 
a comprehensive treatment of each of these 
topics. As they state in the preface, ". . .it is 


preferable and more satisfying to both student : 


and instructor to cover a selected number of 
topics in depth rather than to undertake a super- 
ficial coverage of a larger number of topics” 
(p. ix). 

Ten chapters deal with the various aspects of 


consolidations. The first one discusses both the. 


purchase and pooling of interests methods, with 
special emphasis on the historical development 
of business combinations. Six chapters are 
devoted to the fundamental concepts and techni- 
. ques of consolidating investments in subsidiaries 
and of reporting unconsolidated investments via 
the equity method. An interesting and somewhat 
unique aspect in these chapters is the presenta- 
tion of consolidating workpapers where the in- 
vestment is recorded urider the cost, as well as 
the equity, method. Also, deferred taxes are 


integrated into these chapters where timing. 


differences in'income exist due to the consolida- 
tior procedures or applying the equity method. 
Three chapters provide a detailed discussion of 
"several miscellaneous consolidation problems, 
such as changes in equity interest, indirect 
ownership, and intercompany bond holdings. 
The authors note that these three chapters may 
be deleted if necessary without loss of continuity 
in the first seven chapters. 

Home office and branch accounting, foreign 
currency transactions and translation of financial 
Statements, and segment reporting are dealt with 
in three chapters. The foreign currency chapter 
provides details on the various provisions of 
FASB Statement No. 8 but ignores, to a large 
extent, any discussions on the apparent short- 
comings of that pronouncement. Included in the 
segment reporting chapter is an analysis of FASB 
Statement No. 14 provisions on foreign opera- 
tions and export sales. This chapter, However, 
does not delve into the appropriateness of the 
arbitrary rules of thumb presented in 14. 

Three chapters present the standard fare per- 
taining to partnerships. The last two chapters 
deal with governmental accounting fundamentals 


` and discuss the current positions of the National 


Council on Governmental Accounting. 

. There are certain topics covered in other ad- 
vanced texts which are not found in this text, 
such as installment sales, interim reporting, fore- 


` 
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casts, fiduciary accounting, and real estate and 
franchise accounting. While some of these areas 
are often dropped from coverage in the advanced 
accounting course, it seems somewhat peculiar 
that interim reporting and forecasts, for exam- 
ple, are not included in the text, particularly with 
the recent interést їп these topics by the FASB 
and SEC: 

' The text appears to be especially appropriate 
for an advanced course where the major focus is 
on consolidations and partnerships. The treat- 
ment is.more comprehensive than that found in 
most other current texts which are available. For 
those curricula where the advanced course con- 
tains coverage of several areas in addition to 
corporations and partnerships, however, signifi- 
cant deletions in the textbook coverage of these 
two topics would be necessary. As the authors 
suggest, the last three chapters on consolidations 
can be dropped. If condensing of the partnership 
chapters is required, certain sections from each 


‘of the three chapters must be- selected. This 


practice, unfortunately, is common with other 
advanced texts as well. Finally, outside materials 
will, of course, be necessary if coverage in the 
advanced course is to include any of the topics 
not discussed in this text which were alluded 
toabove. , 

The book reads quite well. The chapters on 
consolidations and foreign currency become 
quite technical, but that is to be expected. Each 
new concept, however, is adequately explained 
and.reinforced with the use of extensive illustra- 
tiohs. There is a large assortment of problems. 

Overall, this text appears to be a good addition 
to- the field of advanced accounting. The text 
should be given serious consideration, particu- 
larly for those courses which concentrate on con- 
solidations plus one cr two other subject areas. 

EDWARD B. GRANT 
, Associate Professor of Accounting: 
Central Michigan University 


Davi F. HAWKINS and WALTER J. CAMP- 
BELL, Equity Valuation Models, Analysis 
and Implications (New York: Financial 
Executives Research Foundation, 1978, 
рр. vi, 196, $3.50). 


This report "identifies, classifies and describes 
selected proprietary analytical techniques and 
valuation moüels used in the evaluation of 
individual stocks by leading institutional re- 
search and investment firms whose public 
materials were either reviewed or their officers 
interviewed during the research project” 


+ 
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(page 1). Participants were 75 institutional in- 
vestors and research firms. The lope is to “help 
the corporate officers to have a better under- 
standing of the way the performance of their 
company may be reflected in the market price of 
their stock” (page vi). 

A basic, non-technical, description of the 
theory necessary to understand the formal analy- 


' tical techniques used in practice is provided. The 


emphasis is on the present value of a stock's 
future stream of dividend payments. The con- 
stant and multi-period growth rate models are 
discussed, as is modern portfolio theory and 
related matters such as risk. A variety of stock 


valuation approaches which incorporate present. 
value calculations are described. These ap- 


proaches involve straight application or slight 
variation of the two dividend models. However, 
the model of The First Boston Corporation ae 
counts future earnings. 

An examination of a stock’s current бё. 


earnings ratio (relative to the past) is reportéd аз. 


the most popular analytical technique used in 
practice. However, the emphasis given to the 
technique is declining. A small group of users is 
reported as concentrating on identifying stocks 
that can be purchased at a price below book 
value рег ‘share, net current asset value per 
share, or even cash value per share. 

The:projected growth of dividends or earnings 
is a key variable in equity valuation models and 
some relative price-earnings approaches. The 
sustainable growth rate equations are covered, 
with specific attention given two particular appli- 
cations—the Profitability Profile and the Bisect 
Program. The evolution (during the 1970s) from 
a consideration of earnings'growth records and 
forecasts to a more cash-oriented analysis is 
developed. This has come about largely because 
of the deficiencies in historical cost income 
measurements. There isa description of the ways 
in which the quality of-earnings concept enters 
the stock valuation process. 

Point scoring systems used to rate investment 
quality are described. Relevant variables. and 
their weightings are a function of user investment 
objectives, experience, and research. Historical 
cost financial statement data are weighted 
heavily as are the growth rate, and continuity of 
past earnings, and dividend payments. The 
impact of inflation is taken into account as are 
product, management, economic, industry, and 
product-related variables. The extent to which 
inflation is considered, is covered. Users have 


access to relevant data for industry as a whole. 


At the firm level, little is done to adjust historical 
cost statements for inflation, mainly because of a 
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lack of relevant data. The adjustments that are 
made, are mainly with respect to income state- 
to 
analyses aimed at helping form judgments of a 
company's ability to cope with inflation. 

The study contains a wealth of information of 
potential use to a variety of users. The material 
is readable. Technical matters are covered in 
footnotes-at the end of each chapter. Clearly, 
theory has had an impact on practice, and the 
specific-approaches that are used to make opera- 
tional some of the theoretical models are noted. 
Illustrations (examples, charts, computations, 
tables, etc.) are usefully employed to describe 
practice. Comments by survey participants are 
well integrated into the discussion of findings. 
The information should be quite valuable to 
those (practitioners and academics) who are 
interested in finding out what specific modifica- 
tions need to be made in practice їй order to 
make operational the theoretical models. 

Those interested in the “how to” and the rea- 
sons for specific practices will derive much bene- 
fit from this study. Useful insights can be 
obtained regarding the manner in which the 
market in the aggregate "sees through” account- 
ing numbers, and how accounting information is - 


- combined with information from other sources. 


Graduate students in accounting and finance 

would do well.to use this book in conjunction 

with conventional accounting, finance, and 

investment analysis textbooks. 
CHARLES H. SMITH 

А . Professor of Accountancy 


"University of Illinois at Urbana-Champaign 


CHARLES T. HORNGREN and J. ARTHUR 
Leer, CPA Problems and Approaches to 
Solutions, Fifth. Edition (Englewood 
Cliffs, New Jersey: Prentice Hall, Inc., 
1979, pp. xvii, 742, $17.95 and pp. viii, 
376, 511. 20). : 


These books are tailored for a CPA problems 
course. While the two-volume set does offer а 
comprehensive review of all four sections of the 
CPA examination, the text is true to its title be- 
cause its emphasis is on CPA problems, es- 
pecially problems in the accounting practice 
portion of the CPA exam. The first book con- 
tains various accounting practice topics with 
general discussions, selected CPA problems, and 
some suggested specific approaches to solving 
the problems. Theory, auditing, and law are in- 
cluded, but with less narrative. The second book . 
contains solutions to the problems and answers 
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to the questions. posed in the first book. This: 


segregation of problems and solutions into 
separate volumes offers flexibility far classroom 
use. 


of topics by subject matter is excellent. The 
general introductory ‘material for each topical 
section in accounting practice is concise and 
thorough in its identification of major issues. 
While the presentation of the financial topics is 
well done, the three managerial accounting 
sections are considerably weaker, The material 


In the accounting practice section; the division- . 


could be enhanced through additional vertical ` 


delineation into such traditional segments as 
process cost, standard costs, and cost-volume- 
profit analysis. The selection and assembly of 
past CPA exam problems by subject matter is 
masterful. Other than for the most recent exams, 
a student would certainly not need to purchase 
old CPA exams. Furthermore, the authors focus 
on exam questions from the May 1973 through 
May 1978 exams, although they do retain certain 
favorites from their prior edition. 


The problem choices in the numerous баа 


sections are superior to thé problems in the’ 


managerial section; the latter-selection is hin- 


dered somewhat by a dearth of good managerial . 


problems in recent exams. Specific techniques or 
hints on each problem to help the student to 


proceed efficiently toward his solution are pro- 


vided. These brief explanations which do not 
revéal the answer do encourage students in their 
self-study.. For the solutions in the second 
volume, the thinking, logic; and additional com- 


tion. Again, this approach is particularly helpful 


in self-study. 
While past CPA problems have been effective- ` 


ly grouped into. topical areas, the multiple- 


topics and integrated into the topical problem 
areas. If theory were merged into accounting 


practice and treated as one unit, the text would — 


be even more effective. 

For theory, auditing, and business law, the text 
does provide a good composition of relevant 
material from past exams. While the pre- 


selection is helpful, important issues could be · 


outlined and narrative included to provide the 
specific approach used. The solutions are also 
included without comment. In short, the ap- 
proach for these areas does not measure up to 
the one used for accounting practice. 

Among thé new features is a tax chapter where 
the authors have updated all tax questions and 


problems using the latest Code. Other changes 


‘putations have been added to the AICPA solu- ' 


‚ choice questions are not. In future editions, the’. 
multiple-choice questions should be separated by 
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include a major revision of the governmental 
and institutional accounting section, with more 
understandable discussions of the individual 
funds and groups of accounts, and several charts. 
Leases have been added to the fixed assets topics 
and pensions added to the! liabilities chapters. 

The May 1978. exam is’ included only in total 
and is not integratec into topic sections. A book 
of this kind will be almost constantly out-of-date. 
However, following this edition; the authors will 
now provide comprehensive annual supple- 
ments... 

A feature of the took is that it does suggest a 
general approach to each topical group of prob- 


' lems and then a specific approach to each prob- 


lem. Although the text contains a good set of 
questions in the other areas, its chief merit is the 
selection, organization, and enlightening com- 
ments on the accounting practice problems. ` 
JAMEs Н. FISCHER 
. Professor of Accounting 
University of Wisconsin- White water * 


Editor, Financial 
Ratio Analysis: An Historical Perspective 
(New York: Arno Press, 1978, $20.00). 


As part oi the-Arno Press collection on ac- 


counting history, this book is designed to provide’ 
historical perspective to financial ratios as an' 
` early analytical device used to-interpret financial 


statements. The anthology presents articles 
selected mainly from early 20th century litera- 


ture, but ends before the current era of rigorous - 


theory and sophisticated quantitative analysis. 
Unfortunately, the printing and produetion pro- 
cess is such that many of the articles are impossi- 
ble to read. without eye strain and a magnifying 
glass. ` ; 

The articles are separated into six sections 
without any added commentaries or interpretive 
statements. The first section consists of two 
articles providing an overview of general history 
on the early use and development of ratios. One 
of these articles, written by the editor, includes a 
discussion and summary of many of the articles 
that follow in the book. 


`. The second section consists of articles written 


by early proponents of financial ratio analysis. 
Alexander Wall performed an empirical study-of 
the variations in several ratios found between 
different industries and geographical locations. 
In contrast, there are four articles written by Roy 
Foulke, analyzing and espousing 12 ratios as the 
most important analytical devices. Two articles, 
authored by Arthur Andersen, promote the signi- 
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ficance of balance-sheet, operating, and turn- 
over ratios as indices of management's effective- 
ness. J. H. Bliss does a detailed ratio analysis of 
comparative financial statements of a firm, while 
advocating the inclusion of such analysis in the 


annual report. The last article; also written by: 


Bliss, refers to the distinctive differences in 
operating and financial ratios among industries. 
The third section on early critics of financial 
ratios consists primarily of an article written by 
William Paton, decrying the use of ratios as sub- 
stitutes for the financial statements themselves. 
The fourth section deals with the early empiri- 
cal studies of financial ratios. Arthur Winakor 
and Raymond Smith studied the efficiency of 
ratios as predictors of financial difficulties. Paul 
Fitzpatrick compared the trend of ratios between 


groups of successful and failed companies. The- 


final article, written by Charles Merwin, utilizes 
income tax returns to find the most sensitive 
indicators of business discontinuance. 

The fifth section deals with more recent criti- 
cism of the problems and shortcomings of ratios. 
Nathaniel Jackendoff warned against the duplic- 
ity of ratios. Tom Nelson found that the capitali- 
zation of leases affects many ratios. George 
Holdren concluded that ТЕО changed inventory 
turnover significantly compared to FIFO. Final- 
ly, F. K. Wright performed a detailed examina- 
tion of the current ratio. 

Included in the final section on new ratios and 
systematic models is an article by George Sorter 
and George Benston supporting the use of funds 
flow as an alternative to the current ratio. Also, a 
British Institute of Management report attempts 
to set out general principles in the use of ratios 
as devices for inter-firm comparisons. 

Obviously-highly specialized, this book-is-a 


worthwhile addition to any collection оп ac- ` 


counting history. I enjoyed reading it. © 
JAMES R. ADLER 
Associate Professor of Accounting 
University of Illinois at Chicago Circle 


DoNALD F. ISTVAN and CLARENCE G. 
AVERY, Accounting Principles (New 


York, Harcourt Brace Jovanovich, Inc. sy 


1979, pp. xxi, 1,095, $16.95). 
Congratulations are due to .the, authors for 


experimenting with an innovative design for the . 


presentation of traditional topics in introductory 
accounting. New approaches need to be studied 
in the teaching of an increasingly complex sub- 
ject. Yet few books deviate from a conventional 
presentation format. While adhering to a tradi- 
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tional progression of the related topics, this book 
dares to be different. 

Intended for a two-semester course at the 
introductory level, the book may be used in, 
and the authors have tested, a one-semester 
(two-quarters) introduction to financial account- 
ing utilizing certain key chapters recommended 
in their instructors manual. 

Each chapter commences with a short practi- 
cal thought which leads into a particular topic. 
A brief outlined form of "Where We Are Going" 
is presented. As the text progresses, there is an 
addition of "Where We Have Been" and a 
"Recap and Glance Ahead" section at the end of 
the chapters. These aids are reinforcing tools for 
the student and stress the basic accounting sys- 
tem. Brief comments are offered throughout the 
chapters referring to the accounting system соп» 
sidered up to that point —good reinforcement for 
learning. The first few chapters rely very beavily 
on the illustrative method of teaching the ele- . 
ments of the accounting cycle. This provides a 
rather procedural presentation of accounting; 
however; brief conceptual notations are inter- 
jected. 

The use of dark bold type and green ink for 
key points assists the student in grasping new 
terms. Also, new words are listed at the end of 
each chapter, and a glossary is available in the 
back of the text. All of the necessary elements of 
financial accounting have been covered. But ' 
only four chapters of the 27 concentrate on 
managerial topics. The text is oriented towards 
programs desiring à strong financial coverage. 

It differs from the usual presentation format in 
four respects: (1) in its extreme utilization of 
charts, diagrams, ledger accounts, and state- 
ments with arrows, boxes, and various notations ` 
enabling students to follow the illustrations step 
by step, (2) in the illustrative exercises furnished 
throughout to allow the student to test his/her 
comprehension of the particular topic (answers 


‚ are in the back of the book), (3) in the concise 


manner in which material is explained, and (4) 
in the opportunity given to observe transactions, 
financial statements, and changes of business 
form of "Harry Simpson's Enviro-Cycle Shop." 
In summary, there are two possible thoughts 
on the type of presentation used in this book: 
(1) the students will skip the valuable charts and 
diagrams and complete only the reading 
material, or (2) the students will become accus- 
tomed to this method in the beginning of the text 
and find it a very valuable tool in learning the 
essentials of accounting. The frequent rep- 
etition of points stressed in past chapters with 
the added outline of material under present con- 
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sideration, and the final summary at the end of 
the chapters are invaluable teaching aids. In 
some cases, the explanations may be too concise. 
Yet, it provides the beginning student with an 
overall view of accounting which, too often, may 


be the only introduction to some topics for the- 


general business student. 

The authors have attempted in their unique 
presentation design to “explain accounting pro- 
cedures, concepts, and principles in a forthright 
way.”, The main objective was to ease the stu- 
dents' task of learning the essentials of account- 
ing. Whether or not this has been accomplished 
‘will be determined through evaluations by the 
beginning students using the text. 

LUCILLE E. LAMMERS 
Associate Professor of Accounting 
- Bradley University ~ 


Tom KENNEDY and CHARLES E. SIMON, An 
Examination of Questiónable Payments 


' and Practices (New York: Praeger Pub- - 


lishers, 1978, pp. xiii, 416). 


The question of corporate ethics and concern 
about corporate behavior in dealings with foreign 
and domestic governments or commercial in- 
terests is not new. The recent disclosures of 
large-scale bribery and of other questionable 

.payments and practices, however, have added 
new urgency to these issues. The Securities and 
Exchange Commission (SEC) has long been con- 

. cerned with the problem of adequate disclosure 
of corporate dealings and questionable practices 
by firms under its jurisdiction. The Foreign 
Corrupt Practices Act of 1977 has intensified and 
formalized such concern by explicitly establish- 
ing a corporate obligation to'maintein accurate 
books and records and an adequate system of 
` internal accounting controls for the purpose of 
preventing or exposing questionable practices. 


This book, apparently the outgrowth of com- ` 


mercial research conducted by the firm of 
Charles E. Simon and Company, describes volun- 
tarily reported sensitive payments and related 
matters for 109 firms headquartered in the New 
York, New Jersey, and Connecticut area. In- 
formation was collected for an approximately 
five-year period in the early 1970s. The primary 
source of the information were documents filed 
with the SEC during the period. The companies 
involved in the study are identified by name, and 
` the related source documents are coded. 

- The book is divided into eight sections and, 
within each section, into numerous sub- 
categories. The textual material consists pri- 
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marily of repetitive listings of company names, 
identified by stock’ exchange listing, Fortune 
rank, and auditor. In some cases, "special notes" 
are provided. 

The'firms covered in the sample are listed in 
various categories by size, industry, and auditor. 
The major topics covered in the main body of the 
book include investigations of questionable pay- 
ments and practices undertaken by the sampled 
companies themselves, and some of the results of 
these investigations are identified and companies 
using such, devices are listed. Officers’ and direc- 
tors awareness of questionable practices are 
described, and corporate policy statements 
relating to these issues are reviewed. Finally, 

“items of piquant interest” are described, includ- 
ing such categories as “items of random 
curiosity” and “companies which have disclosed 
or offered opinions or observations which might 
strain the credulity of persons less trusting by 
nature than the authors of this report.” 

The structure of the topics is well-conceived, 
and the various categories relate well to the 
major concerns the issues raise. The book, how- 
ever, loses much of its usefulness and interest 
because of its almost complete lack of analysis; 
This makes it, difficult to assess the extent and 
seriousness of the practices described and to 
judge their significance. No effort is made to 
address the key issues analytically or to assess the 
implications of the reported practices оп the 
future conduct of business. 

- Аз a reference, the book lacks completeness. 
Only about one quarter of the more than 400 
companies which reported questionable pay- 
ments and practices are covered in this study. 
The use of a coding system for source documents 
makes an interpretation of the extent and the 
exact nature of the reported practices and their 


, disclosure very difficult. Some of the whimsical 


and sarcastic remarks by the authors detract 
from the objectivity of the study. With a very 
limited usefulness end appeal for the general 
reader, it appears not to be suitable as a textbook 
or reference book for educational purposes. 
ERICH OBERSTEINER 
Associate Professor of Accounting 


Cleveland State University 


- GERALD L. E RALPH Muo; and 


` ANTHONY P. RUA, Federal Income Taxa- 

. tion of Insurance Companies, Third Edi- 
tion (New York: John Wiley & Sons, 
1979, pp. xii, 473, $38.95). 


Can ай insurance company file a consolidated 
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return with non-insurance companies? Is it possi- 
ble for an insurance corporation to , offset 
ordinary income with net capital losses? Is a bail- 
bonding company considered to be an insurer for 
tax purposes? 

These are just a few of the questions answered 
in the second revision of this reference manual 
on insurance company taxation. The authors, all 
tax partners with Coopers & Lybrand, have an 
objective of providing a readily available re- 
search tool to be used by both insurance 
specialists and private practitioners. The book is 


divided into three major sections, and each of _ 
- these is briefly discussed below. 


The first six chapters review the tax definitions 
of insurance companies and discuss basic tax 
principles applicable to all types of insurance 
companies. The first chapter contains an excel- 
lent summary of the case ldw and legislative 


statutes which have formed the tax definition of 


an insurance company. A short history of 
insurance taxation is also given. Five chapters 
review the taxation of corporations in. general, 
with occasional reference to items peculiar to 


' insurance companies. Since reference is made to 
several insurance company provisions in these 


introductory chapters, some peculiar terms are 
encountered which are not defined until later 
in the book. These include “Phase I Income" and 
"Ceding Commission." When a general overview 
of an area is given in tax texts, this is a common 
problem. 

Although some may find the extensive cor- 
porate tax review unnecessary, this summary 
does contain several tax planning suggestions 
not discussed in many sources. For example, 


` proper wording on a Form 870 refund claim can 


insure maximum recovery in the event of a mis- 


` calculation. Additionally, Chapter 3 contains one 
-of the most. comprehensive discussions found 


anywhere on the advantages and disadvantages 
of filing consolidated returns. 

The second major section of the book contains 
detailed descriptions of the tax computations of 
stock property and liability companies and 
mutual property and liability companies. The 


special tax definitions of investment income, - 


underwriting income, loss reserves, and pro- 
tection against loss accounts are covered in 
detail. In most cases, there is a direct relation- 


, Ship between the gross income of an insurance 


company and the income shown on the annual 
state regulatory statement. This relationship is 
discussed in detail, and case law and revenue 


rulings which have. deviated from this principle 
ummarized. ‘ 


are s 
One strong feature is the thorough discussion 
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of those areas of insurance taxation where 


‘statutory law is not well defined. This is accom- 


plished with comprehensive summaries of rele- 
vant case law and numerous tax planning exam- 
ples. Two particularly good discussions are given 
on the definitions of mutual insurance companies 
and the Protection Against Loss Accounts. 

The final section contains a comprehensive 
discussion of taxation of life insurance com- 
panies, including a discussion of the qualification 
ratio test for insurance companies, and the three ` 
phases of the tax. computation for insurance 
companies (investment income, gain or loss from 
operations, and distributions to shareholders). 
The final four chapters cover such special life 
insurance considerations as reserves, ге- 
insurance, separate accounts, and consolidated 
returns. 

The text is well written and includes thorough 
discussions of some of the most complex provi- 
sions of the Code. The emphasis on tax planning 
considerations makes this book a valuable 


t . * + 
‚ reference to anyone involved in insurance com- 


pany taxation. 
Jonn О. EVERETT 
Assistant Professor 


^ 


ЈОѕЕРН С. LOUDERBACE III and GERALDINE 
F. DoMINIAK, Managerial Accounting, 
Second Edition (Belmont, California: 
Prentice-Hall, Inc., 1978, pp. v, 652, 
$15.95). 


Designed primarily for an elementary mana- 
gerial accounting course for students who have 
bad a course іп financial accounting, the flexi- 
.bility of this book's structure would also permit 
its ise in an undergraduate service course for 
non-accounting majors as well as in'a course for - 


- MBA students with little or no accounting back- 


ground. The topic coverage is standard rather 
than innovative. The material is oriented to 
problem solving, is non-theoretical, and requires 
no higher-level mathematics. Clarity of presenta- 
tion is the text's major strength. 

Its focus is somewhat more detailed than is 
common. It includes a number of specific topics 
which are commonly deferred to advanced 
managerial accounting courses. Considerable 
attention is paid to. process costing and also to 
how both the FIFO and weighted-average 
process costing techniques are developed. 
Another example of unexpected coverage is that 
of long-term planning, which includes an illustra- 
tion of the calculation of requirements for long- 
term financing over a number of years. 


à 
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Two chapters were added to this edition, one 
on the statement of changes in financial position 
and the other on financial statement analysis. 
The new chapters enable the text to better satisfy 
the requirements of a service course or an MBA 

“course. 
.The chapter order is similar to that of many 


recent elementary managerial accounting texts. . 


in which information for decision-making ‘and 
control are covered initially. Product costing, 
direct and absorption costing, overhead rates 
and their impact on the income statement— 
topics which tend to overwhelm novice account- 
ing students—are presented near the end of the 
textbook. This order is consistent with the 


emphasis: on the contribution-format income . 


statement throughout. 

The primary selling points are the clarity of its 
narrative and the very competent use of illustra- 
tions. A step-by-step approach is used, beginning 
with very simple illustrations and concepts and 
progressing to more complex illustrations. Fur- 
thermore, one or more solved review problems at 


the end of each chapter reinforce the students’: 


understanding of the uel points of the chap- 
ter material. 

A good example of the aie of the step-by- 
step approach is the development of cost- 
volume-profit analysis in'Chapter 2. The chapter 
begins with a section devoted to the concept of 
variable costs, including a simple illustration of 
the income of a company with no fixed costs. In 


the next section, the concept of contribution. 


margin is developed. Finally, in the third section, 
fixed costs are added and the first-section illus- 


' . tration is expanded to include fixed costs. This 


patient approach is employee throughout most of 
the book. 

A large quantity and a wide variety of assign- 
ment material is provided at the end of each 


chapter. This is classified into four types: ques-' 


tions for discussion, exercises, problems, and 
cases. Instead. of being mere student review 
guides, the questions address the major concepts 
covered in the respective chapters. The exercises 
are brief and cover central points of the chapters 
without complexities. The problems are more 


involved and longer than the exercises. The cases . 


are essentially problems focusing on uncertain- 
ties and situations where decisions must be made 
in the face of insufficient information. The 
quantity and variety of assignment material 
enable the instructor to select an appropriate 
combination for widely different types of 
courses. 

The noticeable deficiency of the book occurs 
_in Chapter 14, where the step-by-step develop- 
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ment of increasingly complex concepts, a com- 
mendable characteristic of the rest of the book, 
is abandoned. Far too many complex topics are 
packed into a single chapter. Furthermore, the 
ordering of the development of these concepts 
is not well plenned. For example, the concept of 
equivalent units of production is buried in the 


middle of the same section where manufacturing : 


journal entries are first illustrated. These topics 
require more systematic and careful develop- 
ment, 

-Other deficiencies of the book are relatively 
minor. Two tables in Chapter 16 have extensive 
typographical errors. Also in this chapter, a dis- 
cussion of the content and. implications of the 
statement of changes in financial position is 


. promised but not. included. In Chapter 12, the 


unusual nature of the variable overhead. spending 


. variance, influenced by both price and quantity 


deviations, is not adequately explained. 

The book does a very good job of assisting the 
student to understand complex managerial ac- 
counting concepts in a simple step-by-step man- 
ner. For this reason, it deserves to be considered 
for adoption for courses in which the student's 
кешн background i is minimal. 

KENNETH ROSENZWEIG 
Assistant Professor 
The Ohio State University 


A. THOMPSON MONTGOMERY, Financial Ac- 
counting Information: An Introduction to 
Its Preparation and Use (Reading, Massa- 
chusetts: Addison-Wesley Publishing 
Company, 1978, pp. xiv, 657, $14.95). 


‚ This new financial accounting text is intended 
for use in an introductory undergraduate or 
MBA foundation level course. Its innovative 
features are a user approach, writing style, and 
preparer procedures in supplementary sections. 

This 17-chapter text introduces financial ac- 
counting through a proprietorship balance sheet, 
proceeds with discussions of the major financial 
statements, including funds-flow, and concludes 


with introductions to owners’ equity and more. 


advanced measurement and reporting issues. 
Many chapters begin with simplified “real world” 
business situations which tend to underscore the 
relevance of the major issues introduced i in the 
chapters. 

Most chapters include: a preview, an overview 
(summary), list of new vocabulary and concepts, 
review questions, mini-cases and discussion 


' questions, essential problems, and supplemen- 
. tary problems. Essential problems relate to 


topical areas specifically introduced within the 


wo 
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chapter and supplementary problems for areas 
not specifically introduced. The problems are 
ample in number and adeguate in topical 
coverage. 

The text emphasizes the student as. а user 
rather than preparer of financial accounting 
information. The most prominent evidence. of 


this is that only one chapter, the final one, in- 


cludes illustrative journal entries within the 
textual material of the chapter. Nine of the re- 
maining chapters reduce journal entry prepara- 


-. tion (or other technical detail, e.g., preparation 


of a statement of changes in financial position) 
and related problem assignments to separate 
supplementary sections entitled "preparer pro- 
cedures" and "preparer problems," respectively. 
The preparer procedure and problem sections 
appear after the essential and supplementary 
problems. 

Reducing the preparer procedures to supple- 
mental sections tend to detract from the continu- 
ity of the text, which, in all other respects, 
appears well organized. For example, in the 
chapter on The Measurement of Liabilities, early 
extinguishment of debt is discussed within the’ 
textual material at pages 352-355; yet the related 
journal entries are deferred to page 370. Some- 
what subtly, however, this potential incon- 
venience actually points to an advantage of the 


text, i.e., versatility. Technical detail can be 


easily ignored in, for example, non-accounting- 
major MBA foundation courses and easily 


.assigned in, for example, introductory under- 


graduate courses. 


: .Unlike the somewhat intimidating formal writ- 


ing style of many accounting texts, the informal 
"conversational" tone of this one encourages 
student interest and may gain the confidence of 
those non-accounting majors who are inclined to 
endure rather than understand. 

Several introductory financial accounting texts 
are thoughtful, well-organized, and innovative. 
Montgomery's Financial Accounting Informa- 
tion is such a text. 

Davo N. RiccHiviE 
Assistant Professor of Accountancy” 


University of Notre Dame 


JACK C. ROBERTSON, Auditing, Revised Edi- 
tion (Dallas: Business Publications Inc., 
1979, pp. vii, 732, $17.95). 


The masterful _ integration of many recent 
auditing practice " and theory developments in 


this revised edition will undoubtedly be appre- . 


ciated. These developments have not been in- 
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corporated by simply adding new segments to 
existing chapters but are carefully integrated 
throughout the text. Additionally, the chapters 
of the earlier edition have been revised and in 
many cases reorganized in a manner which ac- 
complishes a clearer exposition of the material. - 
The objective of producing a text which provides 
the student with adequate exposure to current ` 
audit technology and procedures while simul- 
taneously providing a foundation for conceptual 
understanding to help students deal with the fast- 
changing auditing discipline appears to be suc- 
cessfully carried out in this revised edition. 

By emphasizing a decision-making approach to 
auditors' activities, this text provides a clear dis- 
cussion of auditing tasks and how they are per- 
formed, as well as a thorough ünderstanding of 
why these tasks are appropriate. Integrating this 
philosophy with the increasingly accepted tran- 
saction-cycle approach to audit procedures 
results in a "non-traditional" text. 

As in the earlier edition, this book is divided 
into four parts. The first part is introduced by a 


: general discussion of auditing, its setting and 


problems. These matters are described and dis- 
sected from various points of view with in- 
creased, but still limited, emphasis on internal 
and governmental auditing. This is still a text 
about financial audits performed by independent 
auditors. The discussion on ethics, legal respon- 
sibility and liability is up-to-date, concise, and 


. well-executed. Many additions, such as recent 


Federal legislation, developments relative to 
audit committees, detection of fraud, and 
changed ethics rules on advertising have been 
incorporated. But detailed interpretations of the 
AICPA’s code of ethics found in the first edition 
have been deleted. : 

The second part explores the theory of audit 
evidence, including the increasingly common 


'emphasis on types and nature of evidence, in- ' 


ternal control and rigorous treatment of com- 
pliance, and substantive testing. Continued from 
the first edition is extensive treatment of the 
computer's role in, and impact on, auditing (two 
chapters) and extensive treatment of statistical 
sampling (heavy in two chapters). The addition . 
of discussion of internal control reports and the 
changing role of internal auditors, and the re- 
framing of material concerning internal controls 
in EDP operations, are welcome. Tho statistical 
chapters on compliance testing and substantive 
testing have been significantly revised and made 
more palatable. The latter is sufficiently ad- 
vanced and improved statistically to preclude 
utilization of past CPA problems, a practice com- 
mon throughout the remainder of the text. 


. opinion reports and one dealing with the sub- - 
‘stance and direction .of potential changes in 
auditing. All of the material has been updated _ 
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The third part provides essentially a transac- 
tions-cycle approach to the audit of specific 
accounts. Improvements in this section over the 


former edition are substantial. There is a better. 


differentiation in each chapter between compli- 
ance and substantive tests. Many comprehensive 


' process flowcharts have been subdivided and 


integrated into the discussion material, reducing 


-their complexity and heightening understanding. 


More examples of working paper schedules and 
condensed audit programs have been presented, 
giving the user a better perspective af the -audit 
process and evidence accumulation, all of which 
should reduce students’ difficulties with inde- 
pendently generating programs for different 
transaction cycles. { 

"The final section contains two chapters relat- 


ing to reports by independent auditors, one | 


devoted to unaudited information and non- 


and improved. . А 

Several “impossible” shortcomings might 
include: (1) less but still heavy emphasis on 
public accounting or at least financial auditing 
(why not replace one procedural chapter with 
one on. “operational” auditing?); (2) lack of 
clearly stated learning objectives at the begin- 
ning of each chapter; (3) somewhat weak con- 


` sideration of an analytical or overall familiariza- 


- tion, review; (4) complex statistical coverage of 


‚ substantive testing, particularly for an intro- 


7 ductory course; and (5) somewhat short presen- 


= tations on such key areas as managem 
reports, unaudited financial statements, and 


uv 


ent 


interim reports. > . 
A fairly extensive set of questions and prob- 


-,clems are presented with each chapter, and the | 
. limited set of cases has been expanded ѕоше- · 
what; approximately 25 percent of the. text is- 
.'devoted to problem material. Reduction in print 


size has decredsed the size by 30 pages even 
though material content has been expanded. 
The coverage of first-course material makes the 
book adaptable to a semester calendar but would 
present some problems under a quarter arrange- 


“ment, unless portions of the material could be 


carried over into an advanced auditing course. 


The recent extensive developments in auditing . 


make a two-course sequence with this text 
appealing. 
"This is a commendable révision which has 


significantly updated and clarified portions of an 


already lucid and rigorous text. The revisions are 


. not cosmétic but have enhanced a well-balanced, 


practical, and conceptual presentation. 
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ТімотнүІ. Ross 
Professor 
BLAINE RITTS v 
f Associate Professor 
Bowling Green State Uni wey 


ROBERT: W. SCAFENS, Accounting in an 
Inflationary Environment (London: The 
Macmillan Press Ltd., 1977, pp. ix, 163, 

` £8.95 hard cover, £3.95 paperback). 


The stated objective of this book is to explain 


the devélopments which күй taken place in 
recent years in the field 
inflationary йе анна е book is divided 
into nine. chapters and апі to guide the 
readers through a sequence of significant. 
developménts in the accounting profession 


related to the problems created by inflation. The 


reader is assumed to have a basic knowledge of 
findncial and managerial accounting, but the 
book is not written on a technical level. 

_After a -brief introduction, the historical 
developments from the early 1920s in Germany 
and France, to more recent times in the United 
Kingdom and the United States are covered. 
"Constant Purchasing Power Accounting” is 
considered in concept and in application. Some 
very basic notions are addressed, such as the 
nature of monetary assets and liabilities, and the 
selection of an index for the restatement process. 
Examples are concise and easy to follow, and the 
results of constant purchasing power accounting 


are compared to those of conventional ас- ` 


counting. In two chapters on “Current Value Ac- 
counting," brief discussions of value and income 
are followed by an introduction to current value 
accounting. The measurement problems and 
alternative valuations are considered. The 
distinction between operating profit and holding 
gains is illustrated, and several notions of capital 
maintenance are outlin 
easy to follow and re eridations of various 
official bodies are illustrated. 

One chapter deals with financial reporting aud 
is essentially a discussion of the relationships 
between inflation accounting techniques and 
various objectives of financial reporting. The 
need to develop an accounting framework for the 
examination of such issues as which financial 
accounting system to use in an inflationary en- 
vironment is discussed, and a recommendation 
for such a framework is included. Another chap- 
ter considers capital budgeting problems 





` sidering price changes, and the appropriate cost 


ETT ME 


accounting inan ` 
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of capital in evaluating capital projects, are 
demonstrated and discussed. There is an appen- 
dix explaining compound interest and discount- 
ing. The last chapter on planning and control 


discusses cash flow planning, predicting price `: 


changes, budget preparation, and other aspects 
of financial planning and decision making during 
periods of inflation. The control process - is 
approached in terms of variance analysis, includ- 
ing price-change variances for the purpose: of 
improving price predictions. An illustration using 
both current price and expected price to calcu- 
late variances is included. 

The thoughts and positions of many: writers 
and: official bodies dealing. with inflation ac- 
counting brought together in this book should 
have wide appeal to both students and practi- 


tioners of accounting seeking an explanation of: 


recent developments in the area of inflation 
accounting. 
Bruce P. BUDGE 
Associate Professor of Accounting 
and Business Law . 
Washington State University 


s 


GEORGE J. STAUBUS, Making Accounting 
: Decisions (Houston: Scholars Book Co., 
1977, pp. xxix, 676, $17.50). 


(This important contribution to the external 
reporting literature consists of several things, but 
it is mainly an exposition and defense of the 
&'thor's version of accounting theory. Staubus 
if an advocate- of current-value accounting, 
:hhich makes him a member of a very large group 

. theorists. He is, however, almost alone in 


pdopting discounted future cash flows. as the ' 


ic concept of 
ious analysis. 
Alternative versions of what this book в. аге 
1) а textbook for an undergraduate theory 
course, (2) a handbook for practicing accoun- 
‘tants who are choosing among alternative 
-methods;.and (3) a guidebook for rule-making 
"bodies. In all of these roles, as well as a theory 
monograph, this book should serve quite well 
except, perhaps, in relation to the decisions of 
practicing accountants whose options under 
existing rules often preclude choosing a close 
current-value surrogate. 


e and backing it up with a 


The first and last of the 15 chapters stand apart © 


from the main body of the book. Chapter I is a 
critical description of the state of accounting 
theory and practice. This chapter sets forth 
several examples of outrageously bad practices 
and discusses the failure of company and public 
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accountants to agree on the- objectives of finan- 
cial reporting. Some public accountants who 
could benefit greatly from this book might never 
get beyond this chapter which will likely seem to 
them to be criticism somewhat in the style of 
Abraham Briloff. This is probably a good way to 
stimulate the interest of students getting their 
first exposure to accounting theory, however, 
and that is likely why it is included here. The last 
chapter, as Staubus says, “includes several mini 
essays that break away from the book as a unit” 
(p. 457). 

The usefulness of the book as a text is en- 
hanced by suggestions for further reading and 


‘lists of questions following the chapters. Many 


instructors would be reluctant to adopt a theory 
text that, like this one, is essentially an exposi- 
tion of one point of view and does not include an 


. extensive discussion of competing positions. This 


is remedied to a limited extent by a 178-page 


` . appendix of 28 readings which are labeled to 


indicate the chapter which they supplement. 
Staubus, appropriately, begins the exposition 
of his theory with a study of the objectives of. 
accounting. He sees "decision-usefulness" as 
overshadowing other objectives, and the deci- 
sions of investors as more important to account- ` 
ing than those of other statement users. The 
investor's concern is centered predicting 
dividends, his future cash flows. /Phis leads to the 


. conclusion that "the stocks ^of economic re- 


sources and obligations that~accOuntants are 
concerned with itive and negative cash 
flow potentials’{p. 102). Financial position, 
then, is fu iented: it is "an entity's cash 
flow potentials, their distribution over time, the 
relationships between their positive and negative 
elements, and their risk and uncertainty attri 
butes” (р. 122). 

Staubus is very flexible ui pragmatic in his 


‘recommendations for the actual measurement of 
-assets and liabilities in practice. He is even 


tolerant of historical cost-based depreciation, 
but insists that "any surrogate attribute that is 
measured instead [of cash flow potential] must 
have a demonstrable relationship to future cash 
flows" (p. 338). 

Those who believe, as does this reviewer, that 
wealth, assets; and liabilities are best defined in 
terms of existing measurable attributes, will be 


' uncomfortable with this looking to the future. 


Staubus perceives certain practical difficulties in 
measuring cash flow potential, but there are also 


conceptual difficulties which may be sufficiently 


serious to invalidate the notion. The Thomas 


_ finding of incorrigibility in the allocations of 


historical cost depreciation applies also to the 
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allocations that are necessary in identifying 
future cash flows. with individual assets. In a 
fundamental sense, “cash flow potential” may be 
a notion of something. that does not exist for a 
factory building-or an item іп a raw materials 
inventory.; 

When using future flows rather than market 
values to define the concepts of assets and lia- 
bilitiés, it can be difficult to decide whether a 
given prospective flow is related to an asset or to 
a liability. Often tbere is no apparent way to 
settle the matter. Staubus calculates "tax ad- 
justed" market values for assets whose tax basis 
differs from market. Tax-adjusted market will lie 
between the amount of market value and the tax 
basis because of the tax expense or benefit that 
would result from a sale at market. A market 
value purist, and probably some discounted cash 
flow advocates, would treat the prospective tax 
benefit or expense as an adjustment of the tax 
liability rather than of the asset. 


In discussing income measurement, Staubus' 


takes a middle ground between (1) those who 
consider the income concept central to the most 
important thing which accountants do and (2) 
those who would relegate income to a status of 
' no great concern in accounting theory. He sees 
income as a change in wealth and the income 
concept as. following from the wealth concept. 
-This is the point of view common to most current 
value- theories. The income concept is well 
defined, given the concept for measuring assets 
and liabilities. When assets are defined in terms 
of current exit or entry market prices, a clear 


notion of income follows (although some find 


the notion objectionable). Any fuzziness in de- 
fining assets is reflected, or even magnified, in 
income. Perhaps the difficulties of identifying 


future cash flows with individual assets have led . 


Staubus to put little stress on income. 


The title chosen for this book is somewhat less 


than satisfactory, partly because it is not very 


informative about the contents and partly be-' 


cause the "decisions" in the title are different 
from those in the decision-usefulness objective 
stressed in the text. The decisions in the title 
involve a choice of accounting rules and prac- 
tices, while decision-usefulness relates to the 
actions of investors and others who use account- 
ing data as input-It is not easy, however, to come 
up with a reasonably short title that would be 
likely to be considered an improvement. Perhaps 
this is a case where a sub-title could have been 
used to good advantage. 
This work will surely be on the reading lists of 
many theory courses and used as a text in some. 
It deserves to be given serious attention by all 


\ 


The Accounting Review, October 1979 


academics and practitioners who are interested : 


in accounting theory and rule-making. 
G. EDWARD PHILIPS 
"Professor of Accounting 


The Penneytana State University ` "a 


`РнЕВЕ M. Worrz and RICHARD T. .ARLEN, 


College Accounting: An Introduction 
` (New York: McGraw-Hill, Inc., '1979, 
pp. vii, 413, $11.95). | 


Using a very practical, procedural manner to` 


introduce accounting to students interested in 

“entry-level positions” (p. xv) the book’s purpose 
is to provide a one-semester course for “students 
pursuing a career in accounting, secretarial, and 
other business areas as well as fulfilling the needs 


of non-business majors" (p. xv). Detailed ac- - 


counting procedures are emphasized, and depth. f 


of treatment of topic areas is limited. 


The text is organized by selected topics, re- 
sulting in 12 chapters and three appendices. 


Good step-by-step illustrations are given for the ' 


recording process, for adjusting entries, and for ` 
the work sheet. However, the first chapter gives ' 


cursory treatment to accounting concepts, 
recognizing very briefly only the entity concept 
and the cost principle. Part I of Chapter: 12 


‘covers additional generally accepted accountng 


principles. Instructors who feel accoüntiag 
principles should be presented in the early p; 

of the course can start the term with Part пе 
Chapter 12. 

Good treatment is given to the procedur.i 
handling of the various special journals, su 
sidiary ledgers, and control accounts. Throu 
the use of various illustrations and in а step-by-; 
step fashion, students are taken through the pre¢ 
cess of recording and posting in special journals. | 
- In the chapter on payroll accounting, ac 


941, Form 1099, Form 940, and Form W-2. In the 
case of Form 941, detailed instructions are given 
the student in how to prepare this statement.; 


Other payroll records are also given practical | 


treatment. 

In the chapter covering plant assets, the 
authors take a different position from APB 
Opinion No. 29, "Accounting for Nonmonetary 
Transactions,” in their treatment of a trade-in 
of a plant asset. The authors provide an example 
(pp. 307-308) of a trade-in of a plant asset for.a 
similar plant asset (a van). Cash is given in the 
trade-in, and a gain is recorded on the exchange. 
In exchanges of similar productive assets, ac- 
cording to APB Opinion No. 29, gains are not 


m 


forms are reproduced, such as Form W-4, Form* 
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El , three appendices: pegboard accounting, intangi- 
> ble assets, and notes and interest. 

There are three distinctive characteristics of 
«his. book. Learning objectives, which have 
ained increased recognition as an effective 
. 3dagogical tool, are stated at the beginning of 


. nber of learning objectives is provided to 
“ver the material presented. A glossary of terms 
Оен definitions, is given at the end of each 
у ter. A checklist of key figurent is given on the 


tants, published by Arthur Young & Company 
(1978), provides a discussion of and guidelines 
for complying with the disclosure require- 
ments of ASR 250. Illustrative examples of 
required proxy disclosures as well as the text of 
ASR 250 are provided (42 pages). 


Ernst & Ernst's Financial Reporting Develop- 
ments is a two-volume set that provides a 
compilation of all of the firm's Financial 
Reporting Developments issued between 1973 
and August 1978 that are still in effect. One 
volume covers 12 FASB’ Statements and two 
APB Opinions. The otber volume covers 14 


wot treatment is given to topic areas. in. 


^ * h chapter and each appendix. A sufficient 


Rider College 


This is the fifth of a new serles designed to highlight accounting firms’ publications of 
possible interest to academics. In recent years, the largest public accounting firms have 
increased the quantity and quality of their accounting publications. Single copies are 
usually available upon request from the nearest office, 


| : 
. Disclosing Relations with Independent Accoun- 


SEC releases and the Foreign Corrupt Prac- . 
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inside front and back covers. At the end of each 
chapter are questions, usually ten exercises, and 
usually ten problems which vary in rigor from 
easy to more difficult. 

This easy-to-read iritroductory text provides a 
practical approach, uses a variety of illustrations 
in each topic area, and emphasizes detail and 
procedures. It would be an excellent choice for 
students in need of the skills in basic accounting 
procedures required in entry-level positions in 
service or merchandising concerns. 

Е MARIANNE 5. BATTISTA 
Associate Professor 


| Professional Firm Publications 


JAMES Н. SCHEINER; University of овен 


tices Act. The coverage is based upon original 
pronouncements; no updating has been under- - 
. taken for subsequent pronouncements (776 


pages). 


Ernst. & Ernst's Social Responsibility Disclosure 
—1978 Survey is a continuation of their yearly 
survey of annual reports. Included in the 1978 
survey are the Fortune 500 Industrials, 50 Life 
Insurance companies, and 50 Commercial 
Banks. The survey provides an overview of the 
results, a discussion of the methodology 
illustrative examples, and a comprehensive 
reporting of results by firm and industry (136 - 
pages): 
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' the revised GAAFR "Blue 


texts: 
complete, yet concise cover- 
age; expanded treatment.of 
managerial accounting. 


(analysis, evaluation, and con- 


_trol); content current with- 


Book;" concise Introductory. 


` Chapters that establish the - 


conceptual basis for non- 


- -profit accounting; and an. 


author whose experience 


- апа background ensurea - 
. high level of scholarship.  . 


490 pages. 7% x 9%. Case- ` 
«bound. Instructors Manual. _ 


: New in 1980! ` 
INTERMEDIAT 


NG—the first © 
totally new Intermediate 
accounting book In years . . ` 


by Loren A. Nikolai (Ph.D., Uni- — 


‘versity of Minnesota), University 


of Missouri, Columbia; Richard . 


'G. Schroeder (DBA, Arizona 
State University), Texas A&M 
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‘North Carolina, Chapel Hil И 
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. pages. 7% x 9^. Casebound. 


Complete package of . 


-~ Supplements. 
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INTRODUCTION TO NON- А PROGRAMMED 
PROFIT ORGAN - .- YOTAX RESEARCH Ө | 
ACCOUNTING. ss. by James E. Parker (Ph.D., T 
- by Emerson О. Henke (DBA, - Michigan State University), — ^ 
- „indiana University), Hanka-. . University of Missouri, A 
mer School of Business, -Columbia 
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as Sets а . unlock the door to 
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study, this step-by-step guide 
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hypothetical cases that 


. Stimulate classroom debate; 
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.. cedural aspects of tax 
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ond term of the federal taxa- 
tion course. 


- Approx. 200 pages. 6% x 9%. 
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Manual. _ 
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FINANCIAL ACCOUNTING: | 
CONCEPTS AND PRIN- 


nore than "just . 
another financial accounting 
text,” with a host of major in- 
novative pedagogical aids 
by David F. Fetyko (Ph.D., Michi- - 
- gan State University), Central 


Michigan University ` ` 


Fébruary 1980. Approx. 730 


` pages. 7% x 9%. Casebound. 
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For Information on these and other Wadsworth accounting texts, 


write BOX TAR-09 
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A Division of Wadsworth, inc., Ten Davis Drive, Belmont, CA 94002 
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The basic fools of accounting and the concepts behind financial transactions | 
.| open this comprehensive introduction. After establishing this solid founda- 
tion, the text guides students through clear, detailed explanations. of the 
balance sheet, credits and debits. Then, students Study the step-by-step 
approach to applying this knowledge to various situations; The’ third edition 
also features a chapter‘on foreign currency transactions, FASB standards 
and their impact on current practices; a discussion of “е cient market” 


implications, and a séction on partnerships. 


А STUDY 'GUIDE, Bierman and Drebin. Reinforces. 


the text with questions and answers relating to course- 
material. May 1978. Soft cover, 135 pp. $5.95 (Can. 


487.15). #17174. 


WORKING PAPERS, Riera: and Бов. 
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- OVERHEAD TRANSPARENCIES. Excellent visual ` e 
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Clayton & Spivey. as, Ld | 
THE TIME VALUE OF MONEY 

This- comprehensive survey-ọf the. basic time 006 
concepts of money features a minimal mathematical 
approach, ‘concentrating instead on the logic of prob- 


lem solving. Students are guided through step-by- 
step solutions of problems that illustrate the present 


EE LN Я M 


Ё return, and annuities. I S ‘an ‘excellent adiition to any 


business, finance or economics course. Ву Gary E. 
Clayton, Ph.D, Arkansas State Univ., and Chiis-. 


- topher B. Spivey, Ph.D., The Citadel, April 1978. Soft. 


and future value of money, the discounted rate of 
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е | MANAGERIAL ACCOUNTING: 
auon сн seco: 
' Third Edition x 


Using: the same logical approach as their financial ГРЕЕ text, е. 
‘authors fully. ‘discuss’ and illustrate all the pertinent topics, using many 
‘practical examples. You'll find the preparation and utilization of financial 
information for internal management purposes clear and well-detailed. Stu-- 
dents will study the effects of price changes, the economics of information, 
inventory control procedures, and zero-based budgeting. They'll also see 
revised material on the-new developments in governmeníal reporting on - 
not-for- -profit organizations. And each chapter f features 0 question 
‘problems and interesting cases for discussion. | 
ADAE 6 376] PP» a $5. 95 (Can. $19. 15). Order #31884. 





5 Supplements to o Accompany MANAGERIAL, ACCOUNTING: An. Introduction, Third Ed. 


- STUDY GUIDE; Richard L. Howe, Orünge Coast”. 
College. Questions and answers, problems: and . 


. PRACTICE БЕТ Electrical Products Inc. , 2nd Ed., 
:Gary, A. Luoma, Georgia State Univ. Covers these 
exercises relating to course. material.. ‘They. ‘range . » decision areas: budgeting, process costing, setting 
A from simple to difficult' in design. Juhe 1978. "oa cost standards, standard cost system, volume profit 
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2 ита - and reporting: Aug. 1978. Soft cover, 70 pp. $5.25 
pis gee (Can. 36130). 5810-5. 
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Now your course. can bridge the gap between abstract 2" 


economic theory and the natüre of economic. probi. : 
* lems. Unique in its field, THE SCORECARDisanew . 
approach for making students aware’ of economic 
, magnitudes and relationships. ‘Asa supplement for ` 
economics, finance or business courses, it. supplies 
inventive charts that eriable students to ‘track’ the. 
weekly indicators and. interrelationships”” of "real ` 
world" económic events. Tos Я үз а. ponio, 


ZUM 


" récord of the changing prices of commodities and 
- securities, interest rates, GNP, and. more, as they 
‘become familiar with the true working meaning of 
2 economics. THE SCORECARD comes with an 

easy-to-follow text апа! an Instructor’s Manual is also 
available. „Ву J. Richard Aronson, Ph.D., Lehigh 
. Univ, Jan. 1979. Saft cover, 68 pp., ill. Single, $3. 
` (Can: $3.45); pkgs. of 5, $15. (Can. 723): Order 
Deco ‚ 


x ree 
t 


West Washington ше Philadelphia, 1 PA 19105 ` 
1 Goldthorne Avenue, Toronto, Ontario M8Z 5T9, Canada 


% T f 
Now’ in its second edition 





“А work of encyclopedic proportions.. .well-organized and docu- 
mented...global, not national, in its ны W. Bastable, Journal 


of Accountancy U.S.A. 


ACCOUNTING UNDER INFLATIONARY CONDITIONS 
by Patrick R.A. Kirkman 


Now updated, this is the most comprehensive analysis of the accounting prob- 


lems:caused by príce-level changes, with suggested methods i dealing with 
them. $29. 50 cloth, $12.50 paper 


~ 


Also by Kirkmidn, another book essential for all WHO are interested in more 
efficient finahcial management—now in paperback. 


MODERN CREDIT MANAGEMENT A Study of the Management 
of Trade Gredit under Inflationary Conditions 
An authoritative and practical guide for academic and industrial accountants, 
giving invaluable information on comparative international practices in the 
management of receivables. $25.00 cloth, $9.95 paper: 
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Tax Planning for Educators | 
A helpful guide for all faculty members. 


Tax Planning for Edücators coritáins a corcise review of numerous tax topics of particular 
interest to educators. It should be a valuable source of ideas for tax planning and compliance 
and benefit educators and employers of educators. It is intended for the reader with some 
basic understanding of tax and does consider the Revenue Act of 1978. 


` 


Compiled and written by. the AAA Tax Information Service Committee 
Price: “Members, $3; non-members, $6: 
. ' Published by 
The American Accounting Association 
To order, please write to AAA, 5717 Bessie Drive, Sarasota, FL 33583. 
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KIRKLAND A. WILCOX & JOSEPH G: SAN. MIGUEL 


Introduction to — 
Financial Accounting 


` Comin -in J anuary, this text covers: - 
basic financial accounting concepts . 


and procedures, emphasizing the 


fundamentals of- financial. геро-- - 
' ing. SPECIAL FEATURES: Treats: : 

. procedural techniques in detail to . 
` provide a basic understanding of the ., 


accounting process. • Up- to-the- 


minute coverage of price-level ad- : 
. justments, replacement cost disclo- , 
. sures, asset valuation; accountinj 


for natural resources, leases, an 


pensions. * Clear interpretation of 


the auditor’s report. * Accessible 


завери of presant value tech- E 


p 


fee 


niquesand the statement of changes 
in finüncial position. e Over 00 


` problems and exercises, including 
eight discussion cases and continu- 


ing problems that take students 
completely through the accountihg 
process for two different businesses. 


` * Complete financial statements in 
. each section; chapter By epe ;key 


terms; summaries; an lossary.' 
Instructor’s Solutions Manual. 
Study Guide. Transparencies. Work- 
ing Papers. Practice Set. Test Bank. 


736 pages tentative.. Due January 


1980.. BN 0- 06- 045707-4. 


oe 


A A Flexible Sytem даф A Practical A Ormai 


| LARRY P BAILEY 


| Contemporary | Auditing | 


- controls in selecting an auditing ap- 


| eens approach that applies to 
audit 


iting any financial account a 


business may have.distinguishes ` 


this well-organized text. SPECIAL 
FEATURES: • Detailed coverage of 


the audit Сеоне auditing - 
tools (including оне applica- . 


tions), procedures;and reporting.. A 


‘central concept: of systems evaluàa-'. 
tion that requires the accountant to . 


consider the characteristics. of the 


target enterprise and its internal. 
. “To request examination copies, write to Suite 5D (738); На 


. proach.” A unique c 


apter on statis- 
tical sampling that emphasizes the 


' impact of making professional. 
‘judgements. e Procedures for audit- 
- Ing specific ‘accounts that are or- 
‘ganized so that each method is re- 
-lated-to'a specific objective. . 
` -Numerous problems.and exercises: . 
` Solutions | 


anual. 672 pages. Feb- 
гоагу1 1979. ISBN 0-06- 040446-9. 


ér & How. 10 East 63d 


Street, New ' York, N. Y 10022, Please ingude course tide, enro rollment, and eae U 
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3 Row York « San Francisco ` 


THE AMERICAN ACCOUNTING 
ASSOCIATION 


Offers the fifteenth publication in its 


Accounting Research Series 


Adaptive Behavior: Management 
Control and Information Analysis 


Hiroyuki Itam' 
Hitotsubashi University 


Adaption to changing and uncertain environments is probably one of the 
most important tasks for the management of a firm in a dynamic context. . 
This book centers on this adaptive behavior at -he operating level of manage- 
ment and discusses it from a conceptual and an analytical standpoint. 


Topics covered in this book include: Management control under uncertainty 
and adaptive behavior, a model of intraperioc adaptive behavior, budgetary 
control and performance evaluation with intraperiod adaptive behavior, cost 
control by standard costs and flexible budgats—an ex post system with 
partial information, analysis of information timing—the information economic 
approach, and interim reporting—accuracy and timing. 


- $4.00 to members 
$6.00 to nonmembers 


_ Obtain your сору from: 


AMERICAN ACCOUNTING ASSOCIATION 
5717 Bessie Drive 
Sarasota, Florida 33583 
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find profitable solutions. 


Aferi the cap, gown and degree, 
the real education begins. 


As tax professionals, students ЙУ learn the difference between 
making decisions in the classroom and making decisions in the 
conference room. The problems are more complex, the answers ` 
less obvious. | -" ae 














One semester tax texts daa t nisal equip them For the 
real thing. But Income Tax and Business Decisions, A/E; ` 
does prepare students to deal with client situations. Be- | 
cause it encourages them to think problems through, 
and shows them how to use the latest techniques to 


William Raby’s text take helps students develop 
tax research skills, apply tax planning strategies, 
and understand how taxes influence administra-- 
tive and accounting decisions. | 


And е benefit from the most current 
information available. The new Appendix B, in the 
2nd printing, covers the 1978 Revenue Act and is 
carefully referenced to individual chapters to show. { 
how the Act applies to each. This Fourth Edition 
has also been reorganized to reflect other recent 
legislation, such as the 1976 Tax Reform Act and 
the 1977 Tax Reduction and Simplification Act 
. . . essential information for effective business · 
decisions. 
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Prepare your students for the education of 
their lives with Income Tax and Business Deci- 


sions, 4/Е: 


For further information, or to reserve an exam- 
ination copy of this second printing, please write 
to: Robert Jordan; Dept. J.-111, Prentice-Hall, 
Inc., Englewood Cliffs, New Jersey 07632. 


Prentice-Hall 


ACCOUNTING EDUCATION AND THE 
THIRD WORLD - 


The 1976-78 Committee on International Accounting Operations and Education of the Americar 
Accounting Association has prepared a comprehensive study (“Accounting Education and the Third 
World”) pertaining to the impact and function of accounting education in development countries. 
The aims of this study by the International Committee are: 


1) to outline, by means of specific Third World country appraisals i in different regions, an assess- 
ment of the needs for accountancy education in socio-economic development. 

2) to set forth a conceptual and pragmatic framework for enhancing accounting knowledge, educa- 
tion and practices in Third World economies. 

3) to assess the role of educational institutions throughout the world in disseminating accounting: 


know-how and expertise for developing economies. 

4) to suggest how assistance may be given to Third World countries by way of effective educational, 
training, and research programs in conjunction with local, regional, and international educa— 
tional, institutional, and development bodies. 


Closely aligned to these aims is the portrayal of the potential role of the American Accounting: 
Association (AAA), together with other organizations and associations, in enhancing accounting: 
knowledge and skills in developing countries, and in, making available effective and efficient methods 
to help transfer and internally develop accounting knowledge skills, and related activities. 

This book, the publication of which has been generously financed by the Price Waterhouse Founda- 
tion, will be of particular relevance for educational institutions, governments, development agencies 
and others in Third World countries, and the distribution will be going to these entities in developing 
economies. Members of the AAA may obtain one copy at no charge by writing to the American Ac- 
counting Association, 5717 Bessie Drive, Sarasota, FL 33583. 





AMA CLEARING HOUSE ON INTERNATIONAL 
PROFESSOR EXCHANGE AND PLACEMENT 


The American Accounting Association's Clearing House on Inter- 
national Professor Exchange and Placement has been established 
at the Association's administrative headquarters in Sarasota, 
Florida. The Clearing House currently has a listing of 171 schools 
abroad which have indicated an interest in exchanging professors 
or who have indicated an interest in having an American professor 
on a visiting basis at their school. The second list consists of 120 
United States and Canadian schools looking for foreign visiting 
scholars or which wish to possibly enter into an exchange arrange- 
ment. Members of the Association who are interested in obtaining 
information of this nature from the Clearing House may write to 
the administrative office. The actual contact and arrangements 
regarding a visit or exchange will be handled directly UBRO the 
interested parties. 
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coming in 1980 
ACCOUNTING: THE LANGUAGE OF BUSINESS 


Roger H. Hermanson, Georgia State University, James Don Edwards, 
University of Georgia, and Roland F. Salmonson, Michigan State University 


Presents accounting information as an essential element of the decision 
making process in a business environment. Describes basic standards and 
principles that underlie accounting information, indicates how accounting 
information is accumulated, and how such information can be used in the 
decision making process. Study Guide / List of Check Figures / Working 
Papers / Transparencies / Achievement Tests and Comprehensive Tests / 
Examination Booklet / Practice Sets / Instructor’s Solutions Manual 


1979 publications 


MANAGERIAL ACCOUNTING: Concepts for Planning, 
Control, Decision Making, Revised Edition 

Ray H. Garrison, Brigham Young University 

Solutions Manual / Study Guide / Test Bank / Check Figures 


AUD ITING, Revised Edition 
Jack C. Robertson, The University of Texas at Austin 


Instructor's Manual / Learning Ald / Audit Practice Case (The Apple Blos- 
som Cologne Co.) by Ward & Robertson 


* ' Examination coplès: for adoption consideration avaialble on 
request. Please indicate course title and text presently used. 


BUSINESS PUBLICATIONS, INC. 
13773 N. Central Expressway. 
Suite 1121. 
Dallas, Texas 75243 | 
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Provides the Best 
in Accounting | 


Coming in 1Q8O 


MANAGEMENT CONTROL SYSTEMS: Text and Cases, Fourth Edition 
Robert N. Anthony. and John Dearden, both of Harvard University. 
MANAGEMENT CONTROL IN NONPROFIT ORGANIZATIONS, 
Revised Edition 
. Robert N. Anthony and Regina E. Herzlinger, both of Harvard University 
SHORT AUDIT CASE, Fourth Edition 
· Ben В. Barr, and Robert L. Grinaker, University of Houston 
ADVANCED ACCOUNTING, Fourth Edition . | 
|J Charles H. Griffin, University of Texas, Thomas H. Williams, University of 
Wisconsin, and Kermit D. Larson, University of Texas 
| ACCOUNTING .FOR GOVERNMENTAL AND NONPROFIT ENTITIES, 
Sixth Edlilon ; 
Leon E. Hay, Indiana University 
AUDITING THEORY AND PRACTICE, Revised Edition 
Roger H. Hermanson, Georgia State University, Stephen E, Loeb, University 
: of Maryland, John M. Saada, Ernst & Whinney, and Robert H. Strawser, Texas 
A&M University ` 


‘APPLIED ACCOUNTING THEORY: A Financlal Reporting Perspective 
FM E. _ Meyer, Boston University 
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1979 Leaders | | 


INTERMEDIATE ACCOUNTING, Fifth Edition 

-Glenn A. Welsch, Charles T. Zlatkovich, and Walter T. Haro Jr., all of 
The University of Texas 

ACCOUNTING: Text and Cases, Sixth Edition 

' Robert М. Anthony, Harvard University, and James S. Reece, University of 
Michigan 


ACCOUNTING PRINCIPLES, Fourth Edition 
З Robert N. Anthony and James 5. Reece 


RICHARD D. IRWIN, INC. F) 
Homewood, Illinois 60430 
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EMPIRICAL RESEARCH IN ACCOUNTING: 
A Methodological Viewpoint . 


e by. | 
A. Rashad Abdel-khalik 
and 
Bipin B. Ajinkya - 
University of Florida - l = | ey 


This monograph is an outgrowth of a continuing education course.entitled “research 
appreciation,” which has been offered by the American Accounting Association for 
about five years. Its main objective is to introduce new students to some empirical 
research approaches and methods used in accounting. 

The monograph consists of two main parts. Part I deals with basic concepts of theory 
construction and verification. Thé scientific method is introduced and is contrasted 
with the naturalistic view. of research. A general view which advocates a marriage 
between the two approaches is presented. Concepts of causality, models, theories and 
research design are explained in general terms and by reference to accounting research. 
Examples of common types, of research design are illustrated with emphasis on the 
similarities as well as tlie distinctions betweer experimental and quasi-experimental 
research. The essentials of control, external validity, internal validity, reproducibility 
and triangulation are introduced as criteria of research quality. Numerous illustrations 
from accounting literature are provided. 

Part П of the monograph consists of summaries of a set of accounting кешер articles 
reflecting different topics, designs and approaches to data collection. These аге followed 
by an integrated analysis that discusses issues of motivation, design, controls and other 
important dimensions of the research act. All of these dimensions are discussed with 
specific reference to the articles which were summarized earlier in the monograph. The 
monograph concentrates on empirical, rather than analytical, research. It is offered as 

“one possible view” and no claims are made as to perfection or completeness of рге- 
sentation. 

Finally, the monograph ends with a set of exercises which consists of sequences of 
research articles on: four accounting problent-topics. Each sequence includes articles 
and research publications which trace the development of thought and of research 
methods concerning that particular problem-topic. The monograph is expected to be 
. particularly useful to those who want to read and critically appreciate modern research 
or those who ai are рош {0 begin ч it. 7 : 


Published by the а Accounting Association 
AAA members may order at the special members’ pricé from 


- American Accounting Association 
5717 Bessie Drive 
Sarasota, FL 33583 
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What's financial accounting? 

It's accruals and assets and costs and credits and earnings and 
equity and revenues and reports and decisions and debts and leases 
and liability. And those are only the one word descriptions. But 
when you want a fuller definition, turn to Prentice-Hall. We cover 
it all, no matter how complex the concept, or how tricky the 
transaction. Look over our latest offerings. 


Contemporary Financial Reporting _ 
David A. Wilson, University of Texas at Austin; John K. Shank, Ohio State University; and 
Dennis P. Frolin, Harvard University. 


' Offers case studies to give students the opportunity to explore some of the unique con- 


temporary problems of corporate financial reporting. 


. These cases familiarize students with the many aspects of revenue recognition, asset 


valuation, liability recognition, and corporate financial reporting issues. And all cases have 
been class tested at Harvard, Ohio State, and Northwestern. 

Corporate Financial Reporting has been organized in a structure parallel to most accounting 
texts and will work perfectly as a supplement to your classroom discussions. And the 
Teacher's Guide helps you plan teaching strategies for each case and gives you solutions to 
all numerical problems and exhibits for complex solutions. 


1979 Paper - 350 рр. 


Financial Accounting: Principles and Issues, 2/E 
Michael H. Granof, University of Texas at Austin. 


Takes an issüe-oriented approach to illustrate accounting principles. Uses journal entries to 


explain various types of transactions and real world accounting problems. And the text 
focuses on the historical cost model but discusses alternatives throughout. 

This new edition has been expanded to reflect recent professional rulings and current con- 
cerns. Special sections introduce students to foreign currency translation and special 
problems of accounting for nonprofit organizations. 

1980 | Cloth | " 672 pp. Est. 


A New Introduction to Financial Accounting, 2/E 

Robert G. May, University of Texas at Austin; Gerhard G. Mueller, University of 
Washington; and Thomas H. Williams, University of Wisconsin, Madison. 

Introduces financial accounting in an economic decision making context. In. this way 
students logically follow the steps from the procedural recognition of accountable events to 
the compilation of financial reports used by financial analysts and decision makers. . 


The new edition has been updated and expanded in many areas, including statements of 


change in financial position, alternatives to conventional accounting, and applications of 
conventional accounting to specific measurement problems. 
1980 Cloth 704 pp. Est. 


For further information, or to receive examination copies of these texts, please write 
to: Robert Jordan, Prentice-Hall, Inc., Dept. J-116, ewood Cliffs, New Jersey 


Prentice-Hall 
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VIDEOCASSETTE NUMBER 2 


“The Conceptual Framework of Financial 
Accounting:’’ A videotaped panel discussion 
among George Sorter, New York University ; Ulyesse 
LeGrange, Exxon Corporation ;. Frances Stone, Mer- 


rill Lynch; and Ray Perry, Touche Ross & Co. 


The FASB exposure draft of its first statement on financial accounting 

concepts, Objectives of Financial Reporting and Elements of 
Financial Statements of Business Enterprises, is the subject of this 
videotaped panel discussion. The panelists assume that the viewers 

have read.the exposure draft of the statement. The videotape pro- 
. Vides convenient pauses in order to facilitate the viewer's discussion 
.of the exposure draft and the remarks of the panelists. 


Length: 42 minutes > si, 
Media: Color Videocassette, 3” 

‚ Price: $85.00 — — 

To order, contact: 


American Accounting Association 
. 5717 Bessie Drive . 
“Sarasota, Florida, 33583 





For Today’ S Accounting $ Student . 


FINANCIAL ACCOUNTING Revised Edition . 
James J. Benjamin, Texas A.& M University С 
: Arthur J. Francia, Univeristy of Houston "i 
` Robert H. Strawser, University of Houston S 

`` MANAGERIAL ACCOUNTING 2 
Arthur J. Francia, University of Houston: 

Robert H. Strawser, University of Houston 


^. .;READINGS AND CASES IN AUDITING `` 
Thomas Hubbard, ‘University of Nebraska. à 
" рама J. Ellison; Kafisas State University ^ 
. Robert H. кйш University ‘of Houston. | 
PRACTICE PROBLEM 1 For Use With Intermediate Accounting 


: - James: J. Benjamin and ` 
i: Spro H. каноша Техаз А & M University. 
PE og s 


CASE PROBLEMS IN FINANCIAL ACCOUNTING - 


. Thomas В. Dyckman and 
Robert J. „Биеш Cornell: University 


| Fol: Profesional Development and MBA Programs : 
~ THE EXECUTIVES GUIDE TO MANAGEMENT ACCOUNTING - za 


AND CONTROL SYSTEMS ` д 


"William Rotch, Brandt R. Allen, C. Ray Smith С. 
All. of the Colgate Darden Graduate School of Business Adminisiřatión, 


University of Virginia ч io айдыны ui 
. si { AES 


Examination copies are avaliable on-request by writing 1 to s 


`~ 


dame publications, i inc, 


(E О. Box 35556 Houston, Texas 77035 d 





"Popular, Respected, Effective 
Accounting Textbooks _ 
_ from Addison-Wesley | 


Information оне for Accounting: A Book of Readings . 
‚ James Е. Davis, University of South. Carolina and Barry E. Cushing, 
University of Utah . 

Although it ideally compliments P оной Systems and 
Business Organizations, Second Edition, this collection of current and 
relevant readings may be used with. most information systems texts. ` 
It provides both the latest developments in the field and background 
information on the underlying concepts of information systems. It also’ 
includes two case studies. In one students evaluate and redesign a system. 
' In the other they analyze a system's controls. ` ; 

400 pp. (approx.) paperbound (01099) $6.95 
Accounting Inforniation Systems and Business 
tions, Second Edition. - : | 

Barry E. Cushing, University of Utah ` 
` A new edition of a unique.and popular text, It. integrates material on 
traditional accounting methods with the technology, concepts, and. tech- ` 
. niques of modern, computer-based information systems. The second  , 
'edition contains new chapters on coding techniques and file processing,. 
- data base systems, and basic issues of systems management. 
576 pp. hardbound (01016) $16.95 ` 


Essentials of Accounting, Second, Edition © ~ 
Robert N. Anthony, Harvard University ^ `. oe 
A genuine bestseller — more than 800,000: copies TE specie of its 
straightforward presentation of the essentials of accounting. The second 
edition of this programmed text ‘has been updated with new accounting, 
developments and the latest i income tax кеа: Мо academic prere- 
quisite is required. : 
e 240 pp. paperbound (00252) $9.50 ` 
Cost Accounting: Processing, Evaluating, and Using Cost Data | 
- Wayne J. Morse, Duke University . | 
This book thoroughly covers.traditional cost accountng topics їп а logical, 
sequential manner. Relevant quantitative techniques and behavioral issues 
ше жырын чуна as the text takes the student through the basic cost account- 
cycle. ©. . 
570 pp. hardbound (04908) $16. g5 ` р 
For complimentary examination copies, write to Bill Hamilton, Senior. 
Editor. Please : state course, enrollment, and text howi in use. 
IE PN vv. КУ 
| Business and Professional Division ©. 
. Addison-Wesley Publishing Company, Inc. ~ 
Reading, Massachusetts 01867 
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The Core of the Curriculum 
- for Accounting Majors 


. С by 
Richard E. Flaherty Уй 
Arizona State University P 


This publication presents the results of a research study designed to assist in 
the evaluation and development of accounting curricula in colleges and uni- 
versities. Specific objectives of the study included identification of a body of 
. common accounting knowledge, identification of cores of accounting knowl- 
edge for various areas of specialization, determination of the degree of emphasis 
which ought to be placed upon conceptual knowledge and technical ability for 
various accounting topics and determination of the relative importance of 
accounting topics. Also, the views of accounting educators and accounting 
practitioners with respect to various accounting topics are compared. Opinions 


of individuals with recognized expertise in accounting education and account- ` 


ing practice were gathered and served as the data source for the study. _ 
The results indicated that, on an overall basis, respondents placed more 


emphasis upon conceptual knowledge than upon technical ability. Also, sig-- 


nificant differences between importance responses of educators and practi- 

tioners were found fora majority of the questionnaire topics. The author dis- 

cusses some implications of these and other findings in the concluding chapter 

and raises questions which can best be addressed through additional research. 

Also included in the publication is a lengthy bibliography which should be 
` useful to researchers dealing with accounting education issues. ' 

The findings should be interesting and useful to educators responsible for 
evaluating and developing accounting curricula. Likewise, textbook authors 
should find the study useful. The mons should also be ofi interest to account- 
ing район. 


dE C Order bons 
` The American Accounting ; Asociado 
5717 Bessie Drive Е 
Sarasota, FL 33583 
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ACCOUNTING PRINCIPLES, 
Twelfth Edition,by Niswonger 
and Fess continues to be the 
most popular first-year ac- 
counting textbook at the 
Sa collegiate level. It provides 
4 students with a sound back- 
groundinaccounting principles, 
including contemporary topics 
Such as present value, financial 
reporting, financial analysis, 
price-earnings ratio and divi- 
` dend yield, plus managerial 
uses of accounting. 


















Sequential 
Excellence 


South-Western provides a complete line of accounting materials 
ranging from the principles level to specialized advanced courses. 
Here are 3 titles that will provide a solid framework for any account- 
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INTERMEDIATE ACCOUNT- 
ING, Sixth Edition, Standard 
and Comprehensive Volumes, 
by Smith and Skousen contains 
an effective blend of theory 
and practice. Two chapters of 
special interest are ““Account- 
ing For Income Tax" and 
“Accounting For Leases and 
Pensions." Both volumes are 
accompanied by study guides, 
student check sheets, account- 
ing stationery, and instructor’s 
manuals. 


SOUTH-WESTERN PUBLISHING CO. 





ADVANCED ACCOUNT- 
ING by Fisher, Taylor and Leer 
provides a balanced treatment 
of theory and practice. Chapter 
One, "Accounting Theory” 
provides a broad theoretical 
framework before practical 
applications are explored. 

Each chapter in the text 
includes a wealth of practical 
questions, exercises.and prob- 
lems. Supplementary materials 
include preprinted worksheets, 
student check sheets, an exam- 
inations booklet and instruc- 
tor’s manual. 





5101 Madises Road, 355 Conde Street, 11310 Gemia! Lese, 925 Spring Raad, 855 Califernia Avszae, 
Clactanstl, ОН 45227 Wast Chicaga, IL 80188 Dallas, ТХ 75229 Pelham Малог, NY 10203 — Pale Alte, CA 84354 
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| American Accounting Association 


PAUL L. GERHARDT, Administrative Secretary 
5717 BESSIE DRIVE, SARASOTA, FLORIDA 33583 


Publications in Stock 
(Monographs—Nos. 1, 2, 4, 5, and 7 are out ef stock.) 
i e р ар i ААА NON . 
PUBLICATION MEMBERS MEMBERS 
1, Monograph-No. 3, AN INTRODUCTION TO COR- es 
: PORATE ACCOUNTING STANDARDS BY W. A. i 
я Paton and A. C. Littleton, 156 pages. . ............ $3.00 $6.00 
2. Monograph-No. 5, STRUCTURE OF ACCOUNT- 
ING THEORY by A. C. Littleton, 234 pages....... $3.00 © $6.00 
3. Monograph-No. 6, THE PHILOSOPHY OF AUDIT- 
ING by К. K. Mautz and Hussein A. Sharaf, 248 pages $3.00 $6.00 


4. PRICE LEVEL CHANGES AND FINANCIAL 
i STATEMENTS, CASE STUDIES OF FOUR COM- 
PANIES by Ralph C. Jones, 179 рарез............ _ $3.00 ` $3.00 
PRICE LEVEL CHANGES AND FINANCIAL 
STATEMENTS, BASIC'CONCEPTS AND METH- : 
ODS, by Perry Mason, 32 pages..... nr $1.00 $1.00 
Combination Рпсе..............:........... $3.25 $3.25 
EFFECIS OF PRICE LEVEL CHANGES ON j 
BUSINESS INCOME, CAPITAL AND TAXES, by : 
Ralph C. Jones, 199 раре5....................... $3.25 $3.25 
Combination price for above 3 volumes, paper.. $6.00 -. $6.00 
5. Research in Accounting Measurement, edited by 
Robert К. Jaedicke, Yuji Ijiri, and Oswald Nielson. 


280 pages; iocos eee eye s e mi hd edP etus $3.00 $6.00 
6. Bookle-ACCOUNTING АМО REPORTING E 

STANDARDS FOR CORPORATE FINANCIAL ge ч. 

STATEMENTS AND PRECEDING STATE- "E 

MENTS AND SUPPLEMENTS, 64 pages......... _. 30.30 f $1.00 
7. THE ACCOUNTING REVIEW................. $3.00 $7.50 

The following issues are available: (annual index is per single copy 

bound in the October issue): А. 

1965 through present-all issues; except April, 1972 & 


April, 1977 
: Issues prior to January, 1964 must be ordered from: 

Kraus Reprint Согр.—16 E. 46th St., New York, NY 

10017 : 
8. American Accounting Association Periodic Commit- 

tee Reports Supplement to 1977 Accounting Review 

(Copies of the 1969, 70, 73, 74, 75 & 79 volumes аге 

also avara еа наа аа $2.50 $5.00 
9. ASTATEMENT OF BASIC ACCOUNTING THE-.. 

ORY by The Committee to Prepare a Statement of m. Us 

Basic Accounting Theory, 100 pages............... $3.00 $6.00 
10. STATEMENT ON ACCOUNTING THEORY AND OD 
THEORY ACCEPTANCE, by The Committee on 
Concepts and Standards for External Finapcial Rg- 


PUBLICATION ^ - ^ — MEMBERS MEMBERS 
11. A STATEMENT OF ACCOUNTING PRINCI- 


_ PLES, by Sanders, Hatfield, and Moore, 138 pages.. $3.00 $6.00 
12. TAX PLANNING FOR EDUCATORS by the Com- 
mittee on Tax Information (1978), 96 pages. ........ $3.00 $6.00 


13. STUDIES IN ACCOUNTING RESEARCH: 
Volume No. 1, investment Analysis and General _ 
Price-Level Adjustments, by T. R. Dyckman, 76 


PARES m ырыр Бека $4.00 $6.00 
_ Volume No. 2, Accounting and Information Theory, ` 

by Baruch Lev, 84 рарез..............:........ 34.00: ‚ $6.00 

Volume No. 3, The Allocation Problem in Financial 

Accounting Theory, by Arthur L. Thomas, 122 pages $4.00 : $6.00 


Volume No. 4, Accounting Controls and the Soviet 
Economic Reforms of 1966, by Bertrand Horwitz,  ' 
TA pages ыллыы жунун ККА ЕНТО А $4.00 $6.00 


Volume No. 5, Information Evaluation, by Gerald 
A. Feltham, 149 рагез......................›.. $4.00 -$6.00 


Volume No. 6, A Statement of Basic Auditing Con- 
cepts, by The Committee on Auditing Concepts 


58 PAROS RT $4.00 $6.00 
Volume No. 7, Valuation of Used Capital Assels, by , 
Carl Beidleman, 84 рареѕ...................... $4.00 $6.00 


Volume No. 8, Obtaining Agreement on Standards 
in the Accounting Profession, Maurice Moonitz, 


93 pages....... ————— wa cites $4.00 ' ^ $6.00 
Volume No. 9, The Allocation Problem: Part Two, 
by Arthur L. Thomas, 194 рарез.:.............. $4.00, $6.00 
Volume No. 10, Theory of Accounting Мелыйге- 


ment, by Yuji Jiri, 210 рарез................... $4.00 . $6.00 
Volume No. 11, The Impact of Audit Frequency on , 

the Quality of Internal Control, by Russell M. Bare- | ; 
field, 86 рареѕ.............:.................. $4.00 $6.00: 
Volume No. 12; А Comparative Analysis of Selected 

Income ^ -:surement Theories in Financial Ac- : 

counting, . James A. Anderson, 120 pages. . .... $4.00 $6.00 


Volume No. 13, Measurement in Accounting Infor- 

mation Criteria, by Theodore J: Mock, 116 pages. . . $4.00 | $6.00 
Volume No. 14, Phantasmagoric Accounting, by. 

Robert E. Jensen, 200 рарез.................... $4.00 ^. $6.00 


Volume No. 15, Adaptive Behavior: Management 
Control & Information Analysis, by Hiroyuki Itami, >. , 


pag 
14. ACCOUNTING EDUCATION SERIES: 
Volume No. 1, Accounting Education: Problems and І 
Prospects, edited by James Don Edwards, 602 pages $7.00 . $14.00 
Volume No. 2, Researching The Accounting Cur- . ‘ 
riculum: Strategies for Change, edited by William А 
Ferrara, 227 рарез..........................65 . $4.00 $6.00 
15. ADAPTIVE BEHAVIOR: MANAGEMENT CON- Р ' 
TROL AND INFORMATION ANALYSIS, by 
Hiroyuki Itami, 164 pages. ...... e nn $4.00 : $6.00 
16. EARNINGS OR CASH FLOWS: AN EXPERI- - 
MENT ON FUNCTIONAL FIXATION AND THE 
VU TATION OB THG EU hy A Rashad Abgei- 


Coming in 1980 


Cook/Winkle 


John W. Cook and Gary M. Winkle 
Both of Georgia State University — . 
About 600 pages • Instructor's Manual 


Now Ayailable 


 Crowningshield/Gorman - 


COST ACCOUNTING 
_ шд ind Машаны Applications 


eae MD di Emeritus, Rider College 
. Kenneth A. Gorman, Rider College - 
819 pages: Instructor's Manual- 1979 


` Cameron/Woelfel/Pattillo an í 
ADVANCED ACCOUNTING 


.James B. Cameron, Brigham Young University 
Charles J. Woelfel 

University of North Carolina at Greensboro ; 
James W. Pattillo 

Manager, Crowe, Chizek & Company, CPAs 
816 pages: Solutions Manual « tudont Check 
Sheets for Problems (on чыш: 1979 


Anton/Firmin/Grove 
CONTEMPORARY ISSUES IN ue 
A A Discipline i in Transition 


Z ^ Hector R. Anton, Emeritus, 
University of California, Berkeley 
Peter A. Firmin and Hugh D. Grove 
Both of es- 1978 of Denver 

: 597 pages- 197 











McQuaig 


CAREER ACCOUNTING 
"| FUNDAMENTALS 


. Douglas J. McQuaig, Wenatchée Valley college ON 
442 pages - Workbook/Working Papers 1, Practa- ^ 
Set I - Instructor's Manual 1 • 1977 бе; 


Also by McQuaig  - aa 


COLLEGE ACCOUNTING -` 
FUNDAMENTALS 


936 pages Workbook/ Working Papers | and II б. 
Practice: Sets | and 11 • Instructor's Manuals | a ү. 
I. 1977 І P 


| Carey/Skouseh 


John L. Carey, former Administrative Vice 
President, American Institute of Certified 
Public Accou ntants 

К. Fred Skousen, Brigham Young rers 
170 pages - paper 1977 


Anderson/Raiborn 


t 


‘BASIC COST ACCOUNTING 
- CONCEPTS 
- Henry R. Anderson 


California State University, Fullerton 
Mitchell H. Raiborn, Texas Tech University 


` 633 pages- Instructor's Manual with Solutions à ЖП 
Test Bank» 1977 ful E 


For adoption consideration, request examination copies 
from your regional Houghton Mifflin office. `, 


E Houghton Mifflin 


Dallas, TX 75235/ Geneva, IL 60134 


' . Hopewell, NJ 08525 / Palo Alto, CA 94304 


Boston, MA 02107 - 














Managerial accounting and financial accouriting are-two distinct and ‘equal studies. 


of San Francisco State University has written two ere and P 


` textbooks which cover both eut in depth 


New for 1979! f Ло E, . e 
Managerial Accounting Information: An jnteaduction to its Content 
and Usefulness has'a unique structure. All the topics are organized around the 
planning and control cycle of a particular hypothetical firm. This realistic approach . 
immediately involves the student.. The essentials of managerial accounting are ' 


presented in an informal and conversational style which makes the material more 


accessible. The book is also rich with study aids — chapter previews and sum- `- 
maries, comprehensive review questions, vocabulary lists, essential and supple- 
mentary problems, mini-cases, questions for discussion, and suggestions for: 
ler reading. Managerial Accounting Information is appropriate for both 
accounting and non-accounting majors and adapts to different course coverage 
patterns. 750pp. hardbound (04927) $16.95 Instructors Manual (SEES... 
mi S NE 


| Financial Accounting Information: An Introduction to its Prepatü tion -: jm 


and Use helps students identify with the business person who uses and under- - 
stands accounting information instead of just the accountant who prepares the * 
statement. It focuses on the applications of accounting information to business; 
rather than treating accounting recordkeeping and reporting as ends in them- 
selves. Eacli chapter contains a preview, an overview, new: vocabulary and coh- 
cepts: summaries, review questions, essential and supplementary problems, -- . 


. лпіпі-саѕез, and discussion questions. In addition, the book contains an extensive 
- glossary, the solutions to. all odd-numbered problems, an actual annual report, 


and a complete set of audited finaricial statements. Financial Accounting 
Information is also appropriate for both accounting and non-accounting · 

majors and adapts to different course coverage patterns. 688рр. hardbound · 
(04924) $15. 95 Instructors Manual (04923) Integrated Practice Set (04938) 


For complimentary examination copies, write к ‘Hamilton, Senior кш „' 
Please state ше enrollment, and’ text now in: с M i 
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` Your students should receive.equal training in both. A. Thompson Montgomery © 
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INDIANA UNIVERSITY SCHOOL OF BUSINESS 


is, soliciting nominations for the 


A. L. PRICKETT PROFESSORSHIP IN ACCOUNTING 


The alumni and friends of the Indiana University School of Business have В 
endowed a professorship in honor of A. L. Prickett, who served as professor and chair- 
person in accounting for many years. Nominations and applications for an occupant of 
this professorship to begin with the 1980-81 academic year are invited. 


Applicants and nominees should be productive scholars and established teachers with 
a promise of future contributions of an exceptional nature in the area of teaching, 

` research, and institutional development. For appointment, the nominee selected must 
meet the qualifications for a full rank, tenured position at Indiana University. 


Nominations and applications should be sent by January 1, 1980 to: 


Earl A. Spiller, Jr. 

Chairperson, Department of Accounting 
School of Business 

Indiana University 

Bloomington, IN 47405 


d 


Indiana University is an equal employment opportunity, affirmative action employer. 














ABACUS 


A Journal of Accounting 
and Business Studies 


А Published by Sydney University Press 
VOLUME 15 NUMBER 1 _ JUNE 1979 


Editor: M. C. Wells, Department of Accounting, 
The University of Sydney, N.S.W. Australia 2006 


^ 


. CONTENTS 
Environmental Variables of International Transfer Pricing: 

A Japan-United States Comparison ^ Roger T. W. Tang and К. H. Chan 
Liquidity Ratios and Industry Averages—New Evidence Yoram C. Peles and Meir I. Schneller 
Audit Qualifications and Share Prices Ray Ball, R. G. Walker, and G. P. Whittred 
Proposed Alternatives for Accounting for Business Combinations: à 

A Behavioural Study James F. Gaertner 
The Internal Rate of Return and the Reinvestment Fallacy Simon M. Keane 
One Type of Security: An Addendum Jacques A. Schnabel 
Process Costing: A Comment ^ Graham Partington 


Two parts, making one volume, will be published each year, and the subscription is, for individuals $12.50 
Australian (US $15.00); and for institutions, libraries and firms $25.00 Australisn (US $27.50). Subscrip- 
tions should be sent to the publishers: 


SYDNEY UNIVERSITY PRESS 
Press Building, University of Sydney, N.S.W. Australia 2036. 








Accounting and Business Research 


umber 34 Я 


Spring 1979 


A research quarterly published by the Institute of Chartered Accountants in England and Wales 


- Editor: R. Н. Parker, University of Exeter 


CONTENTS 

The End of a ‘Familiar Inffation Accounting Cycle Michael Mumford ~ 
Recruitment, Training, Employment and Careers of Women : 

Chartered Accountants in England and Wales Rosalie Silverstone, Allan Williams 
Participation in Budget Planning: the Prospects Surveyed Lee D. Parker 
Dowlais Iron Company: Accounting Policies and Procedures for — . 

Profit Measurement and Reporting Purposes J. R. Edwards, C. Baber 
Segmentation and the Audit Process Eoo David Hatherly 
The Experimental Study of the Differential Effect of Standard and 

Qualified Auditors’ Opinions on Investors’ Price Decisions * Ralph Estes, Marvin Reimer 
Cost Allocation and Resource Requirement Planning: + 

An Alternative Approach Dan S. Dhaliwal 

: Book Reviews ` 


Notes on Contributors 


‘Subscriptions should be sent to City House, 56-66 Goswell Road, London ЕС1М 7AB, 
England. Subscription rates are: UK £12, Overseas £15 (US$29), Airmail Overseas £18 


‚ (US$35). 
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: | Contents 


Information Incentives in a Standard Model of Control 

Ratio Estimation in Accounting Populations with Probabilities of Sample Se- 
lection Proportional to Size of Book Values 

Empirical Investigation of General Purchasing Power Adjustments on Багш 
Per Share and the Movement of Security Prices 

Risk Sharing and Transfer Price Systems Under Uncertainty 

Bankers’ and Auditors’ Perceptions of the Message Communicated by the Audit 
Report 

An Empirical Investigation of the Relationship Between an AID Hospital 
Classification Model and Accounting Measures of Performance 

Security Price Reactions to Long-Range Executive Earnings Forecasts 


Scoring Rules for Probabilistic Reporting 
Research Reports | 
Univariate Time-Series Models of Quarterly Accounting Earnings Per Share: 
A Proposed Model 
Predicting Annual Net Earnings with Quarterly Earnings Time-Series Models 
Communicating Financial Information Through Multidimensional Graphics 
Economic Analyses and Accounting Techniques: An Empirical Study 
A Game Theory Model ofthe Information Evaluator and the Decision Maker 
Capsules and Comments 
Briloff and the Capital Market 
The Decision-Theory Approach to Audit йй: An Extension and Appli- 
cation to Receivable Confirmation 
A Test of Differential Performance Peaking for a Disembedding Task 
The Shapley Value as Applied to Cost Allocations: A Reinterpretation 
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SPRING 1979 


Anthony A. Atkinson 
Stanley J. Garsika 
and Philip A. Ohlson 
William A. Hillison 


‘Chandra Kanodia 


Robert Libby 
Bruce R. Newmann 


Donald R. Nichols 
and Jeffzey J. Tsay 
William R. Scott 


Lawrence: D. Brown 
and Michael S. Rozeff 
Kenneth S. Lorek 
Shane Moriarity 

R. D. Nair 

Gary L. Sundem 


George Foster 

William R. Kinney, Jr. 
and Carl S. Warren 
Edward J. Lusk 

Alvin E. Roth 

and Robert E. Verrecchia 


Journal of Accounting Research, Graduate School of Business, University of Chicago, 1101 East 58th Street, 


Chicago, Illinois 60637, U.S.A. 





WEHAVEOUR STANDARDS, 


INTERMEDIATE ACCOUNT. ING, 3rd Ed. . 


| Dored E Kieso, Northern Illinois University, & Jerry J. 


. When the first edition 
of the Kieso & Wey- 
gandt accounting book 
was published in 1974, 
| over 200 schools. 







a4 ing with recent devel- 

BA opments in valuation - 

#4 and reporting practices 
. -. elevated it far above 
thei competition. The second edition proved . 

' even more popular and arco ПЫНА 
an'adoption count that 


E оит 


in the field. In fact, it’s now the most often 
'' cited reference for study I Hie Seer secto 
. on the ж СРА Exam. 


e tice ea ied id ocala de 


opments in the field.. .and so remain as 

. timely as ible...a third edition of the: 
Kieso and Weygandt text will be published i in 
December 1979. How could we improve on -: 
жаз ку a great success? Ву уй 


SEC ACCOUNTING 


(0471 04819-4) . 
approx. 1232 рр. 


'eygandt, University of Wisconsin 


и Coverage of all the most recent (thru - 
October 1, 1979) relevant literature and pro- 
nouncements of the FASB, the AICPA, and 


“the SEC. d 
" Expanded and revised problem material to fone 


every Major point in every chapter 
Ш An improved pa 
that helps make accounting more learnable— 
and teachable. This package includes: An all- 
Manual 


new 


; notes and enrichment materials for all . 
chapters...An aded Solutions Man- 
ual with greater detail than ever. ». Student ` ' 
Study Guide by ond J. Clark, Jr... 

New and i improved selection of iie 
encies keyed to the most important prob- 
léms... Working Papers. .. Checklist of Key 


e of insttuctional ii ч 





separate Instructor's by: js 
mond J. Clark, Jr, of Texas Tech, with lecture es 


figures... Practice set with solutions man- /7- 


ual:,. Test Bank featuring chapter-by. 


7 tests plus Compre easy examinations cover- 


ing 4-6 chapters each. - 
All these additions and'fevisions add up to 


опе great third edition Шаг promises: х0 ; 


become the intermediate accounting text. 
Dec: 1979 


к 
ee 


John W. Buckley, U! ee Marlene Н. Buckley, Loyola Marymount, & Tom M. Plank, 


California Polytechnic 


~. This soon-to-be-publistied text introduces the 


accounting student to federal accounting stan- 
dards and to the principles псуе 
t empha- 


complex SEC system of regulation: 
sizes professional кера for students— - 


pearing them to provide s setvices for a pb 
cly-held corporation. 


(0471 01861-9) ` Jan. 1980. 
approx: 400 рр. . БЫ 95 (ш: 





$19.95 (tent) ——v- 
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mm-—INANCIAL ACCOUNTING 
onald M. d, University of South Carolina, Paul E. Dascher, Dee Institute of 
ichnology, & Dale L. Davison, i ae State University - 
chy introduce another financial ` — + unique “Supplementary Discussions” 
——~-:eounting book to the market? | areas that truly relate to the environ- 
Thile there are already several well- І ше of accounting, stich as accounting his- 
‘ablished financial accounting books avail- тогу, non-profit accounting, and international 
ole, there's been a definite need-expressed for accounting. These can be viewed as appen- 
new text like the Co d, Dascher & ^ dices, additional material, ar an integral part , 
Javison FINANCIAL ACCOUNTING-a · of the chapter content. You won't find this in 
«ruly complete шох to accounting any other text. 
xractices, procedures, and theories. Among, ө A complete and comprehensive package of < 
he many highlights of this text are: © |. learning aids that includes: Student Study 
=e A clear, understandable style—balanced Guide; Practice Set; Working Papers; 
“between practical and theoretical aspects—that Instructor's Manual that contains а com- 
is enriched with numerous examples and illus-. plete set of chapter-by-chapter teaching notes 
trations (many from the real wor rid) Each - anda test bank; transparencies; achieve- 
«chapter begins with specific, action-oriented, ment tests; and a Checklist of Key 
==] objectives, and every point covered ae 
К» eee is reinforced by at least three | 
 lass-tested assignment items that draw on 
fealistic situations and develop problems from 
relevant data. Each chapter also contains a | Е 
glossary that includes every key concept con- ` After you examine Copeland, Dascher & 
tained within that chapter. As for the presenta- Davison’s FINANCIAL ACCOUNTING, 
ion of the material itself, it is deliberately you'll find that it Was designed specifically to 
— расей with the typical student in mind. Fur- meet your students’ needs for a readable, 
thermore, the text is designed to be teacher- understandable, and interesting text. 
independent--i.e;, your students c canalsolearn (0471 17173-5) Јап. 1980 
„on their own. ^ <, .  8pprox. 550 pp. $15.95 (tent.) 
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PRINCIPLES OF ACCOUNTING AND FINANCIAL 
REPORTING FOR NONPROFIT ORGANIZATIONS 
. Malvern J. Gross, Jt, Partner Price Waterhouse & Co., CPA, & Stephen F. Jablonsky, 


Pennsylvania State Untversity 
A guide tothe concepts and procedures ofall of.accounting—the financial statements— , 
Д арон of non-profit accounting that reflects гает than technical bookkeeping. Instructors. 
e 





atest rapidly developing events inthis © Manual is available. 
field—some of which were instituted by the (0 471.05719-3) 1979 
: senior author. It emphasizes the final products 415 p | $17.50 






* To request complimentary copies, write to Howard Р. Smith, Dept. 7294. 
Please include course name, enrollment, and title of present text. 


Sp) Jo WILEY & SONS ne PP ne, ad 





605 Third Avenue, New York, N.Y. 10016 Я ; 
In Canada: 22 Worcester Road, Rexdale, Ontario- Prices subject to change without notice. 0-7294 








_ ACCOUNTING, ORGANIZATIONS - 
-© AND. SOCIETY ` 


Án international jeune devoted to the. behávioural, organizational and social aspects sof secounting 


У Editor: Anthony G. Hopwood 
Hk `` London Graduate School of Business Studies ` 


-. Volume 3, Number 3/4 i 





: t S — 
A. G. Hopwood OU Editorial 
S. L. Buzby & H. Falk A survey of the interest in social responsibility informatión by mutual 
i funds 

L, A. Gordon, D. F. Lace. : 










Strategic decision processes and the design of accounting information 









з & F. D. Tuggle : systems: conceptual linkages 
.8. F. Jablonsky & gov ,  Thepattern of PPB rejection: something about organizations, sometbing . 
M. W. Dirsmith : about PPB ` - 
P. Maitre ] Р ‚ * ` The measurement of the creation and distribution of wealth i ш a firm by 
Я the method of.surplus accounts . i 
E. B. Swanson The two faces of organizational information à 
Action Forum from Sweden R 
J. Carlsson, P. Ehn, B. Erlander, ` Planning and control from the perspective of labour: & ‘hort presentation s 
M-L. Perby & A. Sandberg ^ of thé DEMOS project va 
L. C. Jonson, B. Jönsson & The application of social accounting to absenteeism and personnel ^ 
: G. Svensson ` turnover . 






Annual Subscription US $75 for libraries and multiple-reader institntions. hey individual, whose library 
takes out an institutional subscription, may purchase a subscription for personal use at US $25. All subscrip- 
tion enquiries should be addressed to: The Subscription cone мше Pergamon Press Ltd., Heading- 
ton Hill Hall, Oxford OX3 OBW, England. x 







CHANGE OF ADDRESS | 


.PLEASE. HELP' US MAINTAIN YOUR CORRECT MAILING ADDRESS. 
Notify us promptly of your new address to ensure delivery of THE ACCOU NTING REVIEW. 





` .NEW ADDRESS - 


e ZIP 
" Mail to : 
THE ACCOUNTING REVIEW . 
c/o the American Accounting Association 


5717 Bessie Drive 
Sarasota, FL 33583 








| William W. Pyle and Kermit D. Larson, University of Texas 
E All topics normally covered in a one-semester elementary account- 
^ ing course are presented in a.tightly written, easily understood 

; manner. The text Incorporates the most recent pronouncements of 

f various authorities such as the Financial Accounting Standards 
Board and the Securities and Exchange Commission. Generally 
accepted accounting principles necessary for an effective under- 

standing of accounting data are emphasized and explained; the 

book builds a solid foundation for later courses in accounting and 


} 

| finance. 

| 

í Supplementary materials for the text will include 

$ o Working Papers ' Transparencies 
] Practice Set ` Test Bank 

| Study Gulde Solutions Manual 





! Richard D. Irwin, Inc. Æ Homewood, Illinois 60430 
Examination copíes for adoption consideration available on 


request; please indicate course title and text presently used. 





_ Premeditated „. The new edition of Finney айд * 2 
Miller's Principles of Accounting is now Оп ` ~ 
ctii the scene. And many are saying that Johnson 
and Gentry did willfully.fashion the latest ~~ ° Я 
‘edition to give students am procedures and еш ы that they'll apply long 
after they leavethe classroom. . ` eit 
E e^. a 
That’s true enough. Е Ee | uU а 
Some charge that the authors present the’ corporat form of business organization tot I 
quickly introduce students to real corporate financial statements. And there's talk that’ 
the new edition even uses transaction worksheets to illustrate the variety of business ^ 
transactions and financial repotting st students will be responsible fer after they leave |; ' 
college. | ка 
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There’s no dE that. 


ГА 
There are rumors that the authors have expanded and updated their coverage of such ^ 
topics as standard costs,.capital budgeting, and time-value of money, stockholders .. 
equity, and cash and marketable securities to familiarize students with the whole К 
` range of accounting functions. , M 


The rumors are right. — | 23 oor | 


eA 


All the evidence shows a clear case of premeditated practicality. And there's no. 
. denying that this text takes a е approach - one е that wil prepare students ror, f a 
* their professional life. 


But judge for yourself. Sides examination copy today. 
Finney and Millér's Principles of Accounting, Introductory, 8/ E. | 


Glenn L. Johnson, University of Kansas 
James A. Gentry, Jr., Emory University 


1980 | ^ ^ ; Cloth 
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For further information, or to reserve an examination copy of this text, piesa 

write to: Robert Jordan, Prentice-Hall, Inc., a 
‚20-122, Englewood Cliffs, New Jersey 07632. Prentice-Hall №, 
Pd es E 2d 1 


